PRIVILEGED AND CONFIDENTIAL 

To:  	Internal circulation

From:  	Bob Frank

Re:  	FERC Pacific Northwest refund investigation

Date:	September 27, 2001

On September 24, 2001, the ALJ assigned to FERC’s Pacific Northwest refund investigation issued her findings of fact and recommendations.  The ALJ’s findings/recommendation is now pending before the full Commission, which can accept her proposal in whole or in part.     

Below are the key excerpts and major findings issued by the ALJ.  For the uninitiated, “TGF” stands for the Transaction Finality Group, a group of about thirty-five intervenors who oppose refunds in this docket (and of which Enron is a member).  “NPG” stands for the Net Purchasers Group, which is comprised of the primary claimants in this case (City of Seattle, City of Tacoma, Eugene Water &Electric Board, Modesto Irrigation District) as well as representatives from the State of California.    

Definition of spot market

PNW spot market encompasses bilateral transactions from hourly up to within-month and balance-of-month transactions.   “Within-month and balance-of-month transactions are undertaken for the same purpose as 24-hour transactions – the need to make up for unanticipated changes in loads or resources – and, like the shorter transactions, the longer ones are not discretionary.”   

Bookouts

	Bookouts should not be considered in this proceeding.

Refund claims by the California Parties

The California parties’ claim for refunds in this docket should be rejected.  “The claims by the California parties were fully addressed in the July 25 Order, in Docket EL00-95.”  

Cause of high prices

	“There was a series of “successive shocks” leading up to the price spikes from May 2000 through June 2001.  The PNW experienced the worst drought in the last 50 years.  Combined with increased demand from population and technology growth, this drought caused an unprecedented increase in prices.  The record also establishes that increased demand for electricity contributed to increased input costs (i.e., higher demand for electricity resulted in higher demand for natural gas, causing the price for gas to increase).”

“The record shows that although the California prices affected the prices in the Pacific Northwest, this was not the only thing driving up the prices in the PNW.  Therefore, under these circumstances, and based on the specifics of the PNW market and the evidence developed in this case (the market has for years been a competitive market, there is ample competition in the market based on the number of sellers, buyers and trading points, the market shows instances of self correction) I recommend that the Commission not order refunds in this case.  I am not persuaded by the arguments made by the California Parties and the NPG.  They failed to establish by preponderance of the evidence that prices in the Pacific Northwest were unjust and unreasonable.”  

Functionality of Market

“For decades the PNW has enjoyed a robust and liquid wholesale power market, which is characterized by hundreds of traders and multiple trading points……Each utility is free to choose how to meet its firm load requirements as it sees fit and no one is captive to a single market or a single point of supply.”

“During the period in question, the PNW was faced with an extreme and rare contraction in available supply.  To accommodate the shortage, prices rose dramatically, but that is exactly what they are supposed to do…Once it was clear that the functions of demand and supply would accommodate the projected shortfall, prices collapsed with extraordinary speed.  The record evidence demonstrates that the PNW market for spot sales of electrical energy was at all times between December 25, 2000 to June 20, 2001 competitive and functional…The evidence shows that the Pacific Northwest performed just as workably competitive markets would under adversity…The record evidence demonstrates that the PNW market for spot sales of electrical energy was at all times between December 25, 2000 to June 20, 2001 competitive and functional.”

Equities

“It is interesting to note that refund advocates do not seek any structural changes in the operation of markets governed by the WSPP Agreement.”

“If the position of the refund claimants is accepted, they would be relieved of the consequences of their conscious economic decisions at the expense of a functioning competitive market in which the vast majority the PNW purchasers during this period accept responsibility for the choices they made.  For a number of years preceding the refund period, wholesale electricity market prices in the PNW were, according to Tacoma’s Ms. Stegman, ‘quite low.’  By electing to rely on the spot market during this period, refund claimants benefited financially.  Now the refund claimants are rebalancing their portfolios by returning to BPA or by acquiring interests in new generation facilities…These responses by refund claimants are proof that the market is functioning properly and that it continues to offer choices to its participants.”

“Buyers who wanted to hedge in the Pacific Northwest could have done so.  There were various tools available.”

	“The evidence in this case also shows that determining the number of transactions subject to refunds would be a very complex task.  The immense number of potential ripple claims is directly related to the highly active nature of the PNW wholesale electricity market.  As Dr. Tabors explains, electricity in the PNW region is traded an average of six times between the point of generation to the last wholesale purchaser in the chain.  Powerex alone estimates that it engaged in approximately 30,000 transactions during the period from December 25, 2000 through June 20, 2001.  Dr. Tabors conservatively estimates, and the NPG does not challenge, that approximately 500,000 transactions would have to be recalculated based on a refund order in the PNW.  Given the sheer magnitude of contracts that would have to be rewritten as a result of imposing refunds, it would be impossible to unwind fairly the chain of transactions that resulted in a single bilateral sale between December 25, 2000 and June 20, 2001.”

“Moreover, the evidence shows that as a factual matter it may be impossible for purchasers to recover ripple liability given the large number of sellers in the PNW that are not subject to the Commission’s jurisdiction and the inability to trace upstream sellers in every transaction.  Most, if not all, buyers and sellers purchase and sell from a portfolio of resources.  Whereas in some instances a “back-to-back” purchase and sale (identical in volume, price, terms and conditions) is made and respective buyers and sellers can be identified, in many instances a particular seller's resource portfolio is an aggregate of a wide variety of supply rights which may include ownership or contractual rights to generation output, long and short-term contracts with other marketers, options, and even rights to call for demand reductions negotiated at a price with load users.  Further, if some type of arbitrary hourly price were used as a refund benchmark, parties would have to be permitted to offset sales at this retroactive price cap with sales below this cap.  In these situations, it would be nearly impossible to match a particular sale with its source or to calculate the alleged refund due with precision.  As a result, Mr. Oliver testified that even if all potential ripple claims could be identified, only a fraction of the transactions actually would be adjusted, leaving certain parties to shoulder the brunt of refunds.  It would take a protracted evidentiary proceeding to begin unraveling the multiple waves of ripple claims.”  

Market power

“There is no evidence of market power in this case...I find the evidence in this case does not show the exercise of market power by any one company.” 



Legal issues
	
“…I recommend that the Commission affirm its decision to dismiss the complaint and grant the motion to withdraw.  Puget is no longer prosecuting its Complaint for any purpose.  I agree with TFG that intervenors cannot pursue their refunds requests based on a dismissed complaint and a complaint which Puget has sought to abandon.  Moreover, as discussed in issue number one, above, Puget’s complaint sought prospective remedy only.  The request for refunds under these circumstances violates the Commission’s longstanding policy prohibiting intervenors from expanding complaints initiated by others.  Allowing intervenors to prosecute a refund claim beyond the scope of the Complaint initiated by Puget and beyond the procedural path of that Complaint, including its withdrawal, will therefore improperly expand the function of intervenor to that of a complainant.  

If further proceedings are ordered in this case, the applicability of the Sierra Mobile doctrine to the specific claims against bilateral transactions entered under the WSPP Agreement would have to be determined.  In this proceeding, refund claimants have not established any of the exceptions of the Sierra Mobile doctrine, in order to be entitled to modification of contractual terms under the public interest standard.

“Although I ordered that non-jurisdictional utilities submit data in this proceeding in order to develop the record, I agree with Bonneville and other non-jurisdictional entities that the rationale previously used by the Commission to assert jurisdiction over non-jurisdictional entities does not seen to apply to this market because of the differences between the Pacific Northwest and the California ISO/PX. If the Commission orders refunds, this issue must be addressed.  If refunds are ordered and the non-jurisdictional entities are excluded, this would differentiate sellers subject to refunds in the market.”

Effect of refunds on PNW market

“Evidence of record indicates that refunds would have a negative impact to the Pacific Northwest market.  Testimony presented by each of Drs. Jones and Tabors and Mr. Van Vactor concludes that a loss of confidence in the market will cause costs to consumers to increase, as market participants demand additional risk premiums and additional security for their transactions.  Further, as shown by BPA's Mr. Oliver, regulatory interference will have a chilling effect on trading and would drive marketers out of the region, decreasing the number of market participants, diminishing market liquidity and adversely affecting reliability.  A retroactive refund process is likely to result in a significant reluctance by many participants in the market to conduct transactions when prices are high, i.e., in times of scarcity.  These are the times when liquidity and competition are most required.  Because spot market transactions are those for immediate delivery, they are exactly the kind of transactions which the Commission should insulate from the kind of challenges advanced in this case.   Furthermore, the April 26 Order also sought to “encourage, and not discourage, the critically needed investment in infrastructure.”  A retroactive refund requirement will send warning signals to new investors that investment in this region is not secure and is subject to regulatory manipulation.  Market signals to the supply side of the business, established at artificially low levels, will have the predictable effect of discouraging needed supply.  To the extent that investors lose confidence in the market, capacity additions will evaporate.  Given the nearly universal agreement that the western markets as a whole need substantial new capacity additions in the next several years, a loss of confidence and exit of investors is the very worst result that could be envisioned.   I am not persuaded by the arguments advanced by the California Parties attempting to contradict this testimony.

I agree with TFG that refunds would not provide even short term benefits to the few market participants seeking them.  The evidence indicates that “Nothing is more likely to drive potential sellers away from a buyer than a re-trade.  This business relies on finality of deals and reliance on your trading partner.” Balancing the short-term benefit of refunds to a few market participants against the immediate and long-term damage to the market and to future investment decisions, it is impossible to reconcile refunds with the overall public interest standard. 

Other findings/recommendations
	
General Policy:
	
“In making my recommendation I am cognizant that the Commission has rightfully refused to extend refund liability to other California markets in which prices were apparently ‘influenced’ by the ISO and PX prices but where no structural flaw existed.  In addition, the Commission has stated in the past that it should minimize intervention in otherwise well-functioning market mechanisms.”  
	
	Refund Methodology:

“Based on my recommendations above I am not making any recommendations on the specific methodology to be used for determining the amount of refunds.  However, I set forth above, all the parties' proposals.  I find persuasive that because of the distinctions of the market, if the Commission orders refunds, adjustments must be made from the refund protocols established in the California proceeding.  Staff’s recommendations are persuasive with regard to this matter.”
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