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Hoecker, Chairman, concuning :

This opinion is submitted many days after the Commisson's Order of December 15 2000
(December 15 Order). | strongly support thet order as away to sabilize and lower Cdifornias
extreordinary dectricity prices now and to initiate important seps toward ensuring sarvice rdiability and
reesonable prices for Cdifornia consumersin the long teem. The Commission dedided thet afadle
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short-term "fix" could not could subdtitute for its measured st of reponses to the complicated and
sysemic problems associated with the design of Cdifornids power market.

The Commisson is neverthdess fully avare of the finendd pressuresthet current prices are
placing on consumersin Cdiforniaand the Wes. Our Order and Commissoner Massey, in his
concurrence, destribe the depth and difficulty of thiscriss. None of the ansvers are easy. Therefore,
the December 15 Order in no way rdieves the Commisson of its regponshility to work assduoudy --
through the measures adopted on December 15 and other actions | suggest below -- to return
Cdifornias markets to a semblance of normacy and prepare those markets to meet the chdlenges of
the coming summer pesk season.

The Wesern energy shortage has metastasized into afinandd criss of mgor proportions as
wel asacrigsof consumer confidence, and events of the lagt weeks have not dtered the fundamentd
chdlenge. Hereiswhat has occurred:

. Concarns have intengfied about the solvency of Cdifornias dld line utilities asther
retal rates remained cgpped while wholesdle prices remain voldile

. Saoretary of Energy Richardson has issued three emergency orders for Western power
generators with excess energy to sl into Cdiforniato save off outeges Sdes under
those orders have comprised amodest but criticad share of the totd available supply of

pOWer.

. In response to high dectricity pricesin the rest of the West, which jeopardize the
finances of utilitiesin neighboring regions, anumber of Western Governors met to
congder, anong ather proposas, the merit of aregiond price cap to gem unusud price
increases throughout the Western Interconnection. They did not endorse FERC taking
thet action (at least for now).

. The Cdifornia Public Utilities Commisson began hearings to determine when to
diminate the date's rate freeze and begin passng more of the cost of wholesdle power
to consumers, how to maintain utility's ability to provide adequate retal sarvice
whether to authorize additiond divestitures of generation fadlities; and whether "power
produced from retained generation assts should serve ndtive load" and wheat kind of
"ratemaking such actionsentall.” 'Y esterday, Cdiforniagpproved atemporary retall
rate incresse.

. Settlement discussons before the Commisson's Chief Adminidrative Law Judge were
convened in Washington to develop viable long-term contracts for power for Cdifornia
and diminish rdiance on oot market prices, and are ongoing.
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. To date, Cdifornids mgor utilities are dill sdlling dectricity output and purchesing their
requirements through the PX and 1S0 spot market, contrary to the Commisson's
Order.

. Continuing pressure on infragtructure is Sgnaled by newly rdeased U.S. census data,
which indicate a 13 percant increase in the Nation's population snce 1990. The mogt
remarkable growth rates are in the West, induding 40 percent in Arizonaand 66
percent in Nevada

l. A PleaFor Callaboration

The December 15 Order offers the best opportunity to begin rehabilitating the wounded
Cdifornia power market. It returns the utility-owned resources of Padific Gas and Electric Company
(PG&E) and Southern Cdlifornia Edison (Edison) to Sate regulation and saf-supply. It laysthe
groundwork for the task of developing an effective market power mitigation plan. It brings market
participants to the table to devel op forward contracts that will withstand both regulatory review and
sound business judgment. 1t asksfor joint resolution of who should governthe ISO. It promisesto
sharply reduce the influence of the volatile oot market. In ather words, when implemented, it will
effectively cgp the Cdiforniawholesde market in amore defensble way then would any sngle date-
wide or regiond rate caling. These mechanismswill move the price of most basdoad power back
toward cogt, while dso kegping the lights on.

It ismy opinion that the generd levd of vituperation and lack of condructive discourse among
public palicymekersis ddaying devdopment and implementation of a comprehensive work-out plan for
Cdifornia Itisdifficult to overestimeate theleve of anger and anxiety about dectric pricesin Cdifornia
But, this crigs cannat be amply explained or understiood as the product of ideology run amok or
villainy. The Commisson recognizes the leverage that scardity gives sdllers of dectricity and the
potentid for Srategic manipulaion of the market; it needsto develop better waysto investigate and act
on abuses of market power. However, no amount of enforcement activity or legidation or litigetion
donewill soon dleviae the problemsfaced in thismarket.  Without collaboration and negotiation
between market participants and sate and federd policymakers, we will continue to waste money and
time This Commisson has no intention of abandoning Cdiforniato its current misfortunes or letting an
unsupervised market sort dl thisout inthe fullness of time. There are red answers at hand, many inthe
December 15 Order, if date and market participants embrace a drategy for implementing them. For
thet reason, | have offered to participate in further discussons asindicated beow.

Thefirg wesks of 2001 will tdl thetde. Will Cdiforniaregulaors return 25,000 MW of in-
date utility resourcesto native load service under cogt-of-service regulaion? Will they loosen therate
freeze and devise along-term plan to flow trgpped codsto ratepayers? Will they further accderate
plant siting decisons? Will they throw support behind the negatiations a the FERC that promiseto
move subgtantial power purchasesinto forward contract arangements? Thereisagregter likdlihood
of rgpid progress toward market sability in the more rationd give-and-take of settlement negatiations
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and routine regulatory decisonmeking than in the heet of palitical discourse and press commentary.
However, | do not mean to suggest thet the respongbility to act is Cdifornids entirdly or thet this
Commissonswork isdone. Itisdear in any case thet failure to devise coordinated plansfor the
operaion of wholesde power marketsin the West will only invite Sate legidators or referendum
supportersto venture forth with anew round of grand plansthet will again run afoul of the messy
redities of this evolving indudry.

What might a defensible work-out plan look like?

1. Workout Plan For Cdifornia

Asdisgppointing asit may seem to some, we cannot “price cgp” Cdiforniaout of asupply
shortage; the industry cannat build itsway to a better market design; the sate will find it is ultimately
uncbleto legidate its way to sugtainably low rates; and generators should nat expect future earnings thet
dramaticaly outdigance the indudry's higtoricd performance. Nor, in my view, should public
policymakers (induding those a the FERC) expect to avoid hard work or acoountability by utter
reliance on nascent market forces to dlocate resources, especidly when it puts consumers wefarein
jeopardy. A respongble course of action isto attack the current market mdtdown on severd fronts
over aperiod of time-- in Cdifornids case, threeto five years. | ligt the following categories of actions
in rdation to their urgency, not necessarily ther importance.

A. Ridng

Conggent with the Commissioner's Order, the impacts of spot price voldility must be
diminished. We have dready made dear how tha might be done quickly. Assuming thet rdiaghility will
sddom (if ever) be sarificed, two additiond things must heppen. There mudt be rate certainty for both
consumers and load sarving utilities, and thet means some progpect thet utilities will recover trapped
purchase power cogts and that ratepayers will not fed the pain dl a once, as happened in San Diego.
The baance between rates that reflect the cogis of energy production and ddivery, and thereby
gimulate appropriate supply and demand responses, and rates that moderate the impacts of extreme
swingsin those codsis perhgps the mogt difficult public palicy chdlenge

The cogt of wholesdle power, which is subject to the Commisson'sjurisdiction, has
skyrocketed as demand has outstripped Sate and regiond power supplies; asthe cogt of emissons
credits and naturd gas has escdated; as the auction process for wholesde sdles led to panic buying &
extra-ordinary prices, and, as generaors arguably adopt ingppropriate bidding Srategies desgned to
maximize their returns. The Commission has evauated the solutions proposad to it. Reimposition of
cost-based wholesdle rates, notwithstanding its surface gpped, would not necessarily reduce current
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problems for consumers or thar utility suppliers. Our November 1 proposad Order noted thet *pesk
demand running cogts can be in the range of $160 to $200/MWh for some units. . . [&] variable costs
... can gpproach $500/MWh."  Moreover, it isundear that Cdiforniawould even dlow them to be
flowed through to customers under current conditions.

Price cgps are d o identified as away to aunch the hemorrhaging of ratepayer dollars. The
public palicy reasonsthat militate againgt cgpping markets are wel known. Price cgpstend to be
arbitrary and potentidly confiscatory; they creete uncertainty for investors, discourage entry into the
mearket, or even drive resources dsawhere, thereby fodtering future scarcity; and, they could, absent an
extraordinary order under date or federd emergency powers, lead to outages. The complications thet
would ensue from impogtion of aWestern regiond price cgp are even greater, given the legdl and
operationd diversty of the regiond power market, and raise concerns about subgdiesto Cdifornids
market. Price cgps are the ultimate non-market solution that will work to disncent policymekersfrom
underteking more important reforms

That sad, price caps can lower prices, at leest temporarily. They look and fed likered

consumer protection. For that reason, | could support them, but under only two distinct drcumstances
(1) if they were used asamethod of afording ashort "time out™ within which parties could negatiate
better ways to make the market work for consumers, such ashilaterd forward contracts, demand
response programs, or equitable rdief, or (2) if they were employed as "dameage caps' to prevent
dearly unwarranted price explogions, such as the $1000 cap used across dl three northesstern 1S0s,
Asto thefirg drcumgance, the willingness of buyers, slersand the CPUC to engagein srioustalks
IS, today, il in doubt. No oneto date has offered a price cgp proposd in the context of a
comprenendve settlement of theissues | cdl upon Secretary Richardson and top economic officidsto
convene the Cdifornia partiesin an effort to map out the parameters of acomprehensve solution to the
market and finendd crisesthat &flict Cdifornia | neverthdess submit that, for such a plan to succeed,
the gate mugt be willing to hep implement our December 15 Order and support longer-term reforms of
thekind | outlined today.

Inthefind andyds, pricesin Cdiforniawill be disciplined and the credit crunch for its utilities
will be eased if dructurd changes to the market are implemented soon and the Sate uses the next year
or S0 to decide, on the basis of andyss and collaboration with us and the market participants, whet
kind of busness and naturd environment it wants and isable to sudain. 1ssues of retall market entry
and competition, fadilities Sting, load growth, ar qudlity, and regiond interdependence and cooperation
are pat of themix. Thereisno doubt in my mind thet the powerful economy of the Sate can extricate
itsdf from this arigsif itsleeders do nat jump from the frying pan into the fire by trying to reinvernt the
indusiry once again. Competition is the solution, not the problem; however, it was not well-concaved
or well-executed in Cdiforniaand for that, we dl share blame.

One srious and little-discussed sructurd flaw in Cdifornias power market requires attention.
It isthe asence of aprovison for assuring adequiate generating resarves in the competitive modd. The
dates resarve margin has vanished in the face of surging demand. The energy market in Cdiforniawes
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kept in equilibrium during implementation of AB 1890 urttil early lagt year. But because the market wes
desgned with the price of energy too low to dimulate enough new invesment and no incantivesto
indall reserve cgpaaity to keep upply aheed of demand, Cdiforniawas on apath to acrissthet some
commenters now find entirdy predictable See Fgure 1 beow.

Figurel

Other regions address thiswith areserve obligation supported by a cgpadity market. Without
it, sys one andys's, "the market is designed to produce periodic rdiability criseswith energy price
boomsfallowed by pricebugs” CERA, "A CrigsBy Desgn:  Cdifornids Electric Power Crunch,”
September 2000, a 2. One might ascribe the Sability of northeestern ISOs to their extengive past
experience with reserve-sharing arrangements
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Of course, the cgpadity shortege is dready upon Cdifornia. Although a capecity market may
be part of along run solution for Cdifornia, it will nat fix thisyear's problems. Infact, areserve
requirement now could drive up prices by cregting more demand for scarce supplies. But asnew
upplies enter the market in the future, areserve reguirement met through a capecity merket could
prevent the cyde from garting over with anew round of shortages and high pricesin Cdifornia

How would it work? The dosest counterpart to Sorage for anorma commodity isthe extra
eectric power generating cgpadity, the so-cdled reserve margin. Higtoricdly, utilities tried to have
about 18% - 20% more cgpecity than would be nesded. Thiswould account for both unexpected
generaion outages and unexpected demand increases, mostly weether rdated. Adeguate generating
reserves reduce the frequency and severity of price spikes, just as Storage does for other commodities.

The Cdiforniamearket should impose on load sarving entities and other "customers' an
obligation to build or buy sufficent cgpadity to serve expected requirements. Thisis admittedly aques-
market goproach. It does not enforce maximum effidency out of dl units But in this highly integrated
busness where the sysem requires everyone, and not just the visonary, to be prudent or face loang
sarvice and paying high spot prices, enforced customer-sde planning aheed will beasmdl priceto pay
to avoid acyde of boom and bug.

B. Regiond Sdlutions Are Indispenssble

Cdiforniais, perhgps understandably, rife with talk of dectrical secessonism. Having devised a
unigue market sructure by datute, it once again wantsto go it donein finding waysto correct what isa
regiond problem. Some of its leeders would stop further exports of power to other parts of the region,
a leest during thisshortage. Even dter years of rdying on generators dsawherein the region,
Cdifornia has developed an antipethy to out-of-gate generators. A principd current policy god
gopearsto beto ensure thet dl power generated in the date is consumed there. And, it wishesany
wholesde market indtitution like the Cdifornial SO to be "paliticaly accountable’ to the Sate.

Surprisngly, the importance of the Commisson's Order No. 2000 to resolution of Cdifornids
problem has been virtudly ignored. Inaregion asvagt and highly integrated dectricaly asthe Wes,
rgpid devdopment of aviable regiond tranamission organization will be crudd to restoring trugt in the
non-discriminatory operation of the grid, to effective competition for markets to transactiond liquidity
and economic effidency, and to equitable trestments for dl load-sarving entities in the region.

The Commisson must be prepared to offer more guidance and directives on RTOs everywhere
in the country now thet it is deer that, with few exceptions RTO formation is dower and more oriented
to protect incumbency than we anticipated. In Cdiforniaand the West, however, the need for RTO
development has become amatter of some urgency. And, where partiesin the Pecific Northwest have
asmbled aworkable multi-gate gpproach, it is not dear how Cdiforniafitsinto the regiond merket of
the future



Docket No. EL00-95-000, et d. 9

Thereissmply no more compdling case to be made for RTOs and region-wide coordination of
trangmission network operations than what has happened in Western power marketsin the padt eight
months. No one could more passonady argue for regiondity in power regulation then the recent
advocates of regiond pricecgps. Clearly, this Commission has not impressed upon the West, upon
Cdifornia, or upon the Congress the importance of Order No. 2000. The Cdifornial SO isduetofile
an RTO gpplication under that Order soon and | doubt it will find timeto do so. | dso doubtitisina
position to goped to the broader Western market. Therefore, | Srongly recommend thet the
Commission mandate aWest-wide RTO and publish its own reguirements and timetable for achieving
thet end, first by commanding three sub-regiond RTOs (1) to form this year in conformance with our
Order and sections 205 and 206 of the Federd Power Act and (2) to addressimmediately the most
criticd "seams' issues rdating to operationdl competibility, pricing, and rdiability across their borders.

In addition, Western policymakers must form ranks under the till-inchoate Western Interdate
Organization (WHO) or the regiond regulaory organizations (RTO) | have proposed dsewhereasan
effective new way to coordinate date and federd oversght of RTOs. Thetime has dearly comefor
red action under these organizations.

C. Pdlice Work

The Commisson made mgor grides on December 15. It nesdsto work with Cdifornia
officdds and the RTO to regp the benefits of that Order and to devise additiond measures thet would be
hdpful. It mugt neverthdess re-establish its own credibility as the watchdog of this evolving and
dynamic marketplace. That can bedonein threeways Frg, it must develop asubdantid merket
power mitigation plan, induding enhanced data collection and andlyss methods. The Order makes thet
commitment dear. | bdieve the Commisson must soon address two other soon-to-be critical issues,
however.

To date, the Commisson has not made dear how it will determine what is"'jugt and reasonable”
under the gandards of the FPA in theworld of market-based rates. Our Order identifies criteria thet
could go into that calculus However, thet levd of spedifiaity will Smply be inedequate when the
Commisson saeks to assess the FPA Section 206 refund obligation of sdlersfor the period October 2,
2000 through December 2002. Unlessthe Commisson isfar more precise and public about how it will
cary out its andytic tasks within its salf-imposed 60 day ralling deedlines; it will ather accumulate a
massive and intractable workload or it will lay itsdf open to charges of whitewash. Moreover, the
Commission could lose any deterrent effect such precison might otherwise achieve in the market.

Fndly, the question lingers about the Commisson's daility or willingnessto act retroactively to
correct dleged violaions or inequities occurring last summer. Because | will likdy not be a the table
when the issue of retroactive refunds findly comes before the Commisson, | have the following
persond observations and recommendations. Much as| sympeathize with the plight of San Diogenes
lagt summer, the Smple truth is thet the Commisson would be vidlaing the law by ordering retroactive
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refunds. For that reason, | would urge the Commission to map out an dterndive course conggent with
its enforcement repongibilities

Theandydsin our November Order did not take full account of the extendve authority granted
to the Commission by Section 309 of the Federd Power Act. Section 309 expliatly authorizesthe
Commisson to "perform any and dl acts, and to prescribe, issue, make, amend, and rescind such
orders, rules, and regulaions asit may find necessary or gppropriate to carry out the provisons of the
Ad." A broader ddegation of authority is difficult toimegine. | believe that this authorization provides
usapowerful tod to remedy unlavful market abuses or other unlawful conduct. Although it remains
for our invedigationsto determineif thet occurred in the Cdliforniamarket, the Commisson isnat
without remediesif it did. "Agency discretion is often & its'zenith' when the chalenged action rdaesto
the fashioning of remedies  If wefind that unlanful manipulation of the market occurred, Section 309
dlows usto craft whatever equitable remedies are necessary to remedy the impacts of thet
meanipulation, induding (in my view) disgorgement of unlawful gain. If, asmany contend, the events of
the past summer resuited from colluson, predatory pricing, or unlawvful menipulation of pricesin
vidation of FERC requirements or other provisons of law, | fully expect the Commisson to employ
Saction 309 to do judtice for San Diego. Thiswill not be refunds but it could gpproximeate them.

I1l. Conduson

Thework out plan | have presented islikely to be more effective then revalutionary. Thiswill
be hard work.

With the benfit of hindsight, we now know that Cdifornias blueprint for competition did not
cregte vigble opportunities for the entry of new retall suppliers, did not give consumersthe tools or
incentives to make informed choices about dectricity consumption, did not foster the Sting of new
generdion capadity to sarve the ever-growing load of abooming digital economy or new tranamisson
needed to ensure rdiability and access to reasonably priced dectricity; did not encumber the sales of
generation assats with buy-back contracts to provide aready source of reasonably priced energy for a
trangtion period. Mogt importantly, we now aso know that no piece of legidation can Smply invent a
market or erase the regiondigt of the market or the mutud independence of dectricd sysemsin the
West.

Even s, the modd worked extremdy well until last summer. Pricesin wholesde markets were
30 much lower then the rate charged to Cdifornia consumers that the Cdifornia utilities were adle to
divert more than $11 hillion towards stranded cost recovery -- enough to ensure thet Cdlifornia utilities
would incur no losses on these Sranded invesments. This summer, however, the Cdiforniaexperiment
imploded. A combination of factors -- extreme heet, ever-growing demand in Cdiforniaand

1 Connetticut Vdley Eledtric Co., Inc. v. FERC, 208 F.3d 1037, 1044 (D.C. Cir. 2000);
Towns of Concord, Norwood & Weledey v. FERC, 955 F. 2d 67, 76 (D.C. Cir. 1992).
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neighboring sates and poor hydro conditionsin the Northwest -- placed a savere sress on the market
design and reveded thefaults lack of new generation to mest demand, the inghility of consumersto
recaive and respond to price increases (by ather consarving, changing patterns of consumption, or
switching suppliers), the falure of any new retail dectricity suppliersto enter the market, amandetory
buy-sdl requirement that prevented Cdifornia utilities from operating those generation resources they
continue to own in alesgt-cogt manner, vere limits on the aaility of Cdifornia utilitiesto devlop a
risk-minimizing power portfolio and an inordinate rdiance on voletile oot markets: Asprices
escaated, concern quickly turned into crigs and crisgs then turned into fear and catastrophe. So where
do we go from here?

Do we give up on competition and turn back the dock? A brief look should at leest make us
gop and think. 1n 1994, Cdiforniadectricity prices were the highest in the Nation, and there were
concarns that these high rates would drive businesses out of Cdiforniaand worsen an dready extended
recesson. Those high dectricity prices can be traced to a series of decisions made by Sate-upervised
monopalies, for example to pursue nuclear power plants thet eventualy suffered cost overrunstotaing
admog $10 hillion and to favor dternative technologies which raised codts of power for just one
Cdifornia utility by $25 hillion in the decade before AB 1890. During this same period, interdete
wholesde markets were beginning to provide substantid benefitsto dl Western sates, induding
Cdifornia. Seasond exchanges between Cdiforniaand the Padific Northwest crested opportunities for
both regions to save money and reduce the amount of needed generation capacity. Enhancementsto
the high-voltage tranamisson system dlowed utilitiesin one date to Ste generation in neighboring detes
thet were nat as vulnerable to exigting pallution impects.

The padt is prologue but we ought not rush to repeet itsfallures. That may beimpossblein any
cax For example Cdiforniautilities no longer own the generation assets that would permit the Sate
to returnto "go." This Commisson's ansver to "where we go now™ with regard to wholesde power
marketsisto kegp moving forward, retain the workable portions of the Cdiforniablueprint, and fix the
broken parts with due speed. We need to work toward swift sdf-correction. If dlowed to work, our
December 15 Order will gaunch the bleeding and begin a process of rehabilitation. It will contribute to
price Sebility; it will reinforce utility creditworthiness; it will prevent arecurrence of this experience

| believe our Order addresses the market flaws exposad this summer congtructively and
effectivdy. However, our solutions primarily involve market desgn and sructure. The responsveness
of dectricity demand to prices, aswell asthe supply picture and utility solvency, are beyond our
immediate control or influence and must be worked through by sate regulators or the market, or both.
ThisOrder isvery dear thet this process of rehabilitation has at its core the respongble action of the
Cdiforniaregulators and policy mekers. In dlowing bilaterd transactions, in supporting red
meanagement of risk through forward contracts, in determining utility retes thet can once again move
back toward cogt, CPU attioniscritica. We cdl upon thet organization to Sep up toits
responsibilities under gate law and under the new drcumstances this Order creates by reforming
FERC-urisdictiond partsof AB 1890 and itsimplementing regulaions.
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Thee are difficult times. There are drong views on al Sdes about who is responsible and who
did whet towhom. If there are inequiities and unlawful conduct, they will be discovered and remedied.
However, thisisnot so ample. Smply put, we mugt dl forge aheed to rehabilitate the market going
forward. | will opt every time for Sate-Federa coordination instead of gridlock, for condructive
negatigtionsingeed of hyperbole. For that reason, | remain ready, willing, and (for atime) able to meet
with Cdifornia offidds to assamble a package of remedid messures, induding thosein our Order, to
help the gate through this criss

James J. Hoecker
Charman



