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1 I, Dr. Carl Pechman, being duly sworn, depose and state asfollows. My business
addressis 180 7th Avenue, Suite 105, Santa Cruz, Cdifornia 95062.



.  Qualifications

2 | am the President of Power Economics, Inc., an economics consulting firm which
provides expert analysis and testimony on subjects related to the economics of electricity.

Prior to founding Power Economics, | was a Director and Principa of the Law and Economics
Consulting Group (LECG). At LECG | provided testimony and analysis on subjectsrelating
to transmission pricing, cost unbundling, anti-competitive practices, eectric system reliahility,
and power contract disputes.

3 Prior to joining LECG, | served as an economist with the New Y ork Department of
Public Service (NY DPS), the staff arm of the New Y ork Public Service Commission
(NYPSC). My tenure at the NY DPS was from 1979 through 1997. Atthe NYDPS| was
responsible for the economic analysis of dectric utility costs, operation, and planning. At the
NYDPS, | testified in rate cases, energy planning proceedings and siting cases for electric
generation and transmission and competitive gas transmission pipelines. | wasthe staff
economist assigned to the audit of the New Y ork Power Pool and served as the co-lead of
New Y ork Public Service Commission activities to create an independent system operator in
New York.

4 | hold aPh.D. in Resource Economics from Cornell University in Ithaca, New Y ork.
My dissertation, which was published as Regulating Power: The Economics of Electricity in
the Information Age (Kluwer Academic Publishers, 1993), evaluated impedimentsto the
creation of competitive marketsfor dectricity. My andysisidentified market power asan

impediment to competition and demonstrated how market power could result from power
system design.



1. Purposesof Affidavit
5 The purposes of my affidavit areto:
1 Describe an economic framework for ng the design of

alternative market mitigation proposals;

2. Demonstrate that the Federd Energy Regulatory Commission’'s
(“Commission”) price mitigation plan embodied in the April 26"

Order is an unworkable and capricious experiment in market design;

3. Explain why cost-based rates are the only mitigation mechanism
available that eliminates the incentive for strategic withdrawal of

generation; and

4. Note specific concerns with the Commission’s proposal.
IIl. Assessng Mitigation Proposals

A. TheCommisson’sBalancing of I nterestsis|nadequate

6 The purpose of amarket mitigation plan isto mitigate the consequences of the current
market operation. The word mitigate is defined in the Shorter Oxford English Dictionary ina
variety of ways, dl of which have asmilar theme:

» Toreduce the severity of;

« Todleviate

e Torender lessviolent.

7 In the case of the Cdliforniaelectric market, mitigation isrequired to dleviate the
economic damage that “unjust and unreasonable’ prices are inflicting on the citizens and



economy of the state. Mitigation must focus on aleviating the short-run harm caused by the

current level of pricesand unrdiability of the eectric system in Cdifornia

8 Mitigation by its very nature involves second-best pricing. It does not seek perfection,
it seeks movement in aparticular direction. The Commission is placing higher priority on
long term solutions, if that iswhat they are, ahead of the immediate need to disciplinethis
dysfunctional market that is extracting unreasonable prices. To the extent the Commission
believes aprice sgnd is needed or warranted, that price signa haslong since been sent and

more — at the expense of billions of dollarsto Cdifornia.

9 The Commission, in adopting its mitigation plan, sought to “balance the interests of
suppliers and consumers of energy in California's wholesale markets to mitigate the
dysfunctional market without delaying needed investment in generation, transmission, and
demand response mechanisms.” (April, 26 Order, pg. 8) The Commission does not articulate
the method of balancing interests, and does not provide any explanation of how interests were
in fact balanced.

10 The Commission recognizesthat it has an obligation to protect customers. “Under the
Federal Power Act, the Commission must protect both consumers and investors.” (April 26
Order, pg. 6). However, the Commission initsorder has not evaluated who isin need of
protection and the level of protection required. Presumably, because the Commission has
promulgated a market mitigation plan, it recognizesthat customers need protection. However,
the Commission has not articulated what customers must be protected from, nor doesthe

Commission define areasonable level of customer protection.

11 The appropriate emphasisin the design of amarket mitigation system is on customer
protection. A period of price stability and transparency with respect to individua distribution

utilities and generatorsis desirable. Thefinancia shock to the Caiforniaeconomy isred and



growing daily. The economic impact has two components: lack of reliability and exorbitant

prices.

12 In arecent paper, Dr. Scheffrin, the Cdifornia Independent System Operator’s
(CAISO) Director of Market Anaysis, has reviewed the dynamics of the California éectricity
criss. She attributes the dramatic price increases demondtrated in the following figure, to
“tight supply conditions and inelastic demand [that] allowed most significant suppliersto
exercise market power to inflate prices even in low-load hours”":| At the sametimethat the
price was increasing, there was a dramatic deterioration in the reiability of the system,
exemplified by the number of derts, warnings and emergencies. The stat€’ selectric system
operators found that the only way to stall the further deterioration of reliability wasto
implement aregime of rotating blackouts.

T s 1 e P —————— F1Y.]

B b v oo 8 [l RSN
IF (0¥ (6F fesssssssrmesnmmes smrpEmTEEEEEEEmIEEE mrrrererfereerees],

e dyarngi | oerpry Doni s RRGH

B N s Wi
Bl
1. [ DG - .
I WL A
2T GH FE -
I . |

[

YN
el
[
el

LU

PRI TSN I ii 1RREETE

! Scheffrin, A. “Cdlifornia Power Crisis: Viewpoint of the System Operator.” Presented at the World Bank Group
Infrastructure Forum, May 9, 2001, pp 5-6.



13 The Commission contends that “the mitigation plan must strike a balance between
congraining price and encouraging more supply.” It provides no evidence or andysisto
support the need for prices of the sort experienced since mid-2000. For example, the
Commission in its decision does not explain why the balance must be tipped in favor of
encouraging more supply even though it recognizesthat “ California Energy Commisson's
current status report indicating that new generation totaling 4,168 MW will be on line by the
end of August 2001 and there could be as much as 6,879 MW on line for the summer of
2002.” (April 26 Order, pg. 25) Generators do not require monopoly level prices based upon
market power to have asufficient price signa incentive for investment in generation. Prices
based upon market power are redistributive, and reduce allocative (and perhaps even long-run

dynamic) efficiency.

14 Not only do prices based upon market power not enhance efficiency, they cause
inefficient waste in both static and dynamic contexts. In astatic context, prices above the
competitive level cause deadweight lossesin that the harm to consumers necessarily
outweighs the gain to the suppliers exercising the market power. In adynamic context, prices
based on market power discourage additiona investment by the existing generatorswho are
the present beneficiaries of market power. The present prices are higher and the profits greater
than any competitive level because supply is more scarce than it would be in a competitive
market. Theincentive for existing generatorsisto maintain the scarcity that is so profitable.
The higher the price, the greater the value of the scarcity and of whatever is causing the

scarcity.

15 The Commission should redlize that an amount of building that is only enough to
maintain the present level of scarcity could indicate conscious maintenance of market power,
not an inadequate price signal. The Commission should carefully study the barriersto entry
for new generating facilities by eectric power providers and what is preventing the amount of
generation additions from being morethan it is. It isworth further investigation of the role of

electric generatorsin Cdifornia s Siting process where existing generators and other



generatorsfairly far dong in the approval process used the processto dow down or block

progress of new generation proposals.

16 At no point does the Commisson or its Staff identify any deficiency in current
incentives to expand supply. Neither the Commission nor its Staff addressed whether new
power plants under development in the state will be sufficient to alleviate the current capacity
shortfall. Nor has the Commission addressed whether its concerns about encouraging supply
can be partialy alleviated by the creation of the California Power Authority (SB 6X), and the
willingness of the state to construct capacity. Furthermore, the Commission offers no
evidencethat it has considered the effects on needed supply of the extraordinary droughtsin
the Pacific Northwest, expanded regional transmission cooperation, and new generation being
built in neighboring states. Would the Commission have Cdiforniabuild fossil fuel plantsin
the state and wipe out the benefits of power sharing and cooperation with the Northwest? Or
would the Commission have so many power plants built in California, so asto reducethe

benefits of a Regiona Transmission Organization?

17 The Staff Report (pg. 14) states “any market power mitigation plan for thelong term
should address the siting or financid barriersto entry of new generation and transmission
investment.” Neither the Staff Report nor the April 26 Order adopting the current plan

addresses ether of these factors.

18 In fact, when developing its price mitigation plan the Commission ignores the very
evidencethat it cites on Caifornia s success at siting and building power plantsasitsrationae

for limiting its mitigation plan to one year.

B.  Attributesfor Assessng Mitigation Proposals

19 Mitigation by its very nature must address short-run concerns. Therelevant issueis
whether the market isworking now to produce just and reasonable rates, not how it might



work in thefuture. A critical attribute isthe distinction between scarcity rents and wedlth
transfers that result from the exercise of market power.

20 In acompetitive market, agood is said to be scarce because it isdesirable, existsin a
limited amount, and has a cost to produce. No matter how desirable the good may be,
competitive forces will ensure that the long run priceis not greater than the cost. Inan
efficient competitive market the price of any good tends to equd the short-run average total
cost (ATC) of theleast efficient firm (or generator) in the market. Over timethe price will
fluctuate around this long run average as asigna to suppliersto expand or to contract supply.
At the sametime, in the absence of barriersto entry, new and more efficient firms enter the
market and drive out the least efficient firms. Thisreplacing of the least efficient firms by the
more efficient firms causes the long run competitive market price to trend downward.

21 A good can be said to be scarce in that there is not more of it, produced without cogt,
than consumers wish to consume. However, it isimportant to remember that in acompetitive
market, supply adjusts to make the price equa to production cost unless barriersto entry
prevent the supply mechanism from working. A monopolist raises prices above the
competitive level by reducing the amount produced and, at the same time, erecting barriersto
entry that prevent new firms (generators) from expanding supply and driving price back to the
competitivelevel. The exercise of market power is afutile onein the absence of barriersto
entry because the high prices would only cause new firms to expand supply and possibly to

displace the firms that were reducing their supply and raising prices.

22 In Cdifornia, some of the barriersto entry appear to be caused by rules and
regulations and could be said to cause increased scarcity while not being the result of the
exercise of market power. Scarcity has been aggravated by independent generators
themselves, by blocking or dowing down approva of new plants by competitors. In addition
to the increased scarcity caused by these barriers, the exercise of market power further limits
the amount of dectricity supplied, causng afurther increase in the degree of scarcity andin



the market price. Thus, market price reflects the sum of theimpact of scarcity and the impact
of market power. Each factor separatdly, additively contributesto high prices. The objective
of market mitigation isto suppress the impact of market power on price and correspondingly

force prices toward their competitive level.

23 It iseconomically efficient to reflect the value of scarcity in wholesae pricesonly if
this scarcity has not been caused by the exercise of market power and if barriersto entry will
not prevent an expansion of supply. Higher priceswill signal aneed for increasein supply in
the long run, and price rationing and conservation in the short-run. The question of balanceis
whether the socid costs of the price signal exceed the value of the price signal. Thisvaue
will be much reduced if barriersto entry prevent the price signa from inducing additional
supply. It should also be noted that much of the percelved socid cost of the higher pricesto
consumersis a conseguence of the absence of anormal demand response in the current market
structure. The absence of a demand response mechanism means that consumers have little or
no way to protect themselves from the high prices. Also, the absence of ademand response
mechanism makes the short run prices much higher than they would be otherwise and the
exercise of market power much more profitable, as discussed below. Cdiforniahas
recognized the importance of ademand response and is actively pursuing the development of
abroad array of mechanismsto implement a demand response. The design of mitigation will
determine the wedlth transfer that will accompany the re-alignment of supply and demand.

24 Mitigation proposals have a number of attributes that will determine both the ability to
protect customers and the bal ance between customers and suppliers. Attributes of amitigation
plan include: the threshold of mitigation; the mechanism by which the mitigation operates; the
nature of the price signa produced by the mitigation; the ability to game the mechanism; the
impact on price; impact on reliability; geographic scope and duration.
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25 The mitigation threshold determines when the mitigation isin effect. Idedly the
threshold isrelated to ameasure of market power. Thresholds can be based upon measures of
market power, the level of price or system conditions.

26 The mitigation mechanism isthe way that mitigation operates. Mitigation iseither
carried out in real-time or through retroactive price adjustment and refund. Mitigation in real
time modifies the operation of auniform price or discriminative auction though the use of
offer or price caps. Ultimately, the Commission must determine how long amitigation plan
must remain in effect. The mitigation threshold can play an important role in defining the
duration of the mitigation procedures.

27 The purpose of mitigation isto affect both market price and rdiability. Ultimatdy thetest
of amitigation system iswhether the market mechanism provides agable framework in which
reasonable prices can be charged. The mitigation plan providesincentivesfor generatorsto
participate or withdraw from the market. It will determine whether agenerator will profit from
drategic withdrawas of generation or raising offered prices above competitive levds. Theleve of
supply a any time hasadirect effect on both price and rdiability. The post mitigetion price Sgnd
will have animpact on the price sgnd sent to both supply and demand. Thiswill affect the
feagbility of demand-response programs and whether new generators are aitracted to build within
the mitigated market.

28 Market mitigation must define the market thet isbeing mitigated. Onecriticad component
of defining dectric marketsisits geogragphic scope. Inthe case of Cdifornia, thisbresksdown to
two issues: whether the geographic scope extends beyond Cdlifornia s borders, and whether the
mitigation planisrobust enough to recognize the separation of theintra-Cdiforniamearket itsdlf
when thereistranamisson congestion. A second component of defining power markets are the
products within the market that are being implemented. For example, one approach to mitigation
might beto focus exclusvely on red time markets. An dternative gpproach, would beto indude
bilaterd marketsaswell.
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V. TheCommisson’'sPlan isan Unworkableand Capricious
Experiment in Market Design

29 The Commission has issued amitigation plan that hasfive key features:
1. Thedetermination of the mitigation threshold;
2. Pricing during periods of mitigation;
3. Incentivesfor customersto enter into long-term contracts;
4. Geographic scope; and
5. Durdtion.

30 The remainder of this section explains why the Commission’s plan is unworkable,
resulting in a continuation of the current level of exorbitant pricesand aleve of unreliability
that is exacerbated by economic withholding of generation.

A. Threshold

1. THE COMMISSION'STHRESHOLD FOR MARKET MITIGATION IS
CAPRICIOUS

31 In its adoption of the market mitigation plan, the Commission establishes a new
standard for determining when a market is competitive. Thisstandard for ng market

power lacks foundation.

[ T]he Commission will require price mitigation for al generatorsin California,
including non-public utility generators, with available capacity during periods of
reserve deficiency, defined as emergency Situations beginning at stage 1 (i.e., when

reservesare 7.5 percent or less). (April 26 Order, pg. 14)

33 At page 19 of the Order, it Sates, “[t]hese conditions, athough applied for purposes of
reliability, nevertheless can serve as a standard by which the market should have enough

supply to yield acompetitive result.”
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34 It is prudent when establishing new market power criteriato test their effectiveness as
amitigation threshold. The Market Surveillance Committee (MSC) of the 1SO performed
such an analysis of Staff’ s proposal to use Stage 3 as the criterion for initiating mitigation.
They founouthat, “none of the market power exercised during the summer and autumn of
2000 would be mitigated under the Staff’ s recommended plan, because the first Stage 3 did
not occur until December 7, 2000. Thisimpliesthat dmost $6 billion of the $8 billion of
overpayment during 2000 due to the exercise of market power would not be mitigated.” The
Commission provides no evidence of the potentia effectiveness of the mitigation threshold
that it has adopted.

35 The standard adopted by the Commission provides more mitigation than the standard
recommended by Staff. However, the Commission has not eva uated whether or not the
alleged instances of market power abuse would in fact have been mitigated under its Order.

As such, the Commission hasimposed a threshold without explaining, and apparently without
evaluating, any information on the potentia impact of the threshold. Thereisno basisfor the
Commission’s conclusion that “ These conditions, although applied for purposes of religbility,
neverthel ess can serve as a standard by which the market should have enough supply to yield a
competitiveresult.” (April 26 Order, pg. 19)

36 The Stage 1 threshold is arbitrary. For example, there are system states, prior to a
Stage 1 emergency, that indicate that the system is experiencing deteriorated reliability. The
CAISO has aprocedure for declaring a“No Touch Day.” A No Touch Day isa
precautionary restriction, issued by the 1SO to limit routine work or maintenance in an effort
to preclude an avoidable loss of resources. During a No Touch Day, no work or adjustments
will be performed to the power transmission system, system generation, or associated

1 \Wolak, F. and Nordhaus, R., “ Comments on * Staff Recommendation on Prospective Market Monitoring and Mitigation for
the CdiforniaWholesde Electricity Market'”, Market Surveillance Committee (M SC) of the Cdifornia lndependent System
Operator (1SO), March 22, 2001, pp 10-11.
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computer control systems without the express permission of the ISO.  The Commission does
not assess the appropriate point on the reliability continuum to serve as the threshold for

mitigation.

37 The Commission’ sthreshold isinsufficient to control market power or to provide
market stability. The dectric market in Caiforniais now constantly on the brink of a state of
emergency. The Commission’s mitigation plan increases uncertainty over price to generators
and customers dike. Production and unit commitment decisions are made on a day-ahead
basis. Generators making these decisionswill be uncertain about the price that they will be
paid, because it will depend upon the reliability of the system. The emphasis of the
Commission’s mitigation plan needs to be on removing the exercise of market power and

uncertainty in the market, not exacerbating it.

2. THE COMMISSION’SSTANDARD FOR MITIGATION DOESNOT REFLECT
THE IMPORTANCE OF TRANSMISSION CONSTRAINTSIN A
GENERATOR’SABILITY TO EXERCISE MARKET POWER

38 The criteriafor market power mitigation adopted in the Commission Order ison a
sate-wide basis. These criteriado not reflect the fact that the exercise of market power is

often accomplished in amore narrow geographic area.

39 A wdll-recognized fundamental of competitive power marketsisthat the potential for
exploiting market power increases when transmission lines are constrained. The effect of a
transmission congtraint isto create eectrical idands, in which the margina unit supplying load
within the constrained areamust be provided by a generator within that area. These eectrica
idands are also called |oad pockets.

40 The early design of the California market recognized the importance of transmission
congtraints. Reiability Must Run (RMR) Units refersto conditionsin which aloca area

transmission grid may not operate reliably soldly because of insufficient generation in service
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with thelocd area. RMR contracts were an effort to mitigate market power by loca

generators.

41 The Commission has a so recognized the importance of locd reliability and
transmission concernsin other power markets. For example, in New Y ork the Commission
has established amarket mitigation plan for New Y ork City. New York City isaclassicload
pocket. Transmission capacity is often constrained, enabling in-city generating unitsto
exercise market power. The current mitigation plan is based upon an evaluation of price
differentids. Price mitigation isimplemented when the price spread at Indian Point 2 busto a
divested unit within the City exceeds 105 %. Indian Point is North of New Y ork City, on the
U

other Sde of amgor transmission interface.

42 It islikely that there will be times when the state will not be in an emergency Situation,
yet transmission constraints will be binding, creating load pockets. The Commission’s

mitigation plan would not mitigate any market power exercised within aload pocket.

3. THE COMMISSION DOESNOT HAVE WELL -ESTABLISHED CRITERIA FOR
DETERMINING GENERATOR MARKET POWER OR THE NEED FOR
MITIGATION

43 The Commission has evaluated market power for three reasons. to allow market based
rate authority, to allow mergers and to assess when mitigation is appropriate. Although the
Commission has continued to use the hub-and-spoke market power anaysis as recently as
May 18 in Duke Energy Mojave, LLC, Docket No. ER01-1619, it is clear that the market is
not competitive, or no price mitigation would be necessary. Thistraditional market power
analysisis not based on a*“delivered-price’” modd asisused in the eva uation of eectric utility

mergers. Historically the Commission has refused the use of the more stringent merger

! Federal Energy Regulatory Commission, “Order Rejecting Market Power Mitigation Measures,” Docket Nos.
EL 01-45-000 and ER01-1385-000, issued May 16, 2001, Pg. 2.
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anaysisin reviewing applications for market-based rates. Clearly the harm stemming from
the extension of market-based rate authority in the absence of atruly competitive market isin
the long term as harmful to the market as the granting of amerger application. Although the
Commission has gated that more stringent market analysisis necessary in the context of a
merger because amerger isnot easily undone once consummeated, the harm to the market and
consumers in granting market-based rates to generators with market power is significant and
long lasting.

B. Pricng

44 The“new” auction proposed by the Commission isreally a disguised soft-cap auction.
Instead of using afixed cap of $150/MWh to divide the auction between the uniform and
discriminative components, the new auction will use the most expensive proxy price (estimate
of thetrue margina cost), which will be determined primarily by the spot price of natura gas.
Thereisno economic rationale, evidence or analysis provided to show why this new soft-cap

auction will work any better than the current soft-cap auction.

1 THE PROXY BID

45 The Commission’ s mitigation plan provides aflexible cap on bidding — a soft cap.
The plan alows a generator to choose the cost basis of its price during mitigated periods. The

generator can choose to be paid either aproxy cost or a bid based upon its own cost.

46 The proxy bid isthe sum of aproxy energy cost plus some adders. The proxy energy
cost used in the bid is based upon the unit heat rate for each generating unit times aproxy gas
price which isthe average of the daily prices published in Gas Daily for dl Cdiforniadeivery
points. The Commission formulawill provide a$ 2 adder for operation and maintenance plus
an adder based on emissions credit costs from Cantor Fitzgerad Environmenta Brokerage

Sarvices data and the emissions rate for the unit.
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47 The Commission price mitigation formulais problematic for avariety of reasons. The
elements of the formulaare not fully defined. The Commission does not define the units of
the operation and maintenance adder. Isit $ 2 per generator per year or $ 2 per kwh or MWh?
The Order doesnot say. In addition, the adder for emission costs overstates the generators
actua cost because the state has capped the price of creditsfor electric generators a a price
typically below the market rate. The Commission does not specify the method for
determining hest rates. Isthe method based upon unit specific heat rate tests, or smply based
upon the generator owner’ s assertion? What provision will be made for auditing heet rates?
Are hesat rates to be measured for an average leve of output, for the maximum level of output
or asahest rate curve? The answersto these and other questions will have a profound impact
on the actua level of the proxy bid and therefore the mitigated prices. Failureto specify the
heat rate to be used permits generators to choose their unit’s heat rate, enabling anew form of

gaming in the context of market mitigation.

48 The use of gaspricesbased on ageographic averageisaso problematic. Tothe
extent that there are differencesin the price of gasin different parts of Cdlifornia, the
generatorsin areas with lower cost gaswill make awindfall with thisformula, whereas
customersin the high cost areas of the state will chose to bid based upon their actua costs.
The use of the spot gas price will in many instances overstate the actua cost of service
because many generators buy gasin the forward markets or hedge their spot-market exposure.
The Commission should not assume that generators purchase gas unprotected in the spot
market, but should assumethat they hedge. Neither the proxy gas price nor the geographic
average are helpful indicators of fuel cost for the bulk of California sindependent generators.
For example, in order to obtain financing for the acquisition of the utilities divested
generating plants, buyers are generdly required to secure long term fuel supply contracts.
These contracts were obtained at atime when natural gas prices were only afraction of

today’ s spot prices.



17

2. Proxy BID OpPT ouT

49 If agenerator believesthat the proxy bid method yields a bid lower than its cost, then
the generator can submit abid that is higher than the proxy bid. If “the proxy bid [sic]
caculated by the method islower than the generator’ s actual margind costs,” then “the
generator may submit abid [sic] greater than that calculated through the proxy.”EI The
Commission’s mitigation plan pricing formula ensures that generators are paid the higher of
their cost or the proxy bid.

50 Offersthat are accepted above the market clearing price based on the generator’s
stated “true costs” will not set the market price for other generators. Hence, thisisa
discriminative auction, and the structure of the auction is essentialy the same asthe
abandoned soft-cap auction.

51 It is prudent when protecting customers, to design a mitigation system that
acknowledges that high prices can and will likely be experienced in hours beyond the
emergency conditions. In ahybrid market, dividing a uniform and a discriminative auction
with a soft cap, suppliers face a discrete choice whenever they think that high pricesare
possible. Generators can either settlefor a“low” pricein the uniform price auction, or try to
get the “high” price by submitting an offer above the soft cap. Consequently, more capacity
with high offersis submitted into a soft-cap market than into auniform price auction. For
example, the Department of Market Analysis of the CAI1SO reported that over two-thirds of
real time energy was submitted above the soft cap in January, 2001'2.I

! Note that one makesa“bid” to buy and an “offer” to sell in an auction. When |oads are represented more
effectively in auctions, this digtinction in terminology will become important.

2 Department of Market Analysis, California Independent System Operator, “Report on Real Time Supply Costs
Above Single Price Auction Threshold: December 8, 2000 — January 31, 2001" February 28, 2001, pg. 8.
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52 In laboratory economics experiments conducted by Cornell Univers tynusi ng subjects
drawn from student business mgors, power industry professionals, and regulators, the soft cap
auction was compared both to a uniform price auction and to adiscriminative auction. Results
were consistent across al groups, which uniformly showed sophisticated strategic behavior.
Subjects each owned generators and earned salient cash profits from operating them in the
various marketstested. The results showed that although the uniform price auction produced
more price spikes, average prices were lower than in either of the other auction designs.
Further, the highest average prices were observed in the soft cap market. Generators
consistently withdrew capacity to match the forecasted |oad so that offered generation tracked
load and kept prices high evenin periods of relatively low load. In the soft cap market most
generators submitted offers prices above the soft cap using it asafocal point.

53 The April 26 Plan does have the advantage of removing the $ 150 focal point, but
generators will become quite good at forecasting price. Thisis because the offersinto the
Commission's uniform price auction are essentially static over time, so price becomes astable
function of load. Thus, given forecasted |oad, sophisticated generators will again be ableto
withdraw capacity, predict price based on forecasted |oad, and submit "cost” based offers
above their own predicted price in the market which will form anew foca point. The putative
excess maintenance requirements will be used to justify withdrawing capacity and higher
costs. Out of state supplierswill, of course, have no need to justify such withdrawals. Again,
both in the laboratory and in actual markets, generators have shown themselvesto be
sophisticated market participants.

! Mount, T.D., Schulze, W.D., Thomas, R. J. and Zimmerman, R. D., “Testing the performance of uniform price
and discriminative auctions.” Paper to be presented at the Rutgers Center for Research in Regulated Industries,
Fourteenth Annual Western Conference: Advanced Workshop in Regulation and Competition, Competitive
Change in Network Industries, San Diego, Ca. June, 2001.
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54 One unintended consequence of the soft cap proposal isthat it hampersthe
effectiveness of ademand-response to reduce price. When substantial capacity is submitted at
ahigh offer in ahybrid auction, the effects of conservation by loadsis muted. It ismuch
harder to mitigate high pricesin a soft-cap market than it isin a conventional uniform price
auction, because the distribution of offers shifts toward the anticipated market clearing price.
Hence, the current soft-cap market the Commission hasimposed will likely make the financia
problemsfor Californiaworse than they would have been using a uniform price auction.
Since the new market mitigation plan has the same type of hybrid structure as the existing

soft-cap market, these financia problems are likely to continue unabated.

3. CONFIDENTIALITY OF BIDS

55 The Commission seeks to maintain the confidentiality of bids for afixed time period
(April 24 Order, pg.24). It maintains that this promotes competition. However, the exact
opposite result has been experienced in numerous auctions. For example, the New Y ork
Stock Exchange posts bids and offersin real time so that a seller will have the opportunity to
undercut aposted offer. Competitive markets require perfect information. Sellers must
provide information that allows them to undercut each other. Maintaining the confidentiaity

of the bid inhibits this market mechanism.

C. I ncentivesfor Bilateral Contracts

56 The Commission has explicitly protected generators through the imposition of a
penalty designed to encourage energy buyersto enter into bilateral contracts. The Stated
rationaleisthat the “price mitigation plan adopted ... should not create incentives for buyers
to avoid bilateral agreements.” To encourage energy buyersto enter bilateral contracts, the
Commission will impose a penalty of up to “$100/MWh if they have over 5 percent of their
load served in the real-time market. Under this price mitigation plan, abuyer that failsto
negotiate bilatera contracts and attemptsto rely on mitigated pricesin the real-time market
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will face the prospect of paying the highest bid price or mitigated marginal cost price plusthe
$100/MWh penalty.” (April 26 Order, pg 20)

57 Theimpostion of this pendty will have two effects. Becausetheruleis not well
defined, and buyersface the prospect of a pendty, the ruleincreases market uncertainty. The
FERC does not differentiate whether the penalty will be enforced in mitigated versus non-
mitigated periods. To the extent that the ruleis enforced, the impact will likely beto increase
day-ahead pricesin non-mitigated hours. The reason issmple: the Commissonis
establishing an administrative price differentia between rea time and bilateral markets.

58 Energy buyersin the State of Californiado not need an incentive to enter into long
term contracts. In reaching its decision, the Commission has not evauated the reasons why
customers are not entering into bilateral contracts. Nor hasit evaluated any of the implications
of the proposed penalty on the price of power. What the Commission views as an incentive, is
smply another penalty imposed upon California customers.

D. Duration

59 At pg. 25 of the April 26 Order, the Commission indicates that it will limit the period
for the mitigation plan to one year. It does so because of Cadifornia s success at adding new
power plants, and the expectation of the development of ademand-side response. The
Commission forecasts success of the market, yet has not protected customers by developing or
utilizing ayardstick to determine whether the market will in fact be competitive at the end of
oneyear. The Commission should use the next year to examine anti-competitive activity in
the market to determine the extent to which continued mitigation is necessary and to examine
other methods to facilitate true competition in the Californiamarket or areturn to cost of

sarvice rates.
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E.  Geographic scope

60 The Commission recognizes that western markets are interconnected. “Because
western markets are interconnected, the Commission recognizes that regiona solutionsarea
necessary part of any long term restructuring of the western marketplace.” (April 26 Order, pg
20) The Commission isrequiring the CAISO and the state’ s three large investor-owned
utilitiesto filean RTO proposa by June 1, and hastied the continuance of price mitigation to
thesefilings. The Commission however, provides no guidance for how or even whether the

RTO proposa will require some form of market mitigation.

61 The Commission’ s specification of the geographic scope of the market mitigation is
wholly inadequate. By failing to dea with the issue of wedlth transfers from Cdiforniato out-
of-state generators, the FERC hasignored acritical element of the current economic crisis that
plagues California. Infact, the Commission’s contradictory directions will impede
development of an efficient western market. On the one hand, the Commission is pressuring
Cdliforniato develop new supply irrespective of its own need, and on the other, the
Commissionis pressing for regionaization. The Commisson is pressing for asurplus of new

expensive generation at the expense of improved regional sharing of low cost generation.

V. Cos Based RatesArethe Only Mitigation Mechanism
Available That Eliminatesthe I ncentivefor Srategic
Withdrawal of Generation.

62 The oneway to unambiguoudy meet the dual objectives of mitigation proposal: isto
reduce prices and improve reliability through replacing market based rates with cost based
rates.

63 Oneway that generators exercise market power isthrough the strategic withdrawal of
generation. For example, in auniform price auction, if agenerator owns high, medium, and

low cost generators, it can withhold its medium cost generators and let the high cost units
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set the price and make aton of money on the low cost units. From agenerator’s
perspective, thisisaperfectly rational thing to do. The effect on the market however, isto

increase prices.

64 Toimprovereiability, amitigation scheme needs someway of forcing al unitsinto
the market. This can be accomplished by creating a price regime that mitigates the
generator’ sincentive to withhold capacity. Cost of service regulation mitigates the
incentive to withdraw capacity. Generators are paid based upon actua generation. The
payment to the generator is analogous to payments made under PURPA contracts.
Generators get paid afixed price for their output. The problem for regulatory commissions
was how to reduce the level of generation to minimize overpayments. The point isthat the
generators responded to afixed price regimein amanner in which they had an incentive to

supply energy, not to withhold it.

65 Onefeature of cost of serviceregulation isthat it provides along-term administered
relationship between the generator and the consumer. Under cost-based regulation
generators would recover their prudently incurred costs and would be provided an
opportunity to earn agiven rate of return. It isimportant to set cost-based rates at alevel
that allows generatorsto earn areasonable profit. If the expected return on capita is
adequate, then generators will build additiona generation. Market price signaswould be
created through economic dispatch, where generators are paid their incurred costs.

VI. Specific Concernswith the Commission’s Proposal

A.  Concernswith theApril 26 Proposal

66 Mitigation isthe act of alleviating. Asstated above, it islikely that the Commission's
current market mitigation plan will actually make mattersworsefor California’ s eectric

consumers. Modificationsto the Commission’s plan would be required to moveit in the
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direction of reducing prices and mitigating adverse effects on consumers. Such modifications

could include:

1. The soft cap provisions of the Commission’s plan must be eliminated;

2. All hours should be mitigated;

3. Thepriceof natural gas used in the proxy cost calculation, must be either the
lower of actua gas prices or the spot market price of gas,

4. Theasymmetric scheduling penalties placed on load should be eliminated;

5. The$ 2 operations and maintenance adder should be eliminated, until the factual
basis and need for the adder have been established;

6. Generator emission costs should be either the lower of the Cantor Fitzgerald
market cost of NOx alowances or the actual cost incurred by the generator

owner;

7. All economic information in the market, such as bids and offers need to be made

public;

8. The mitigation plan should cover al generators selling in the Californiamarket;

and

9. The sunset of mitigation should be dependent upon market conditions and
successin achieving just and reasonable prices and not an arbitrary fixed time

horizon.
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67 Evenif the Commission madeal of theseimprovementsto its mitigation plan, it
would still face the challenge of providing incentives so that generators would not withdraw
their output to increase the market clearing price. There are two aspectsto this problem.
Thefirgt isthat generators would still have an incentive to withdraw generation to increase
the market clearing price. The second isthat the revised mitigation plan would create an

asymmetry in regional prices.

68 The Commission has several aternativesfor providing an incentive for generatorsto
fully participate in the market, and not withdraw power. One dternative isto establish
generation performancetargets. If the generator failsto achieve its performance target it
would incur a penalty for the amount of generation shortfall. For example, in the event of a
generation shortfal, generators would pay a penalty of 120% of the average price of power
(estimated for the period of the shortfal) for the number of hours of the shortfall. The
performance targets should be based upon a benchmark of similar generation. An
alternative to performance targets is a vigorous program of monitoring outages with
substantia finesfor the intentional withdrawal of generation.

69 The question of asymmetric pricesin the Western region is problematic. The
problem exists because a generator may have the option of selling either into the Cdifornia
market or into an unmitigated market. 1t ispossible to have adjacent markets with different
levels of system reiability. Thisstuation isadeparture from the culture of sharing
resourcesthat existed in power systems prior to deregulation.

B.  Futureregulatory actions

70 Fixing the “ dysfunctional market” in Caiforniawill be an on-going process. No
mitigation plan will result in a“first best” market. That is not the objective of mitigation. The
objective isto reduce the economic harm that results from the current market conditions.
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77 The Commission is charting new ground. Its decisions can have the effect of reducing
market prices, or asin the case of the December 15 mitigation plan —increasing prices. As
such, it is prudent to establish aregulatory process designed to evaluate the state of the market
and the effectiveness of mitigation plans. Such a process can eva uate impediments to long-

term contracts and assess mechanisms for removing those impediments.
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Respectfully submitted,

By:

Carl Pechman

SUBSCRIBED and SWORN to before me, aNotary Public, this 25th day of May, 2000.

Notary Public

My Commission expires:
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