6. Policy Options

This saction discusses some of the options avallable to the Commisson or date agendes with
encouragement by the Commission, to correct the conditions thet |ed to the unusudly high and volatile
pricesin the West during the summer of 2000. Those conditionswere: agenerd shortage of
generation throughout the West, an over-rdiance on spot market purchases by the IOUsin Cdifornia,
insufficdent demand responsvenessto price, and ahighly paliticized process for setting price cgps for
the Cd-1SO. The options are summarized below firgt and then discussad in the following section.

To encourage investment in new gener ation:

Adopt palidesthat encourage and fadilitate the investment in new generation. Tight
generdtion resources were amgor factor contributing to high prices. Easing locd sting
goprova processesin Cdifornia could encourage more investment and ultimately bring
on more dectricity supply. At the federd leve, the Commisson'swholesde price
palices have an important effect on investment decisons and should be designed to
cregte incentives to gour new invesment in generation and transmisson.

Toremedy the over-reliance on spot market purchases:

Himinate the requirement that the three Cdifornial OUs must buy and sdl through the
PX. Thiscan beimplemented by the Commisson (1) requiring achangein the
digihility provisons of the PX taiff or (2) changing its polides gpplicable to wholesde
spot markets.

Require the IOUs to hedge and forward contract through the PX and bilatera
transactions: This can beimplemented ether by the CPUC or by the FERC.

Require dl in-Cdiforniatherma generation cgpadity to be bid into the forward
Cdiforniamarkeis  This option might increese the amount of cgpadity avalabdeinthe
forward markets.

To provide moredemand responseto wholesale prices:

Encourage Cdiforniato implement polidesto increase retall demand responsvenessto
price The Commisson has no authority over retall ratesin Cdifornia; however,
Cdiforniamay undertake retall market reforms that will greetly benefit wholesdle
markets. Competition among energy sarvice providersfor the retall load of the IOUs
would creste srong downward pressure on the price of energy in Cdifornia. Just
dlowing large retail consumersto face the price in the wholesdle market would provide
more demand respongveness to the wholesdle market. If sate palicy isto alow load
sarving entities to pass through the cods of energy and andillary sarvices directly to
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retal cusomers, then those customers should be given some way to respond to those
prices If date policy continuesto regulate retail sarvice by the I0Us then the IOUs
should be given srong incentives to minimize thair wholesale purchase cogts

1 The Commisson can simulate gregter demand response for the wholesdle market by
requiring the Cdifornial SO to dlow scheduling coordinators to bid load responsesin
the andillary sarvices market (reserves, etc.). Scheduling coordinators could receive
bids from those willing to provide aload reduction and then bid those in the andllary
savicesmarket. The scheduling coordinators could arrange with the ISO, on a
bilaterd bad's, terms such as price and performance messures

To provide some priceregulation while generation resour cesremain scar ce
and until regulatory changes are made to provide more demand response:

1 The Commisson could return to traditiond cost-of-sarvice regulaion for generatorsin
Cdifornia Thereisthe potentid thet this option could resuit in rdativey high ratesif the
acquidtion premiums of the non-utility owners are taken into account. Also, this
dternative may be incondgent with an objective to encourage invesment in new
generdion.

1 The Commission could adopt limited term price caps for oot market sdes (day-ahead
and hour-aheed) in both the PX and the CdAl-ISO. The price cgos would goply for a
fixed 18-month period, the period in which generdtion is currently predicted to remain
scarce, and would dlow time to develop aregulatory sructure to provide grester
demand response. The cap would be st a aleve that would permit recovery of
current marging cogts, induding opportunity codts, and be high enough to encourage
new invesment. An dtermnaive would beto goply this limitecterm price cgp to dll
short-term wholesdle sdlesin the Wes.

1 Alternaivey, the Commisson could adopt alimited-term price cap to goply to long-
term sdesin addition to gpot market sdes Since wholesdle forward pricesin
Cdiforniaare ds0 high, asaresult of conditions last summer, the Commisson could
a0 adopt atemporary price cgp to goply to long-term sdes, to dlow time for new
generdion to enter the market and for the regulatory sructure to permit greater demand
response. Thisoption could have the effect of discouraging new invesment, particularly
if investors rdy on forward pricesto Sgnd the nesd for new investment.

1 Asan dterndive to aprice cgp on long-term prices, the Commission could adopt target
prices for long-term contracts in the Cdiforniamarket, based on pre-summer prices
Thesewould goply for an 18-month period as described in the price cgp options
above. Wholesde Hlersthat subgtantialy exceed the target prices would be subject to
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dose srutiny to determine whether they are exercising market power, with a potentid
loss of thair market-based rate authority.

1 The Commisson can leave the spot market and long-term market prices uncondrained.
With the evidence of scarcity in the region, higher prices produced by the merket may
be the right dimulus to nesded new invesmeant. This option would be more effective if
coupled with actions to improve the overdl functioning of the market, such asimproving
demand respongveness and minimizing the rdiance on gpot market purchases The
option can be coupled with increased monitoring of market participants for evidence of
market power abuse.

1 The Commisson can implement locationd market power mitigation messures
independent of the options for price caps.

1 The Commission could change the auction rules usad by the PX and the Cd-ISO to
pay lerswhét they bid rather than the market-dearing price. Thisoption can be

adopted independent of other pricing options.
Tocreateamore stable regulatory environment:

1 The Commisson can abolish the current stakeholder governing boards of the Cd-ISO
and the PX and require independent, non-stakeholder boards. Thiswould dso
diminate the need for the EOB, which could be abolished dso.

1 The Commisson can retain the Sole authority to impose price cgpsin wholesde market
transactions and not ddegate that authority to the Cd-1SO or the PX.

1 Require the Cd-1S0 and PX market monitors to report directly to the FERC any
evidence of market power abuse for evauation and action by the Commission, without
prior review by ther boards

Other options:

1 To diminate underscheduling in the Cd -1 SO, the Commission can change the incentives
for suppliersto sl in red-time and require Sronger pendties for red-time purchases,
combined with increasad options for I0Us to have broader supply portfolios.

1 The Commisson could direct afurther investigation of generators with abnormally high
unplanned outage rates or biddersinto the PX to examine whether individua market
partiapants may have engaged in withholding or price manipulaion. This option could
be coupled with increased reporting to the Commission, as discussed in other options.
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Discussion of Options

1. Encourage Investment in New Generation

Mod projections for new generation cgpecity additions indicate that a Sgnificant amount of new
cgpaaity is planned to be avallablein 2002. Until new generdion is added in the West, high prices can
be expected to recur. While high prices are necessary to simulae investment in new generaion,
bariersto the entry of new suppliesinto the market will result in alonger period of high prices than may
be necessary. Federd, sate and locd regulatory palicies should be designed to diminate unnecessary
barriersto new generation and to cregte incantives for new invesment.

Specific rules about Sting and locd gpprova processes are within the control of Sate and loca
policymakers. Some steps have been taken in Cdliforniato soeed the locd gpprova, but there may be
more things that can be done.

At thefederd levd, Commisson pricing polides can have an important impact on invesment
decisons. If wholesde prices are kept too low through regulatory contrals, this can cause investorsto
inves in other markets For example, if the Commission imposes wholesale price capsin Cdifornia
that are too low, generators may chooseto build in Arizona or Nevadawhere there would be no price
cgps but where thereis a growing demand for power. To provide an incentive for new generdion to
be located in Cdiforniaas wel as other western dates, the Commission may need to explicitly tekeinto
acoount the need to imulate new invesment through pricing palicies

Ancther factor that affects investment decisonsisthe sability of the regulatory process To
finance new generation plants, firms need to be adle to convince thar investors thet the regulatory
environment is $able enough to assure areturn over thelife of the prgject. This pagt summer’s
experience with the congtantly changing Cd-I SO price caps created indahility for the market and
arousad investor concerns about investing resources in Cdifornia Therefore, gability in priang policies
can be afactor in encouraging invesment in new generdion.

2. Remedy the Over-Reliance on Spot Market Purchases

Soot markets areinherently voldile. 1n eastern bulk power marketswith an 1SO only 10to 20
percent of the load is served by spot market purchases, but in Cdiforniaamaost 100 percent of the load
sarved by the IOUs is sarved by purchasesin the spot market. Shifting purchases out of the spot
market to longer term contractud arrangements would cregte greater price Sability for wholesde
buyers and end-users. In this market context, day-ahead and day-of purchases are spot market
purchases. Forward contracts, for purchases longer than day-ahead and day-of, are longer term
contracts.
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Forward contracts for energy patentidly can provide IOUs and other load sarving entities with
ahighly effective hedge againg high cogsin energy oot markets, while providing both buyers and
sdlerswith agreater levd of price catainty. If generators are otherwise able to exercise market power
in energy oot markets, such contracts can help to mitigate the market power of the generatorsthat
contract to sl thelr output a afixed price. Thus, forward financid contracts offer the potentid to
reduce both the cogt impact of price soikes on consumers hills, and the inddence and magnitude of the
price oikesthat occur.

There are saverd options avallable to shift purchases to forward contracting:

Eliminate the requirement for the three California | OUs to buy and sell through
the PX. During the summer of 2000 the IOUs hed limited authority to enter into forward contracts.
The block-forward contract availadle to them through the PX isinaufficiently flexible to provide them
the full bendfits of forward contracting. Eliminating the regtrictions on their ability to forward contract
and to purchase supplies outsde the PX would provide them with the ahility to create portfolios of
supply contracts to get more stable energy cogts. While the CPUC recently expanded the authority of
the |IOUsto enter into bilaterd, long-term contracts, this authority is dill limited.

These redrictions could be diminated directly by the Commisson through actionsit could teke
within itswholesdle jurisdiction. When the Commisson arigindly goproved the restructuring proposds
of theOUs it found that any concernsit might have about the requirement a thet time were
outweighed by other consderations® The Commission could now find thet such restrictions have
become an impediment to the gahility and proper functioning of the wholesde market and requirea
changein the digihility provisons of the PX to insure thet any wholesdle buyersin the PX have the
ability to buy their supply from other sources, or could othewise establish agmilar condition asa
prerequisite to the |OUs transacting business in the wholesde market.

One of the arigind reasons for the mandatory buy/sdll requirement was a concern for potertia
dfiliate dbuse in the buying and sdling of energy. There are other waysto ded with this concern. For
example, the IOUs could be required to use most-favored nations dauses for any transactions with
dfiliates to ensure that the price agreed to in an &filiate ded is no higher than the prices paid to non-
dfiliates

Requirethe | OUsto hedge and forward contract. Thisisavariant of the option
discussed dbove Thedifferenceistha, rather than just diminating an impediment to hedging and
forward contracting, the option goes asep further to require the use of thesetools. This could be done
asarequirement to purchase a cartain percentage of asupply portfolio through different insruments,
and it could be implemented ether by the CPUC or the Commisson in the same way as the option
above. It hasthe disadvantage of subgtituting the judgment of regulators for the judgment of business

Lpagific Gas & Electric Co. et d., 77 FERC 161,265 at 62,088 (1996).
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managers as to the best way to create a baanced supply portfalio. Providing business managers with
finendd incentives for managing theair busnessin away that minimizes codsis usudly amore effective
regulatory Srategy.

Require all in-California thermal generation capacity to bid into the California
forward markets. Thisoptionistheflip-ade of the option aove. It may increase the amount of
cgpacity mede avallable in the forward markets and it would dlow generaiorsto arange esinthe
forward markets at whatever pricesthey can negatiate. Thus, forward market sdeswould be market
based, and generators would be free to pursue their most profitable opportunities? However, asan
incentive to get the maximum amount of thermd capadity availdde in the forward markets, thermd
generators would be required to submit bids a the generator's margina operating cost inthe ISO'sred
time market for any unsold cgpedity.® Enforcing such areguirement would prevent generators from
withholding cgpadity from the market, S0 pricesin the red time market would not be inflated due to the
exerdse of market power. 1n addition, supplierswould have less aility to exercise market power in
the forward markets, because buyers could avoid inflated forward market prices by buying inthe red-
time market.

A requirement to bid a margind operating cost does not take into account a generator's
opportunity cog, which may excead its margind operating cost when other markets are transacting a
higher prices But while thermd generators may have opportunitiesto sdl in multiple marketsin
advance of red time, those opportunities fade asred time goproaches. By thetime thered-time
mearket is operating, athermd generator has no opportunity to sdl dsewhereif itshid isrgected, o it
has no opportunity cods

Thisrequirement is an option for mogt thermd generators, but not for hydro generators or for
other generators with an absolute limit on the amount of energy thet they can produce. That isbecause
these latter generators may face opportunity costsin red time, because production in one hour may
reduce the amount of production that can occur in subsequent hours. For example, hydro generators
often have alimited supply of their energy source (water), S0 producing dectricity in one hour reduces
the amount of water available to generate dectriaity in asubssquent hour. Thus, by producing
dectridity in one hour, ahydro generator foregoes the opportunity to recaive revenue in a subsequent
hour. By contragt, most thermd generators do not face alimited supply of ther energy sources, o

2Forward market sdlesin this context could also include purdly financia hedges, such as
“contracts for differences,” where abuyer and sdller agree in advance to a contractualy-specified price
(called a*“dtrike price’) for a specified quantity. Then, after the redl time market closes, the buyer and
sdler agree to make additional payments to each other based on the difference between the red time
spot price and the strike price.

3|n addition, regulatory must run and must take generators would continue to be required to bid
into the PX energy market at $0, asthey are currently required to do.
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producing dectricity in one hour does not reduce the amount of dectricity thet can be produced in
subsequent hours: However, certain thermd generators may face absolute limits on the amount of
energy thet they can produce or on the amount of time thet they are permitted to generate, for example,
due to environmentd regulations. Since Cdiforniahas adgnificant amount of old therma generators
ubject to emissons limitations, this may not be an dtractive option.

Ancther ariticiam of requiring generatorsto bid previoudy uncommitted cgpedity into the redl-
time market isthat it may encourage too much rdiance on the red time market and too little scheduling
in the forward markets, and thus may create operationd and rdiability problemsfor the ISO. If over-
reiance on the red time market creetes undue operationd problems, the option could be modified to
reguire generators to bid into the PX's day-of energy market (rather then the red time market) at
margind operating cods  This option would dill give generators the opportunity to arange sesin
other forward markets at advantageous prices before the Day-of market dosad, dthough it would
reduce dightly the time available to do 0.

There are sverd options for establishing when the bidding reguirement could be triggered.
One option isto impose the reguirement on dl generators at dl times. This option might be chosan if
mearket power arises frequently, or if it isdifficult for the 1SO to predict in advance when market power
will arise. Alternativey, if the |SO can accurady forecast when and where market power islikdly to
arise, the bidding requirement could be imposed in more limited drcumgtances. For example, if market
power aises only during high demand periods, the bidding reguirement could be impased only when
the SO forecagts |oad in an hour to exceed aspedified levd. Or, the bidding requirement could be
imposed on generators in defined areas when tranamisson condraints arise thet create locationa
market power.

By differentiating between generators within Cdlifornia and generators outsde Cdifornia, this
option can have the effect of bakanizing the wholesale market and discouraging new investment in
generation in Cdifornia Also, it may be difficult to administer and enforce.

3. Provide More Demand Response to Wholesale Prices

Encourage California to implement policiesto increase retail demand
responsivenessto price. Thereareretal market reformsthat Cdifornia can take that would greetly
benefit the wholesdle market by cregting more demand respongveness.

Inwdl functioning competitive markets, both suppliers and consumers are dileto seeand
respond to market prices. Indeed, thisiswhat alows competitive markets to achieve the efficient
outcomes for which they arewdl noted. However, in dectricity markets such asthosein Cdifornia,
consumer's often must make their consumption decisons without knowledge of the true market price of
dectricity. Currently, mog Cdifornia consumers (those sarved by PG& E and Southern Cdifornia
Edison) do not face wholesde dectriaty prices because of aretal rate freeze. The resulting lack of
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demand respongveness to wholesde prices can, a times, leed to excessvey high wholesdle prices
When supply is scarce redive to demand, competitive prices will riseto alevd thet reflects the vdue
thet the margind consumer places on additiond consumption. This additiona increment above marging
running cod isreferred to asthe “scarcity rent.” However, market pricesin dectricity marketslike
thosein Cdifornia cannot be expected to sattle a thisleve if consumers do not have the ability to see
these prices and to make known to the market, through their purchasing decisons, the vaue that they
place on margind consumption. Indeed, in the absence of demand respondveness, pricesin Cdifornia
and in markets dsawhere frequently rise wdl above this competitive leve a times when demand ishigh
and cgpacity isscarce.

Oneway to dlow retal consumersto respond to wholesdle pricesisfor retal ratesto reflect
wholesdle prices However, to ensure thet retail consumers can respond effectively to wholesdle
prices, they should have some advance natice of the change in retall rate palicy, so thet they can
prepare for the new retal rate desgn. 1n the meantime, tharr traditiond service providers should face
incentives to procure dectricity for their cusomersa leest cogt. Cdlifornia policymakers could dso
increase demand respong veness to wholesdle dedtricity prices by encouraging greater retall
competition.

Cdiforniashould congder, in the long term, reevauaing the status of 10Us as providers of both
digribution and energy sarvicesto their retall load. While Cdiforniaformaly permitsretall cutomersto
choose among dternetive suppliers, in practice few new retall energy service providers have entered the
market thusfar. Greater competition among energy sarvice providersfor the retal load of the IOUs
would cregte a Srong downward pressure on the cost of energy in Cdifornia Promoting greater retall
competition likely would require aformd separation of the IOU digtribution service functions from any
continuing role as an energy sarvice provider. In addition, condderation may haveto be givento
changing the CTC recovery mechaniam and to imposing a provider-of-lagt-resort obligation on the
IOU. Also, condderation should be given to providing large retail consumers of 10Us the traditiond
retal service providers with red-time price sgnds that would dlow them to respond to thewholesde
prices.

Aslong as Cdifornia regulaesretal sarvice provided by 10Us then the IOUs should be
given srong incentives to minimize their wholesdle costs: Regullations should be avoided thet dlow load
saving entities to pass through the codts of energy and andillary services directly to retail cusomers
without giving those cusomers the ahility to respond.

The Commission can stimulate more demand response for the wholesale market
by requiring the Cal-1 SO to allow scheduling coordinators to bid load responsesin the
ancillary services market. Toimplement this option, scheduling coordinetors could receive bids
from any user willing to provide aload reduction. The scheduling coordinators could arrange with the
ISO, on ahilaterd bags, the terms such as price and performance measures. Thiswould not obviate
the neaed of the CPUC to design demand response mechaniamsfor the retall market, but it isan option
avallable to the Commisson independent of the retal regulation.
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4., Provide Some Price Regulation While Generation Resources
Remain Scarce and until Regulatory Changes Are Made to
Provide Greater Demand Response

The Commission could return to traditional cost-of-service regulation for
generatorsin California. Traditiond cogt-of-service regulaion is used when the market cannot be
relied on to kegp prices within a reasonable range because the regulated company exercises monopoly
power. Under traditiond cog-of-service ratemiking, acompany is dlowed to recover its prudently
incurred fixed and varigble cogs plusits cogt of cgpitd induding areasonadle return on its investment.
Fixed and variable cogts indude operation and maintenance expenses (induding fud and emisson
dlowances), depreciation, and taxes: The return on invesment is calculated by multiplying the rate of
return times the jurisdictiona public utility'srate base. Rate baseis caculaied by subtracting from gross
plant in sarvice any accumulated reserve for depreciation assodiated with that plant and adding or
subtracting from the net plant vaue any adjusments to rate base (such as accumulated deferred income
taxes).

Prior to the divedtiture of generating asstsin Cdifornia, jurisdictiond utilities recorded these
expenses condgent with the Commission's Uniform Systemn of Acocounts and annudly filed a FERC
Form 1 detalling thelr operating expenses induding spedfic generaing plant datain accordance with the
Uniform System of Accounts.  However, the new owners of the divested generating units are no longer
required to fallow the Commisson's Uniform Sysem of Accounts; nor are they required to filewith the
Commisson aFERC Form 1. Therefore, the data needed to cdculate atraditiond cost-of-sarvicerae
isnot currently collected and would have to be acquired. Determining a cost-based rate for every
generation owner in Cdiforniawould involve numerous filings deding with complex cogt-of-sarvice
Issues uch as the gppropriate depreciation rate for the unit, how income taxes would be caculated,
cgpitd sructure, and the gopropriate rate of return.* In addition, these cogt-of-sarvice issues may dedl
with issues of first impresson because the new owners of each unit are, in many indances, limited
lighility corporations or patnerships. Thisislikdy to be a complicated, time-consuming, adminidretive
process.

The new generation owners purchased the divested generating assats of the |IOUs for a
premium over their net book vdue. In the pedt, the Commisson has permitted the indusion of
acquigtion adjusgmentsin rate base for wholesde raies only if autility can show thet the investment
decison is prudent and if it can demondrate that the acquigtion provides measurabdle benefits to
ratepayers.® The Commission would need to address the prudence and benefits of these acquistion

4The volume would increase subgtantial ly if cost-based rates were applied to generation
owners outsde of Cdifornia (the entire WSCC) for their salesinto the Cdifornia market.

SSee Minnesota Power & Light Company and Northern States Power Company, 43 FERC |
61,104 at 61,342 (1988).
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adjusgments. If the Commisson recognizes this premium in setting the new cost-based rates, the rates
for these assats would be subgtantidly higher than when the IOUs hdld the same assts prior to
divediture

An dternative to induding the full amount of the acguigtion premium in the cog-of-sarvice rates
would be to exdude the acquigtion premium from rates or offset the tota acquidition premium by the
amount thet the generator meade in the market (ether this summer or Snce the trandfer took place) over
what it would have made under competitive drcumgtances. Either option would depress the vdue of
the companies that purchased the generation assets and could present disncentives to future purchases
of divested utility assets as part of retall accessin other parts of the country.

Fndly, if the Commisson were to impose cod-of serviceratesfor dl wholesdle desinthe
Cdiforniamarket, the Commission would aso nead to cdculate cog-of-sarvice rates for any remaining
wholesale sdles made by the three |OUs. The premiums received by the IOUs for thelr divested assts
were used as an offst to ther Sranded cods Any determination of a cogt-of-savice rae for the
|OUs would need to take into account the total acquigtion premium that was recaived by the |IOUsto
pay down the vaue of their Sranded asssts. The new codt-of-service rates for these assats should be
lower than under the old regulated Sructure; however, whether the decrease in rates for these assets
would offset the higher rates for the divested assets could only be determined after the Commission hes
hed the opportunity to andyze dl of the cogt-of sarvice ratesfor generation ownerswithin Cdifornia

Traditiond cost-of-sarvice regulation is a reasonable option where the regulated firm exerdses
subgtantia market power, such asanaurd monopaly, but isill-suited to markets where firms have
mearket power but aso face some competition. Traditiona cost-of-service regulaion does not dlow
the firm the flexibility to regpond to market Sgnds, for example to lower prices, and il ean its alowed
reasonable return because it cannot raise prices enough a other periods to compensate for the lower
price periods. In those cases, other forms of price regulaion are better suited. 1n the Wes,
Commission regulated generators face competition from public power and power marketers, 0
traditiona cogt-of-service regulation may not be gppropriate. In addition, traditiond cost of sarvice
regulation isan adminigratively cogly method of regulation becauseit is resource intensive, both for the
regulatory agency and for the regulated firm. 1t can add sSgnificant transaction cogtsto an indudtry thet
may not be commensurate with the amount of protection it would provide in aparticular context.
FHndly, areturn to cog-of-sarvice rates, even for an interim period, would create regulatory uncertainty
thet would likdly exacerbate exising supply problemswithin Cdifornia, and would have an adverse
rippling effect in other dectric marketsin the country.

The Commission could adopt limited term price caps for spot market sales (day
ahead and day of) in both the PX and the Cal-1SO. To give some pratection from high prices
until new generation plants are expected to come on linein 2002, and to provide time for the
development of regulatory changesto simulate greeter demand response and thus better price Sgndls
for the wholesdle market, the Commission could impose price cgps on the spot market in Cdifornia
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To provide certainty for the market the cgp should be imposed for alimited, fixed duration and, if the
levd of the cap changes, the changes should occur in predictable ways.

In addition to certainty and predictability, there are some other factors to be taken into account
in setting aprice cap. Idedly aprice cap should be high enough to atract generation investment to the
mearket, but low enough to provide protection to consumers during the short-term. 1t should be high
enough to permit the recovery of current margind running costs and opportunity costs and provide a
gimulant to new invesment. Ancther congderation isthet the price cgp on the oot market should be
high enough to provide an incentive for buyersto enter into long-term contracts. 1t dso should gpply
equaly to dl Hlersinthe market o, for example, sdlesin the PX would be cgpped at the same price
as saesto the Cd-ISO.

The exiding SO buyers cap gopearsto betoo low. The current cost data show thet a the
end of the summer it Sarted to come very doseto the varigble cogts (fud and emissons) of a
combusgtion turbine. Asthe codts of generating dectricity have gone up the price cgp has gone down,
narrowing the band of pricestraded. A price cap a thislevd isunlikdly to be high enough to simulate
new invesmen.

The Commisson could set the price cap a the cogt of entry into the Cdiforniamarket. One
difficulty with this choice is choosing the type of capadity that would enter the market. The codt of entry
could be the codt of trangmission expangon thet would increese the import cgpebility into Cdiforniaor
it could betied to the cogt of anew generating unit. Since transmisson cgpecity did not gopear tobea
sgnificant condraining factor contributing to high pricesin the West this summer, the cogt of anew
generating unit may be amorelogica choice The codt of anew generaing unit could vary greatly
depending upon whether the unit entering the Cdlifornia market is basdoad, intermediate or pesking
cgpecity.

Alternatively, the Commisson could st the price cgp usng aformulatied to the margind cost
of the highest cogt unit in the WSCC. Thiswould provide atrangparent price, reflect the actud codt of
generdtion that could reech the Cdiforniamearket, and would il be high enough to attract new, lower
cogt capadity to Cdifornia Determining the actud cost of this benchmark unit may be difficult,
however, because it would require obtaining short run margind cost detafor dl unitsin the WSCC to
disoover the highest cogt unit, and then trying to determine the opportunity cogts of this unit.

The Commisson could choose to hifurcate the market and impose a price cap when load
exceads agpecified levd. Datasupplied from the |SO indicate that the merket deviates from normd
operating conditions when load exceeds 35,000 MW. The Commission could impose aprice cgp
when load excesdsthislevd. All price cgos, unless st vary high, have the effect of removing incentives
for wholesale buyers to hedge againgt peek prices because the cap protects againg high prices
However, this particular price cap option gppearsto highlight that effect Snce the price cap would
become binding only at the time when scarcity becomes a serious factor. This could have adampening
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effect on the forward market and would not provide nesded incentives for shifting purchases out of the
spot market into the long-term market.

To provide certainty to the market, any price cgp that the Commission chooses would need to
be ahard cap that does not change during the trandition period, or if it does change the changes should
occur in predictable ways. The 1SO changed its buyers cap twice during the summer. Theserapid
changesinthe ISO's buyers cap created sgnificant uncertainty for both power suppliers and buyers.
This uncertainty increases the likdihood that suppliers will transact in more stable markets outsde of
Cdifornia In addition, it has been dleged that changesto the 1SO's buyers cap caused contractud
problems for some particpantsin the Cdiforniamearket that may have hedged a a price thet was higher
than that permitted under the most recent buyers cap.

An dternativeto a price cap for just the Cdifornia market would beto apply the price cgp to
the entire WSCC® Applying price capsjust to Cdifornia could balkanize the wesern wholesdle
market and cause power to be exported from Cdiforniato other Sates without a cgp, causing
continued shortages and high pricesin Cdifornia. On the other hand, it may be unnecessary to goply
price caps to the entire WSCC snce prices & other hubsin the WSCC were highly corrdated with
Cdiforniaprices Thus, prices throughout the WSCC could be expected to track cgpped pricesin
Cdifornia, even if the cgp is not extended to the entire WSCC. A potentid problem with gpplying a
WSCC-wide price cap isthat gpproximatdy 50 percent of the inddled generating capadity inthe
WSCC is nonjuridictiond and would not be subject to the cgp. Governmentd entities sdl their excess
power in the wholesde market and, as was seen thislast summer, the amounts sold can be Significant.”
Thusthe cgp would be ingpplicable to alarge portion of the WSCC market and therefore could be
ineffectud.

As previoudy noted, there are severd potentia levelsfor aprice cap; however, whatever price
cgp ischosen, it should terminate a a predetermined time. Since the reasons for impaosing a price cgp
would beto provide time for new generation to come on line and time for regulatory sructuresto be
developed to provide a demand response, it would be reasonable to tie a price cap to a ecified
period needed for these changes. Significant new generation is currently planned to be on linein 2002,
S0 an 18-month period would be ressonable. This should provide the time needed for Cdiforniato Ste
new generation aswedl astime to make necessary changesto itsretall market Sructure to improve
demand respondveness. |f Cdifornia does not implement the reforms needed a the Sate levd, the
Commission should nat extend the date. The market needs cartainty and the high prices that result from
scaraity should be fdt by wholesale buyers and end-usars so they can make rationd choices aoout their

6a wscc price cap of thistype would only apply to transactions that are comparable to the
PX and 1SO markets, i.e., on day-ahead and hour-ahead trades.

7« Power Points Winnersin $4 Billion Calif Sweepstakes,” Dow Jones Energy Service (Sept.
29, 2000) (BPA, Sdt River Project, LADWP and BC Hydro sold significant amounts of power.)
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energy consumption. Cdifornians are unlikely to be able to decide the rd ative vaues they place on
environmentd issues, public participation in governmentd decison meking, and dectriaty usage, or the
vaue of obtaining supplies from the grid or from other sources, unless they know the cogt of these
choices

Instead of a gpecified date, another option would be to terminete the price cgp when the
resarve leve for the Cdiforniamarket reeches a cartain percentage. Under this option, areesonable
percentage could be established a a planning reserve number tied to the annud peek for the Cdifornia
marketl. Terminating the price cgp when the specified resarve leve is achieved should prompt
generdion expangon in Cdifornia because the sooner generators increase their generation capecity the
sooner the cap will be removed. Thisdso provides cartainty for investors that the rules are fixed and
will not change. Thismay, however, diminish incentives for the Sate to expedite the gting of new
generdion.

Alternatively, the Commission could adopt a limited-term price cap to apply to
long-term sales in addition to spot market sales. Sncewholesdeforward pricesin Cdifornia
arehigh, asareault of conditionslagt summer, the Commisson could aso adopt atemporary price cap
for long-term sdes. Therationde for this cap would be the same as the spot market cgp—to dlow
timefor the entry of new generation and the development of regulatory mechanismsto provide a
demand response. Evenif the Cdifornial OUs are permitted, and/or encouraged, to develop baanced
supply portfolios with more long-term supplies, buying longterm now may reduce the voldility of thar
supply codts, but it may not provide significant savings because current forward prices are high. Putting
acgp on these forward prices would dlow time for the market to recover from the summer prices that
were unusudly high because of acombination of factors. Choasing the correct levd for this cgp may be
difficult. If investorsrdy on forward prices, more than spot prices, to Sgnd the need for new
invesment, then finding the right long-term cgp that will nat discourage new investment may bea
delicate task.

As an alternative to a price cap on long-term prices, the Commission could adopt
target pricesfor long-term contractsin the California market, based on pre-summer
prices. A lessintrusveform of intervention would be to adopt some form of target price for forward
contracts for an 18-month period. The target price, or prices, would be voluntary but any wholesale
sler who sold too far above the target would be subject to investigetion for the possibility of exerdsing
market power. If the Commisson determined that a sdler was exerdiang market power, the
Commisson could rescind the market-basad rates of the supplier.

One possible target price would based on the May 1, 2000, price for astandard Sx by Sxteen
futures contract for July 2000 ddivery a Cdifornias path 15 (aither NP15 or SP15). TheMay 1,
2000, target price would have to be adjusted for any increase in naturd gas prices and emissons
dlowance credits Snce that date. May 1, 2000, might be a reasonable date upon which to base a
forward target price because the markets & that time were operating under rlaively normd conditions
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and pricesfor July 2000 ddivery were condgtent with prior periods, i.e, before market voldtility
appeared.

Toimplement this option the Commisson may nead to require monthly reporting of dl
individud forward contracts offered (both acoepted and rgected) by suppliers to monitor their behavior
during the trandtion period. The Commission could aso encourage purchasars to report egregious

offers by power suppliers

This option could be combined with a requirement for generatorsto offer a particular amount of
their supply in the forward market. However, there is no evidence that generators have been unwilling
to commit to forward contracts and much anecdotd evidence that generators generdly desirethe
financd sability provided by long-term contracts, a least for aportion of ther supply. Therefore, this
kind of reguirement may be unnecessary, in addition to being intrusve in the market.

The option of atarget price on long-term hilaterd transactions, can be combined with aprice
cgp on the gpot market. Power supplierswith unsold generation from the bilateral market could have
an incentive to drive up pricesin the gpot market during times of scardity in order to maximize ther
revenue sream.

The Commission can leave the spot market and long-term market prices
unconstrained. With the evidence of scardity in the region, higher prices may be the correct market
response to simulate needed new investment. The high prices seen recently in the forward market may
be the correct pricesin light of the fact that shortages are likdly to continue until 2002, Rather then
trying to dampen those prices, it may be more benefidid to the market in thelong run to leave those
prices uncondrained. The experience in the Midwest after the price spikesin 1998 has been that
sgnificant generation resources were added to the region in response to those high prices. Thisoption
would be more efective if coupled with ather actions to improve the overdl functioning of the
wholesde market, such as measures to provide ademand response and to minimize the rdiance on
gpot market purchases. In addition, this option should be combined with increasad monitoring of
mearket participants to detect evidence of market power abuse, with any such conduct pendized if
found.

The Commission can implement locational market power mitigation measures,
independent of the other optionsfor price caps. A snge supplier may exerdse locationd
mearket power because that supplier isthe only option avalable to srveload in that area. The supplier
may have severd generating units a thet location with more than enough supply available to meet
demand; however, because of ownership concentration, the supplier can increase its price because of
market power rether then scarcity of supply. The ingtances of market power may beisolated and
infrequent, but thisis an option available for mitigating the exerdse of market power by asngle
supplier.

6-14



To mitigate the exerdise of locationd market power, the Commisson could put in place
resource spedific bid cgps. When agenerator is cdled upon for alocationd need, the unit would be
paid ether itsbid cgp if the market dearing price islower, or the market dearing priceif thet price
exceedsthe bid cap. In no event would the generator set the market dearing price. The Commisson
could caculate the resource specific bid cap in severd ways and et generator owners choose how they
will be compensated. The resource bid cgp could take severd forms: (1) the Commisson could
require each generdtor to file the verifigble incrementa operating cost which it would recover plusa
meargin for some recovery of fixed cods (2) the resource bid cgp could be equd to the market dearing
price for amilar hours and loed levels when the unit's bid was in merit order with an adjusment for
changesin fud prices and emissons credits, or (3) the resource bid cgp could be an estimate for
running cogts of acomparable unit. This option could be amplified to have one bid cap for eech type of
generding fadlity (eg., Sand-adone combusgtion turbines, combined cyde units, all or netural gasfired
boilers).

Thisoption islessintrusve then traditiond cost-of-service regulation. It would be gppropriate
if there are dgnificant barriers to new entrants and those barriers are unlikdly to be removed. If new
entry is possible, then an dternative would be to encourage other entrantsinto the market, and dlowing
the pricesto be high isaway to atract new entrants

The Commission could change the auction rules used by the PX and the Cal-1 SO
to pay sellerswhat they bid rather than the market-clearing price. Under thisoption the
auction rules would be changed to pay each sdler itsbid, rather than the market-dearing price, and
buyerswould pay a price reflecting the average of the acoepted sdllers bids. This might have the effect
of lowering the totd paid by buyers during high demand periods because some sdlerswould be paid
less than the highest bid accepted. It may dso change sdller bidding behavior. Under thisrule, sHlers
might submit higher bids then they might under amarket-dearing price rule because under thisrule the
sdler would only recaive its bid, whereas under the market-dearing price rule, the sdler would receive
the market-dearing price even if the sdler bid less If generator bidding behavior changesin thisway, it
Isnot dear whether there would be much lowering of the totd paid by buyers. Overdl, itisnot dear
what effect this rule change might have on the tota paid by particular consumers Snce consumers
recalve averaged monthly hillsand not hourly hills

5. Create a More Stable Regulatory Environment

The Commission can abolish the current stakeholder governing boards of the
Cal-1 SO and the PX and require independent boards, non- stakeholder boards. This
would also eliminate the need for the EOB, which could be abolished also. ThelSO and
PX gtakeholder board sructures are designed to precude dominance by one or two vating dasses, but
the akeholder boards have difficulty coming to decisons on complex issues. These stakeholder
governing boards are charged with making very difficult decisons thet require satisfying a complex of
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regulatory authorities, often under conflicting palitical and stakeholder pressures, while maintaining a
fidudary responghility to the 1ISO and PX. The stakeholder boards are more susceptible to influence
by the interests thet they represent or by the direct or indirect pressures of others and are becoming
widdy percaived astoo eesly influenced by locd palitical pressure

Asthe Commisson recognized in Order 2000, independenceisthe linchpin which should form
the basic foundation of an RTO and it should gpply to al structures, induding an ISO2 The
Commisson dso raterated that RTO governing boards have to stidfy the over-arching principle thet
their decisonmeaking should be independent of market participants®  Recognizing thet the CA-1ISO is
required to meke its RTO filing by January 15, 2001, thismay be the time to require arestructuring of
the 1SO board from a stakeholder board to an independent board, with Smilar changesto the board
gructure of the PX. Changing the sructure of these boards could increase regulatory cartainty inthe
Cdiforniamearket and bring some sability to the market. Eliminating the stakeholder boards would
diminate the need for the Electricity Overaght Board. Thiswould remove an additiond source of locd
pressure on these federdly regulated entities and daify the regulatory oversght of the wholesde
mearket.

The Commission can retain the sole authority to impose price capsin wholesale
market transactions and not delegate that authority to the Cal-1SO or the PX. The
repested changesin the Cdl-1S0 price caps this past summer gopeared to be the result of ahighly
politicized decigonmaking process. This can be corrected by changing the board sructure of the Cdl-
ISO, but to provide more gahility to the market, any wholesae price condraints thet need to be
imposad should be imposad by the Commisson. Only the Commisson has the broad regiond
perspective necessary to evauate fully the vaue and impact of price cgps on the market.

Require the Cal-1 SO and PX market monitorsto report directly to the FERC any
evidence of market power abuse for evaluation and action by the Commission, without
prior review by their boards. The Cd-1SO and PX each have wel established market monitoring
units and indegpendent surveillance committees thet monitor market benavior. The Commisson could
require these entities to report any dlegations and evidence of market power abuse directly to the
Commisson. While these entities have the discretion to file ther reports directly with the
Commisdon,*° the current board structure may hinder the rleese of information that the Commission
might find ussful in its ongoing andyss of market behavior or that may be evidence of market power
abuse that neads corrective action by the Commisson.

8 Regiona Transmission Organizations, Order No. 2000, 65 Fed. Reg. 809 (January 6, 2000),
FERC Statutes and Regulations 1/ 31,089 at 31,046-48 (2000).

94d.
10pacific Gas and Electric Company, et d., 81 FERC 161,122, dlip op at 248-49.
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6. Other Options

To eliminate underscheduling in the Cal-1 SO, the Commission can changethe
incentivesfor suppliersto sell in real-time and can require stronger penaltiesfor real
time purchases, combined with increased options for | OUs to have broader supply
portfolios. The underscheduling that has been experienced by the CdA-ISO causesrdiaility
problems for the |SO, S0 remedying this would gppear to be important. It appearsto be an outgrowth
of pricing policiesthat provide incentives for both sdlers and purchasars to underschedule and then buy
inred time. To remedy this, the incentives need to be changed to give Hlersan incantive to 1l day
aheed or in foward markets, and to give buyers both the aaility to minimize their purchasing cogswith
the ability to forward contract and adisncentive to purchesein red time. For example, loads thet
purchese red time energy could be required to pay a premium above the currently-caculated prices
and pendtiesfor red time purchases. |0Us could dso be dlowed to purchase energy in forward
markets outsde the PX. On the supply Sde, one way to encourage generators to offer more energy in
the forward markets would be to reduce the financid reward for providing replacement resarves. For
example, any paymentsto agenerator for providing replacement reserves could be consdered asa
down payment for any energy produced from the generator inred time. Thus the price pad to the
generator for such red time energy would be reduced by the amount paid for providing the replacement
reserves.

The Commission could direct a further investigation of generatorswith
abnormally high unplanned outage rates or biddersinto the PX to examine whether
individual market participants may have engaged in withholding or price
manipulation. It may be gopropriate for the Commisson to take amore ective role in invesigating
and dedling with individua ingances of market power abuse. For example, oneway to physicdly
withhold cgpedity from the market isto contrive aforced outage. Of course, generation equipment will
bresk down from time to time even in acompetitive market; so unexpected, forced outages will
naturdly occur in any market. However, when agenerator experiences an outage, capaaity in the
market is reduced, and that tends to raise the market price. So ageneraior might be able to exercise
mearket power and raise the market price by contriving aforced outage, and thus, physcaly withholding
cgpadity. 1t may be difficult to determine whether aforced outageislegitimate or contrived. However,
when agenerator's forced outage rate is @bnormally high, espedidly during periods of tight cgpedity, it
may be ussful to investigate the outage in more detall to determine whether it has been contrived as an
exerdse of market power. If the outage is determined to be contrived, pendties could beimposed in
order to deter Imilar future behavior.

Inthetime avaladefor thisinvestigation it was not possible to determine whether individua

market participants abused their market power. An option availabdle to the Commisson isto direct deff
to conduct afurther invedtigation into individua conduct during the pest summer.
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With repect to future conduct, the Commisson can revise its reporting reguirements and
mearket monitoring methods to provide amore systematic basis for monitoring for instances of market
power abuse. Periodic market investigations, such asthisinvegtigation, are resource intendve efforts
for the Commission gaff aswell asthe Cd-ISO, PX and the market participants, that do nat provide
thekind of regular informetion callection needed to monitor the market and the behavior of individud
particpants on aregular bass. For example, the Commisson could require generators to report
unplanned outages to the Commisson contemporaneoudy with the outage or soon theresfter. Although
the Cd-1S0 and the PX have market monitoring g&ffs, they do not have the same authority asthe
Commisson to invedigate individud behavior, and to teke action againg individud market participants
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