FERC Buckles Under Pressure, Unveils New
Price Mitigation Plan

By Fereidoon P. Soshansi*

California’s Golden Dream Turns into a Nightmare

The original plan was to let the market forces — not
regulations — set electricity prices. To create a competitive
wholesalemarket, Californiapolicymakersencouragedincum-
bent utilitiestodivest most of their generation. Moreover, they
gave the new independent generators near-total freedom on
how much they could chargefor their energy (in the daily PX
auction) and capacity (inthereal-timeancillary servicesmar-
ket). The critical assumption was that intense competition
amongrival generatorswouldforcepricesdownandkeepthem
low. Thiswould obviate the need for price regulations.

Thisutopian dream of aself-regul ating whol esale market
blurredthe policymakers' vision and becamethefundamental
assumptionthat drove everything el se. For example, withlow
wholesale prices — the argument went — retail rates could be
capped. Why bother with long-term, fixed-price contracts—a
form of risk insurance—when priceswould be stableand low?
Similarly, why bother with expensiveintegral |oad metersand
real -time priceswhen prices arelow around the clock?

Not as Envisioned, Not as Promised

That dream, embodiedinthelandmark Assembly Bill 1890,
passed in 1996, of course, hasturned into anightmare. Prices
at thewhol esal e market began to shoot out of range startingin
2000 (see accompanying graph). In a capacity-constrained
market, independent generators gradually learned to drive up
prices without braking any laws or engaging in overt price
fixing.
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Whilewhol esal e prices started hovering at level ssignifi-
cantly above 98-99 prices, regul ationskept retail ratescapped.
Since wholesale prices could not be passed on to consumers,
there was no effective mechanism for demand to respond to
high prices. Consumerscontinuedtouseelectricity at artificially
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low prices—significantly lower than what utilitieswere paying.

Utilities were caught in an awkward and unsustainable
predicament. For several months in 2000, they had to buy
wholesalepower at exorbitantly high prices, sellingitat signifi-
cantly lower levelsto their retail customers. Their mounting
accumul ated debt hassent one, Pacific Gas& Electric Company
(PG&E), toseek protectioninthebankruptcy courts. Theother,
Southern CaliforniaEdison Company (SCE), isindirefinancial
straits. The state has had to step in to buy power on behalf of
thebel eaguered utilitiessince January 2001. ThePX market has
folded. Retail competitionisnomore.

The consequences are, of course, direfor the utilities, for
the consumers, the California economy, and may ruin the
political career of CaliforniaGovernor Gray Davis. Hisapprova
rating, for example, has dropped 23 points to 46% since
January. Thepoll wastaken beforetherecent bigrateincreases
approved by theCaliforniaPublic UtilitiesCommission (CPUC),
and before any blackouts. (In May, the CPUC reluctantly
approvedthelargest rateincreasesin Californiahistory, aver-
aging 37-50%for commercial andindustrial customers, lesser
amountsfor residential customers. Thisontopof anaveragerate
increase of 9%, approvedin January). It could get worsewiththe
approach of hot summer months, and expected blackouts.

Moreover, someof the Governor’ scriticsarenow saying
that the state should not have signed so many long-term
power-purchase contractsjust at the peak of thecrisis. Itisnot
agood ideato go shopping for hurricaneinsurance just asthe
hurricane is taking the roof off of one’'s house. Reportedly,
some 38 such contracts with liabilities exceeding $43 hillion
havebeensigned, al ingreat hasteand intotal secrecy —at the
height of the crisis.

What Do We Do Now?

That's al history. The urgent questions now facing
Cdlifornia’ s Governor, state lawmakers, the CPUC, and the
hard-pressed grid operator are:

* how to make it through the summer months with demand
expected to exceed avail able capacity for many hours; and

* how to manage the soaring costs of buying power from the
independent generators who stand to gain from continued
supply shortages.

Theformerisprimarily drivenby summer temperatures. I f
it turns out to be amild summer, and if the hot temperatures
comelaterinthefall, then Californiamay just makeit with few
or no rolling blackouts. Several thousand MW of generation
are expected to come on line between July tandSeptember.
Belatedly, energy conservation and demand responsiveness
are also being pushed as far as they can go.

Thelatter has been the subject of much debate at both the
state and national level. Many, including a number of promi-
nent economistswho have studied the Californiamarket, have
reached the obviousconclusionthat thisisno ordinary market.
The very real capacity (and transmission) shortages and the
imminent possibility of rolling blackouts gives independent
generatorsan enviable bargaining position. They canliterally
ask any pricethey want, and get away withit. That’ sprecisely
what they have been doing. Even though none hasadominant
market share, each canindividually affect pricessincethereis
so little spare capacity in the system.

Given the overwhel ming evidence of price gouging —the
non-technical term for saying that the generators are able to
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collect prices significantly above their generation costs—the
debate has focused on what to do to control prices until the
market can become competitive again.

With thousands of MW of new capacity under construc-
tionorinadvanced stagesof planningandlicensing, normalcy
is expected to return to the wholesale power market. In fact,
therearepredictionsof asupply glutinafew years' time. Once
there is some excess capacity in the system, competition will
force down prices, as California lawmakers had originally
envisioned. But what can be done while we await for that
wonderful outcome?

FERC: From Cost-based To M arket-based

Oneof theenduringrelicsof theRoosevelt Administration
era is the 1935 Federal Power Act. Its main tenant is that
wholesal el ectricity prices, whichareunder thejurisdiction of
theFederal Energy Regulatory Commission (FERC), shouldbe
cost-based. The federal law also requires that prices charged
be just and reasonable, what ever that means.

ElectrifyingMilestones
Major Lawswith Significant Impact on U.S.Electricity
Market

Law Major intent/impact

Federal Power Act Created today’s FERC and established
principlesfor regulating wholesale
electricity pricing

Date
1935

1978 Public Utility Allowed independent power producers
Regulatory Policy (IPPs) to flourish and created the QF
Act (PURPA) industry in states such as California
1992 Energy Policy Act Introduces the premise of a non-
(EPACct) discriminatory open access trans-
mission network
1996 FERC Orders 888 Spelled out FERC'slong-standing
and 889 policy on how an open access
transmission system would work in
practice; Order 889 spelled out the
details of the Open Access Same
time Information System (OASIS)
1999 FERC Order 2000 Encourages the establishment of

Regional Transmission
Organizations or RTOs

A lot has changed in electricity markets since 1935 (see
table). The generation market has been opened to competition
starting in 1978 with the passage of the Public Utility Regula-
tory Policy Act (PURPA) which created today’ sindependent
generators. Subsequently, the passage of the Energy Policy
Act (EPACct) in 1992, and FERC Orders 888 and 889 in 1996,
opened the country’s high voltage transmission network to
third party users, at least intheory. FERC’ smorerecent Order
2000, released in December 1999, encourages the creation of
Regional Transmission Organizationsor RTO.

Over the years, these laws have led to the emergence of
IPPs, power marketers, and traders. Companies like Enron,
Dynegy, Williams, Mirant, and Cal pine that that did not exist
two decades ago, are now major playersin the new electricity
market. In the process, FERC has assumed amore prominent
role in defining, actively promoting — and paradoxically —

regulating thenatureand | evel of competition. Theagency, for
example, must approve the rates and the underlying method-
ology of power marketers, whoarenow major playersintheU.S.
€lectric power sector.

Sincetheearly 1990s, and with the emergence of compe-
titioninwhol esal eand transmission markets, FERC hasgradu-
ally shifted from its historical focus on cost-based pricing to
what may be called market-based pricing. For example, inthe
1990s, FERC hasapproved applicationsof 962 power marketers
based on this principle. In doing so, it hasincreasingly taken
alaissezfaireattitude. If anapplicant claimsthat themarketin
whichitintendsto operateissufficiently openand competitive,
FERCislikely to givethe benefit of the doubt. Since applica
tions are to be renewed every three years, the agency figures
it can catch the mischievous players sooner or later.

Theseliberal policiesgenerally worked until theCalifornia
fiasco. With tight suppliesand theincredibly lax market rules
in effect, private generators and power marketers began to
charge pricesthat are significantly higher than historical cost
levels. With bloated operating incomes and high profits,
generatorsand power tradershaveahard timedenying thefact
that they are making super-normal profits. Nor can they deny
that these profits are possible due to the tight supplies and the
absence of any effective market rulesthat would restrict what
prices may be charged.

These super-normal profits have become a contentious
political issue, to put it mildly. With the state of California
currently pickingupthetab, itinfuriatesGovernor Davistono
end. Itisestimated that some$50 billion (based on extrapol at-
ingthepricesforthefirst 5monthsfor al of 2001) may flowfrom
the pockets of California customers and taxpayers to the
pockets of a handful of generators and power marketers.

During hismeetingwith President BushinMay, Governor
Davismadeabigfussabout thisunfair weathtransfer. Hehas
said, time and again, that FERC should fulfill it statutory
responsibility, whichisto ensurethat prices charged are cost-
based, just and reasonable. His fellow Democratsin the U.S.
Senateheld hearingsin June, examining FERC' sapparent lack
of resolve in enforcing the law.

Convincing FERC to Change Course Not Easy

With wholesal e prices hovering significantly above nor-
mal, what ever normal isintheseabnormal times, Californiahas
been bleeding at an unsustainabl e rate. Governor Davis, who
hadtroubleidentifyingthereal villain, hasfinaly foundit. And
it isnone other than the Federal Energy Regulatory Commis-
sion (FERC), the agency charged with thetask of making sure
wholesale prices are cost-based, just, and reasonable.

True, privategeneratorsand marketersarepocketing huge
sums of money. But they are not the real culprits. These
companies are merely profiting from a tight market and lax
market rules, asany profit maximizingfirmwould. ItiSFERC' s
duty to policethem, and FERC hasnot been doingitsjob. Now
comes the hard part: forcing FERC to be more diligent in
enforcing the law.

In May, California sindependent system operator (1SO)
filedapetitionwith FERC requestingthat twokey players, AES
Corpof Arlington, VA and WilliamsCo of Tulsa, OK bebarred
fromselling power in Californiaat what ever pricesthemarket
will bear. | nstead, thel SOwantsthetwo compani esto beforced

(continued on page 24)
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FERC BucklesUnder Pressur e (continued from page 23)

to sell their output at pricesthat are tied to the actual cost of
production.

In June, the 1SO filed a second petition, requesting that
FERC revokethe ahility of four other mischievousgenerators
fromnamingthepriceof thepower they sell inCdiforniamarket.
ThefouridentifiedwereReiant Energy Inc.,and Dynegy Inc., both
Houston, TX based companies, Mirant Corp. (a subsidiary of
Southern Company based in Atlanta, GA), and Duke Energy
Corp., basedinCharlotte, NC. | SOhasasked FERCtorevoketheir
licensestosdll power at market-basedrates, pointingout that there
isno competitivemarket in Californiato speak of.

On the surface, this sounds like a convincing argument.
But thisgoestotheheart of along-standing FERC policy which
has gradually shifted from cost-based to market-based. More
importantly, it challenges FERC to accept the prevailing view
that it should make an exception, at least in the current case of
thenon-functioning Californiamarket. SinceCaliforniaisinter-
connected to 10 neighboring states, FERC must in effect
control pricesin all Western statesif itisto help California’s
dysfunctional electricity market. Andsincethereisnoeffective
market inany of thesestates, thisisnot aseasy asit may sound.
The mation, however, has an ardent supporter within FERC,
Mr. William Masey, an Arkansas Democrat.

Under increasing pressure, FERC was hard pressed to
ignore California s plight. The methodology it has used up to
now to determinethepresenceof market power isoutdated and
fundamentally flawed. In describing the method to The Wall
Street Journal, (1 June 01) Mr. Massey said, “ The method we
usehasasinglevirtue. It's quick to administer and everyone
passes. But it isn’t an effective screen in today’' s market.”

Under Pressure, FERC Changes Course

Inview of overwhel ming evidence—and political pressure
—FERChadto act. Andit finally did. Inlate May, the agency
launched a price mitigation plan — avoiding the politically
incorrectword pricecap. On 18 June, FERC went asignificant
step further, extending the order to cover the entire Western
part of the United States, extending thepricemitigation planto
all hours, and closing many remaining loopholes. Governor
Davis, sensing that he hasfinally gained the upper hand, said,
“thereismuch morethey (FERC) should do.” President Bush
and Vice President Cheney, who had both insisted that the
markets, givensufficienttime, will takecareof theproblem, had
to pretend thiswastheir idea all along.

FERC' sinitial proposal wastoimposeasoft and variable
benchmark price calculated based on estimated production
costs during periods where suppliers are tight. Tight supply
was originally defined to include all periods when demandis
within 7% of the availablereserves. The 18 June decision has
extended thisto include all hours. All transactions above this
benchmark price aretreated as suspect, and may be subject to
review and possible refunds. Moreover, the 18 June decision
now covers 11 Western states, an areawith apopul ation of 65
million, covering roughly half of the country to the West of
Kansas.

FERC’sNewGamePlan
Mainfeaturesof FERC’ snew price mitigation plan:

¢ Calculate a variable price benchmark covering al hours
based on estimated production costs;

* Review transactions above benchmark price as suspect;
subject to refunds and possible fines;

* Requireall generatorstooffer all availablecapacityintothe
market;

* Collect and analyzeweekly bid dataand plant outages; and

* Initiate investigation of electricity trading practices
throughout the interconnected Western states.

Source: FERC' s price mitigation plan, June 2001

A second significant requirement imposed on generators
isthat they must henceforth offer all available capacity to the
ISO. Previously, there was no such requirement. Generators
could offer aslittle or asmuch of what they had inthe market.
According to critics, thusfar, it has been easy to manipulate
prices by withhol ding some capacity from the market, further
exaggeratingthescarcitiesandartificially jacking uptheprices.

Thisnew requirement, however, will betoughto enforce.
Short of sending anarmy of inspectorsto each generating plant
to make sure that all units are properly maintained and all
available units are offered in the market, FERC must rely on
generators words. To monitor and ensure compliance, FERC
now requiresweekly reportsfrom stateofficialsonbid pricesand
information on plant outages. To put power traders on guard,
FERC has said that it will initiate investigations into electricity
trading practices across the interconnected Western states.

How’ sthisdifferent than FERC' searlier and largely un-
successful soft pricecap of $150/MWh?Theprevioussoft cap
only applied to prices during Stage 3 Alerts, when demand is
within 1.5% of availablecapacity. Thenew initiativeappliesto
all hours. Moreimportantly, thenew pricemitigation plan cal cu-
latesavariablebenchmark price—not apre-determined soft cap.

Intheend, however, thisisnothing morethan atemporary
fix for awobbly market. Thereal solutionto California’ smarket
malaiseisto bring back ahealthy excessreserveand to create
demandelasticity. Theformer will besolved oncemorecapac-
ity comes on line; the latter once a significant portion of
customersareexposedto variablewholesaleprices. Until these
two conditionsaremet, FERC must engageinafrustratingand
largely futile game of cops and robbers with the generators.
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