Detailed BPA Response to Snohomish’s Cost Benefit Study:

“Executive Summary:   Study of Costs, Benefits and Alternatives to Grid West” 

Henwood Energy Services, September 13, 2004

Detailed Response – 9/29/04

Background:

· In July of this year, Snohomish hired Henwood Energy Services Inc. (Henwood) to conduct a cost-benefit study of Grid West, with the goal of having output in time to present at a September 13 APPA conference in Washington D.C.  

· Snohomish engaged a group of analysts and representatives from other PUDs (Benton, Clallam, Peninsula, Douglas, Lewis & Grant) to help guide and advise the work.

· The Henwood team was headed up by Rich Lauckhart, formerly with Puget Sound Energy.  They used two models to conduct their work – the PowerWorld AC Optimal Power Flow model and their own market simulator.  

· This study used methods that were very similar to those used in the Tabors Caramanis and Associates study (3/’02) to estimate benefits of RTO West Stage 2.   Henwood, however, made use of updated gas prices and different assumptions with respect to maintenance scheduling, access to hydro reserve data, and pervasiveness of pancaking.  They also corrected for a flaw in the TCA study which resulted in “congestion rent savings” of  $171 million.

· The study used cost data from other RTOs and ISOs, compiled by the Public Power Council’s Margot Lutzenhiser, to derive their estimate of Grid West costs.

Henwood Results

· Henwood found $78 million in benefits, 5 million of which is derived from de-pancaked rates and $73 million of which derives from efficiencies in ancillary services markets.  

· To estimate Grid West Costs, Henwood used historic RTO/ISO cost figures, compiled by the Public Power Council.  They used these figures to derive a weighted average carrying cost per MWh of RTO’s, then applied that cost to Grid West’s projected annual demand.  The resulting $183 million/year was then inflated to reflect the authors’ view that RTO/ISO costs will increase by about 10% per year (in real terms).  This resulted in an estimated cost of $221 million/year.  

BPA Response to Henwood’s Calculation of Benefits

· There are significant potential Grid West benefits that have not been measured in Henwood’s modeling efforts.  These include:

· Benefits associated with moving away from contract path limitations – benefits such as more efficient use of the existing grid, delaying the need for new construction. 
· Reliability benefits 

· Planning benefits

· Long term benefits associated with more rational price signals and associated efficiencies in generation and transmission siting and development.

· BPA strongly disagrees with Henwood’s suggestion that reliability is neutrally or negatively impacted by RTO formation.  Citing the August 14th, 2003, blackout, the Henwood report asserts that RTOs may contribute to failures of the power and transmission system. The findings of the US-Canada Task Force do not support this assertion.  In fact, MISO was not the RTO for First Energy (on whose system the outage began), but their reliability coordinator.  The Task Force found that MISO did not have the grid visibility needed to prevent the outage.  Had MISO had that system visibility, the outage may well have been prevented.  Grid West would provide such visibility and, thereby, improve reliability over current conditions.

· BPA is pleased to see that under conservative assumptions, Henwood found $78 million in annual savings to be derived from Grid West operations from efficiencies in reserves and de-pancaking alone.  If these results prove valid, they would be an encouraging piece of information to add to our other anticipated sources of Grid West benefits (see above).

· BPA agrees with Henwood’s decision to eliminate the misnomered “congestion rent savings” as counted by Tabors-Caramanis & Associates in its 2002 study of RTO West costs and benefits.  We have taken a careful look at these results and believe they were based on an analytical misunderstanding.  Given the assumptions made in the TCA study, we believe their production cost savings estimate is inclusive of congestion rent savings (when speaking of benefits to the WECC region as a whole).

· BPA needs to see an explanation of Henwood’s methods, data, and assumptions before we can verify or critique its results.  To date we have only seen 3 pages explaining their assumptions and nothing explaining their methods or describing their data bases.   Their results cannot be validated based on so little information.

BPA Response to Henwood’s Calculation of Costs

· BPA strongly disagrees with Henwood’s use of an average cost per MWh of existing RTOs in estimating total Grid West costs.  There is great variation in the cost of RTOs.  As demonstrated by the PPC analysis, these variations are not random, but are a function of each RTO’s services, policies, management, scope and history.  If Grid West were to reference ERCOT’s first year cost/MWh, we could expect an annual cost of $21 million, whereas if we were to reference CAISO’s cost we could expect an annual cost of $225 million.  The appropriate way to assess potential costs is to cross reference functions and institutional development approaches to other RTOs’ experience and derive a cost estimate tailored to our actual plans for Grid West.  The Structure Group has begun this task on behalf of the RRG, but won’t be able to complete it until our market design is complete.

· BPA and the other Filing Utilities are committed to managing costs to the lower end of the scale.  We intend to do so by taking our time designing markets that are right for the Northwest (for example, unlike the CAISO approach, the Grid West Beginning State would not require the application of financial transmission rights to manage congestion nor would it involve competition to serve retail loads).  By learning lessons from other utilities, using brownfield facilities, making use of already developed software, and designing governance structures with strong cost controls, Grid West will carefully contain costs to much lower levels than the Henwood weighted average carrying cost figure. 

· BPA disagrees with Henwood’s estimate of a 10% annual real cost adder to the Grid West estimate of costs.  There is no basis for this adder.  The Grid West stakeholders forum, the Regional Review Group (RRG), is considering BPA recommendations that would provide stakeholders a strong voice in assuring that Grid West manages its costs.    

What Are BPA and the RRG Doing to Estimate Costs and Benefits of Grid West?

· BPA is actively participating in Grid West forums to design and price an RTO.  

· The RRG’s Transmission Issues Liaison Group is taking a careful look at the functions that Grid West will serve and the cost associated with those functions.  

· The Consolidated Control Area group is also working on estimating and understanding the costs of providing those services.

· The Risk Reward Subgroup of the RRG has 3 sub committees which are taking 1) a careful look at existing transmission problems/costs in the region, 2) reviewing existing models for applicability to analyzing Grid West’s impact, and 3) reviewing costs and specific cost drivers of other RTOs.  

· The RRG and its Bylaws Subgroup is focusing on cost control mechanisms in the Grid West governance structure.  

These efforts are intended to yield a preliminary risk reward analysis prior to Decision Point 2, scheduled for the spring of 2005, the seating of a Grid West developmental board.

· BPA is developing internal capabilities for modeling the potential effects of Grid West on a state-by-state basis.  We will use this capability to conduct a detailed risk-reward analysis before we make a final decision to sign a transmission agreement with Grid West.  Grid West cannot become operational and offer services that would subject it to FERC jurisdiction unless, and until, BPA decides to sign such an agreement.  

