Preliminary Thoughts/Reactions to Snohomish PUD cost benefit study:

Based on “Executive Summary:   Study of Costs, Benefits and Alternatives to Grid West” by Henwood Energy Services, September 13, 2004
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Please keep in mind that the only Snohomish document we have to study at this point is a 9 page executive summary with little in the way of tables and only summary descriptions of methods and data sources.  

A:
Analytical Differences between TCA and Henwood studies:

1. The primary quantitative differences between the benefits estimated in the TCA study ($410 million/year) and the Henwood Study ($78 million/year) derive from the following differences in modeling techniques/assumptions:

a. Henwood did not consider the “congestion rent savings” of $171 million cited by TCA .  Henwood only considered production cost savings.  Given the assumptions of both studies (a regional analysis where transfer payments net to zero) BPA and the RRG’s risk reward group have all agreed that the Henwood approach is correct.  The congestion rent savings that TCA found, which went beyond production cost savings were probably the result of an analytical flaw.

b. Henwood modeled pancaked rates under the status quo differently than did TCA.  Henwood did not assume that 100% of transmission schedules face pancake rates, TCA did.  For reasons too complex to address here, having to do with the fact that with both methods the marginal resource does face pancaked rates, this difference probably did not affect estimates of benefits from reduced pancaked rates – TCA estimated the benefits of unpancaking to be about $62 million/year.  It is likely that the bulk of Henwoods $78 million derives from unpancaking (given assumptions made about plant maintenance and operating reserves).

c. Henwood made very different assumptions about the status quo accessibility of hydro resources for use in reserves.  This had a significant effect on the expected benefits as TCA found $150 million in production cost savings resulting from more efficient use of reserves, mostly derived from hydro carrying a larger share of reserves in an RTO world.   It seems that TCA did not fully include the benefits of our current reserve sharing agreements.  Given Henwood’s different assumptions, it is likely that little benefit was derived in their model from the improved efficiency of reserves marketing.

d. Henwood made different assumptions about the way that plant maintenance is scheduled in the status quo.  Henwood used actual data on maintenance schedules and compared them to the maintenance schedules their optimized model generated.  They found them to be nearly identical and thus recorded no savings derived from improved maintenance schedules.    In the status quo, TCA assumed that maintenance was optimized to the characteristics of a specific control area, then in the with RTO case optimized maintenance on a regional basis.  TCA’s estimated maintenance benefits were $27million/year.  Henwood found no benefits.

2. The primary differences in cost estimates between the two studies (TCA estimated $127 million/year, Henwood estimated $221 million/year) are as follows:

a. Both studies based their cost estimates on a weighted average cost/MWh of operating ISOs/RTO’s.  TCA did the research for their study.  Henwood relied on the PPC’s comparison of RTO costs.

b. Henwood used cost data available in 2004, TCA used data available in 2002.

c. Henwood escalated their initial estimate of $184 million to reflect the cost growth trends they anticipate, yielding a cost of $221 by 2006.  

B. Critique of Results

1. Both Henwood and TCA use inadequate methods to estimate costs:

Henwood and TCA used gross average estimates of cost/MWh in other systems to estimate the cost of operating and RTO in the Northwest.  They made no adjustments for differences in functional scope, cost changes to participating utilities, potential offsets that could be gleaned from good management, etc.

BPA believes that these costs can be managed.  Indeed, the PPC cost figures reflect this.  ERCOT operations started at a cost of about $.07/MWh – the equivalent of about $21 million/year using Grid West’s anticipated energy figures.  CAISO, on the other hand, had costs that were an order of magnitude larger than ERCOTs– their start up cost/MWh was around $.80/MWh which would translate to about $225 million/year for Grid West.  Bonneville and the RRG have been doing everything in their power to understand and manage costs so they stay nearer to the bottom end of this spectrum.  

· Carefully designing the Grid West functions so they meet the Northwest’s needs while minimizing costs.  The Structures group is currently employed to help the RRG do this and they are charged with linking functions to costs, based on national experience, once the rough Grid West market design is complete.

· Carefully designing bylaws, engaging national experts in public management to assist, so that cost and local control can be maintained.  

2. Henwood does not recognize the significant range of potential unquantified benefits of Grid West.

In addressing Grid West benefits not quantified by this study, Henwood only mentions potential reliability improvements.  They go on to suggest that this one benefit is probably insignificant or is, in fact, a cost.  This is unrealistic.  The true benefits of restructuring are not primarily linked to the dispatch benefits associated with unpancaking transmission cost recovery rates.  Many other local, national, and international studies have recognized the following potential benefits:

· Benefits associated with moving beyond contract path scheduling (increased ATC, postponed need to build new transmission, etc.) to a more streamlined scheduling and redispatch method.  

· The positive long term effects that more rational transmission pricing has on the efficiency of generation.

· The positive effects that Grid West might have on the efficiency, ease, and fairness of transmission planning.  

· Benefits associated with improved regulation of the system.

Additionally, Henwood’s suggestion that reliability benefits might actually be costs is not well argued.  The ’03 blackout was not blamed on markets, MISO was not able to  control the blackout it because it was too weak of an ISO.  The Blackout report suggested that mandatory reliability rules would help fix the reliability problems, not the elimination of RTOs.  

3. The executive summary says there is an absence of any “current or complete analysis of the costs and benefits of the Grid West Proposal . . . Snohomish engaged Henwood to fill this gap. . .”.  

· The Henwood study addresses the exact same issues that the TCA study did.  The study was not adjusted to account for the Grid West market design (as opposed to RTO West) nor did the authors make any attempts to adjust its cost estimates to reflect Grid West market design decisions.  With no further analysis of the benefits unquantified by the TCA study, the Henwood study cannot be claimed to be any more complete than the original.  The only information that is more current is the cost information, which Henwood fails to analyze (and perhaps some of the load data, which isn’t yet available for critique).  The only difference between the studies are in assumptions and methods.  Thus it does not look like this study fills any gaps or sheds any significant new light on the potential  costs  and benefits of Grid West. 

· The RRG in the guise of the Risk Reward Group fully intends to conduct a preliminary analysis of Grid West benefits prior to Decision Point 2 (seating of the developmental board).  This analysis is scheduled for Decision Point 2 because Grid West’s market design will not be complete until then, and we do not believe we can address the costs and benefits until that design is further specified.  In a role-call vote of the Risk Reward Group (which included WUTC’s Dick Byers, Linc Wolverton, Lon Pters, and Snohomish’s Mike McMahon) 100% agreement was expressed for this timing and goal.  

