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Vice-Chairman’s Column
New Information Provides a Glimpse at Governor’s Energy Plan Financing
Last Monday (April 30), the Governor’s Office released some of the long-awaited details of its AB 1X financing program for the Department of Water Resources’ energy purchasing program.  With over $6 billion of General Fund cash already committed to energy purchases (as of April 27), Assembly Republicans had requested that the Administration release sufficient information to enable the Caucus to evaluate the financing program.  While incomplete, the information allows for a peek through the curtains.  

While the administration has based its proposal on a fixed set of figures that it says require a bond issue of $12.5 billion, it has also acknowledged that the actual outcomes on a number of critical issues could be different than it has forecast.  If more money is needed to pay for power purchases, the administration has informed us that it must be provided by additional bond sales – the Governor will not support any rate increases beyond his current proposal (32 %).  This week’s column looks at the assumptions of the Governor’s Plan and their implications for the amount of bonds needed.

Background
On February 1, the Governor signed AB 1X.  That legislation establishes the energy purchase program, provides for the transmission of a share of ratepayer revenues to DWR from the Investor Owned Utilities (IOUs), and authorizes the issuance of revenue bonds to pay for DWR’s energy purchases.  The legislation also appropriated $500 million for DWR’s initial energy purchase costs, and authorized the Department of Finance to create deficiencies in this appropriation as necessitated by the costs of the program.  (Those authorizations have now reached $5.9 billion, plus another $350 million expended from other DWR General Fund appropriations.)  The Department is then required to repay the General Fund for the program’s costs from the first proceeds of the bond sale, in order to ensure that the General Fund is “held harmless.”
With regard to the revenue bond financing portion of the program, the concept is that a bond sale of $12.5 billion provides sufficient cash to
· Repay the General Fund for the cash expended for energy purchases, with interest;
· Pay for all of the “going-forward” costs of purchasing the “net short” volume of electricity needed, net of ratepayer revenues, until energy prices decline sufficiently; and
· Pay for the debt service and financing costs of the revenue bond issue until the bonds are fully repaid.
The principle premise of this concept is that the current exorbitant energy prices the state is paying can essentially be put on a credit card, and paid off later after energy prices decline.  As energy prices decline below the level of proposed rates in the future, extra cash will be generated that can be used to pay off the debt.

Plan Description
The Governor has hired an extensive team of engineering, legal and financial consultants to determine his approach to the financing problem and the document released last week was prepared by parts of that team.  The new information shows that the expected convergence of energy prices and the “current rate structure” is expected to be in November of 2002, and that a $12.5 billion bond issue is needed to cover costs until that time.  That finding is based upon a number of critical assumptions about energy prices, the effects of conservation and pricing on energy consumption, the availability of QF power, the availability of power from new power plants, and the resolution of legal uncertainties over the revenue bonds and the PG&E bankruptcy.  

Energy Prices.  The report forecasts a surprisingly repaid decline in expected “spot market” energy prices, from an average price of $346 per Mwh in the second quarter of 2001 to $195 this summer, and $120 next summer.  According to the consultants, these forecasted declines are largely attributable to the effects of conservation and long-term contracts.  Conservation is expected to reduce the amount of power needed at peak times, and the contracts provide a larger share of the peak power needed.  As a result, there is lower peak power purchase requirement, and off-peak power prices have a greater effect on the average than before. Whereas the state purchased 58 percent of its power as peak or super peak power in the second quarter, it will purchase 28 percent in the third quarter.  This has a tremendous impact on the total cost.  
No information was provided as to average price assumptions for peak and other product categories by quarter over time, as this information is regarded as proprietary by the Governor’s Office.  Further, the embargo on details of the energy contracts makes it impossible to review the assumptions as to the impact of the contracts on the volume of spot market power required.  This lack of information makes it impossible to evaluate the reasonableness of the energy price assumptions, but we can evaluate the plan’s sensitivity to changes in prices.  Looking at the third quarter of 2001 again, if the average price paid is just 10 percent higher than the $195 forecast, and all other assumptions are held constant, the cost increases by roughly $250 million for that quarter alone.  Over the 2001-2003 period, that one small change in the price assumptions costs almost $1.1 billion.  

Conservation.  Conservation assumptions include the effects of legislation recently enacted providing financial incentives for voluntary conservation, demand management and demand “buy-down” programs (such as the 20/20 program), as well as the reduced consumption expected to occur as a reaction of higher electricity prices.  In the aggregate, these assumptions reduce the “net short” purchase requirement by about one-third.  (The net short represents about a third of the total load.  Since the amount of conservation is determined by the total load, but its benefits are entirely absorbed by the net short, there is a larger proportionate impact on the net short.)  There are six separate assumptions, the largest of which include:
· Trend.  A 4 percent initial reduction, falling after 2002, based on assumed continued voluntary conservation efforts;
· Price.  A 3 percent initial reduction, falling after 2002, reflecting customers’ reactions to higher prices;
· 20/20 Buy-Down Program.  A reduction of 2200 Peak Mwh, equivalent to about 2 percent, reflecting consumers additional conservation efforts to take advantage of the Governor’s rebate program; and
· Discretionary Load Curtailment.  A reduction of 1,620 Mwh from ISO payments for curtailed energy use.
The Governor’s advisors insist that these assumptions are realistic, and in fact, conservative.  There are no standards by which the impacts of such a large conservation effort can be estimated, and expected weather conditions and other factors that aren’t predictable can have a large influence.  Moreover, because of the relationship noted above, a one- percent reduction in any of these assumptions has a three- percent impact on the volume of net short electricity that must be purchased.  For example, if just the trend factor is reduced by one percent, the net short increases by three percent, and the cost of buying the net short increases by over $1.5 billion over the 2001-2003 period.

QF Availability.  The Governor’s Plan assumes that the so-called “qualifying facilities,” or QFs, will resume production at near full capacity levels in the immediate future.  Specifically, the QFs will increase from March production levels of about 66 percent to 80 percent by May 1 and to 90 percent by June 1.  Our information indicates that SCE has achieved this goal, but PG&E shows less progress.   QF production represents about a third of the power consumed in California, so again this is an important assumption, and continued success probably depends upon the resolution of back payment and other issues.  This assumption also is sensitive, as relaxing the assumption of 90% production to just 85% increases the state’s cost by $800 million over the same 2001-2003 period.

New Power Plants.  The Governor has announced that he expects an additional 4,700 Mwh of electricity to come “on-line” this summer, as new power plants are approved and built on an expedited basis.  According to the Governor’s advisors, however, the financial plan assumes that 2,600 Mwh are actually available this summer.  That assumption is vulnerable to potential delays in approval and construction.  Power lost to such delays would be replaced by increased purchase of net short power at peak prices.

Legal Uncertainties.  The plan essentially assumes the avoidance of adverse legal developments and their impact on the timing of events, such as the imposition of rate increases and the issuance of revenue bonds.  The rate increases recently adopted by the PUC have yet to be officially imposed, as the Governor’s Plan asserts that a lower rate increase is needed.  The issuance of revenue bonds remains in limbo due to legal challenges to PUC action, and concerns expressed by the financial community.  The PG&E Bankruptcy adds the potential for additional legal surprises that have made investors wary of the bonds.  The timing factors primarily affect the availability of internal cash resources needed to continue the energy purchase program if the revenue bonds are delayed.  Cash shortfalls could occur as early as this fall, potentially resulting in blackouts.

Conclusions 
As the above examples demonstrate, small changes in the assumptions can have a large impact on the cost of buying the net short.  These examples don’t represent any significant change in the Governor’s assumptions, or provide any notion of what could happen if things go seriously wrong.  However, it is important to understand that the estimates of cost and bond requirements will be updated over time as events unfold, and those updates could easily require billions of dollars of additional bonds to be sold. 
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