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I.

INTRODUCTION

Pursuant to the procedural schedule established by the presiding Administrative Law Judge and Rule 75 of the Commission’s Rules of Practice and Procedure, the California Power Exchange Corporation (CalPX) hereby files its Opening Brief in Phase 1 of this Rulemaking addressing certain issues related to the prices paid to Qualifying Facilities (QFs) by the utilities
 for energy pursuant to Public Utilities Code Section 390.  Under that Section, the Commission shall base short-run avoided cost (SRAC) energy payments on the CalPX “clearing price” if the Commission has first issued an order determining that “the independent Power Exchange is functioning properly” for that purpose (Section 390 (c)).  Among other issues, in Phase 1 of this proceeding, the Commission intends to adopt “the criteria for determining whether the PX is functioning properly for purposes of changing the SRAC-based energy payment” (Order Instituting Rulemaking, p. 14).
  
As discussed in detail herein, the CalPX endorses certain criteria recommended by various parties.  The CalPX also discusses the reasons that the Commission should reject certain other proposed criteria.  Finally, the CalPX will address cost recovery and implementation issues that are implicated by Section 390(d).

II.

CRITERIA FOR WHETHER THE CALPX IS FUNCTIONING PROPERLY FOR IMPLEMENTING SECTION 390 ARE DISTINCT FROM THE ANALYSIS OF THE BROADER ELECTRICITY MARKET


The Commission’s task under Section 390 is to determine whether the CalPX is “functioning properly” for purposes of basing payments to QFs on CalPX clearing prices.  That inquiry is a narrow one.  Specifically, the statute provides as follows:  

The short-run avoided cost energy payments paid to nonutility power generators by electrical corporations shall be based on the clearing price paid by the independent Power Exchange if (1) the commission has issued an order determining that the independent Power Exchange is functioning properly for the purposes of determining the short-run avoided cost energy payments to be made to nonutility power generators …

Calif. Pub. Util. Code, Section 390(c), emphasis added.

The narrow focus of the statute indicates that the Commission’s inquiry here is not an assessment of the functioning of the CalPX for all purposes.  In addition, a determination of “functioning properly” does not require a finding that the CalPX functions “perfectly” (Kritikson/CalPX, Exhibit 151, pp. 2-3; Exhibit 153, pp. 1-2; Stern/SCE, Exhibit 50, pp. 14-15).  

In applying the statutory directive, the Commission must distinguish between the “CalPX market” (or markets) and the broader electricity “market.”  A number of witnesses have suggested criteria for determining whether the broader market is functioning properly.  Such inquiry goes beyond the intent and scope of Section 390(c).  There are elements to the broader electricity market, including the operations of the Independent System Operator (ISO), that are still developing; however, such elements are generally external to the CalPX markets’ functioning and price determination (Kritikson/CalPX, Exhibit 151, p. 3; Exhibit 153, pp. 1-2).  As CalPX witness Kritikson explained, the overall market has not yet fully matured, and the transition period is only two years into its four-year duration.  The ancillary services market, retail demand-side options, dispatch of reliability must-run (RMR) units, and transmission rights are all evolving aspects of this young market (Id.).  Given the experimental nature of the new institutions, the broader restructured electricity market must be allowed a full transition period to develop (Kritikson/CalPX, Exhibit 153, p. 2).  Other witnesses also recognize that there is a distinction between the CalPX market and the broader electricity “market.”  For example, Office of Ratepayer Advocates (ORA) witness Linsey explained that the broader electricity market, as opposed to the CalPX itself, is still undergoing many changes (Linsey/ORA, Tr. 7/769).


In particular, characteristics of the transition period, such as the existence of the rate freeze for SCE and PG&E, affect the functioning of the broader market, but do not impair the fundamental operational integrity of the CalPX.  Load sensitivity to price and the significance of Reg. Must
 resources will also continue to evolve as the transition period unfolds.  As discussed further in Section IV below, however, it is unnecessary to adopt such broader market criteria in determining whether the CalPX is functioning properly for purposes of implementing Section 390.

III.

THE COMMISSION SHOULD ADOPT “FUNCTIONING PROPERLY” CRITERIA THAT ARE SPECIFIC TO THE CALPX


Parties have proposed a variety of features to determine whether the CalPX is functioning properly for purposes of Section 390.  The CalPX has endorsed the most useful of those criteria, in particular those that are easily measured and that parties can generally agree on their value and operating definition.  Those criteria are:  (1) prices based on homogeneous commodities; (2) anonymity of buyers and sellers; (3) prices based on demand and supply bids; (4) price and market transparency; (5) ease of entry and exit; and (6) effective monitoring and compliance.  Each of these criteria is discussed in detail below:

A. Prices Based on Homogeneous Commodities

For CalPX prices to be used for purposes of Section 390, it is necessary that the meaning of the price or prices be clear and definitive.  This, in turn, requires that the exact nature and conditions of the product being bought and sold are clearly defined; that is, that the prices are based on homogeneous products (Kritikson/CalPX, Exhibit 153, 

pp. 3-4; Branchcomb/IEP, Exhibit 4, p. 4).  Electricity is sold in CalPX markets for specific periods of time, such as Day-Ahead and Day-Of hourly blocks.  Each of the CalPX markets offers fully standardized, well‑understood products.  It is abundantly clear what is being bought and sold because the terms and conditions under which the trades are defined and offered are set forth in CalPX tariffs, protocols, and operating and information manuals.  By contrast, product definitions and contract terms in the bilateral market are subject to revision and vary from one contract to another leading to the concern that “one cannot determine the price of apples by observing just the price of oranges” (Kritikson/CalPX, Exhibit 153, p. 3).  This problem does not exist in the CalPX market because the commodities offered are well-defined and subject to a consistent set of terms and conditions. 

B.
Anonymity of Buyers and Sellers

The CalPX’s Day-Ahead Market equilibrates aggregate demand and supply curves, producing a single, market-clearing price for power that accounts for all of the preferences of the participants.  Because this process does not involve matching a particular buyer to a particular seller, it ensures anonymity (Kritikson/CalPX, Exhibit 151, pp. 6-7; Exhibit 153, p. 4).  

Anonymity of market participants in an exchange assures that all are treated equally, and they are not advantaged or disadvantaged by their standing in the market or by relationships among the buyers and sellers.  Anonymity mitigates the potential for gaming, self-dealing, or market manipulation (Kritikson/CalPX, Exhibit 153, p. 4).  In bilateral trading, the buyer and seller conduct one-on-one negotiations, which depends on relationships between buyers and sellers, as well as relative negotiating prowess, size, and financial strength.  This circumstance can lead to a number of problems.  For example, parties to proprietary contracts have an incentive to keep deal terms secret to avoid revealing competitive information.  In addition, one-on-one deals may result in substantial counter-party risk and create problems in the market if there are defaults (Kritikson/CalPX, Exhibit 153, p. 4).
  Also, if the number of traders is limited, bilateral trading in a wholesale market might lead to collusion (Id.).  Therefore, anonymity of buyers and sellers is an important element to ensure reliability and stability for the terms, conditions, and uniform treatment of market participants.

C.
Prices Based on Demand and Supply Bids

In the CalPX Day-Ahead Market, participants simultaneously submit demand and supply bids that determine a single, market-clearing price. This feature advances market efficiency and ensures market stability by offering the advantages noted earlier:  anonymity, reduced risk, and the determination of a single price (Kritikson/CalPX, Exhibit 153, p. 4).  This criterion is indicative of a workable market where the price that balances the market reflects the marginal supplier’s cost and the marginal buyer’s willingness to pay (Pappas/PG&E, Exhibit 52, p. 4).  Moreover, bids in the CalPX auction are fashioned so that the determination of an equilibrium price is all but guaranteed.

D.
Price and Market Transparency

Both price and market transparency are essential to determine that the CalPX is functioning properly for purposes of implementing Section 390.  A transparent market is not simply one in which the prices are visible and discoverable, but it is also one where the process of price determination is known (Kritikson/CalPX, Exhibit 153, p. 5).  In addition to the CalPX, a number of other parties described the importance of such price and market transparency (see, e.g., Stern/SCE, Exhibit 50, p. 15; Schelhorse/SDG&E, Exhibit 51, p. 3; Pappas/PG&E, Exhibit 50, p. 3; Branchcomb/IEP, Exhibit 4, pp. 5-6).  Price transparency means that accurate and reliable information about trading and pricing is available to the market at negligible cost, thus informing both participants and the public.  If prices are hidden, a market will reach an efficient solution only by accident (Kritikson/CalPX, Exhibit 153, p. 5).  

A number of policies and procedures must be present to ensure price and market process transparency (Kritikson/CalPX, Exhibit 153, p. 5).  Paramount among these are corporate structure, governance, and regulatory status.  The CalPX is a public benefit, non-profit corporation with a stakeholder Board of Governors comprised of a broad spectrum of consumer, utility, marketer, and generator interests (Id.).  As a result of its corporate structure, the rules governing its processes are not susceptible to changes that would reduce its efficiency or fairness.  Because the CalPX takes no position in the market, there is further assurance that there is an independent, fair, and equitable price determination process.  In operating its market, the CalPX stresses transparency of the process and the results (Kritikson/CalPX, Exhibit 153, p. 5).  Price results determined in the auction are transmitted in a timely fashion to participants, and later to the public (Id.). 

The CalPX is subject to full cost of service regulation by FERC to ensure that its rates, terms, and conditions of service are just and reasonable and free from undue discrimination (Kritikson/CalPX, Exhibit 151, p. 2; see also, CalPX FERC Electric Service Tariff 2).  This type of regulation subjects CalPX revenues and tariffs to FERC scrutiny and authorization, ensuring that the methodology for calculating market-clearing prices is fully open to the public.  

E.
Ease of Entry and Exit
Because market entry is key to competition and efficient market results, ease of entry and exit is particularly important to proper market function (Kritikson/CalPX, Exhibit 153, p. 5).  Reliable price signals will encourage participants and potential participants to buy or sell the product in question.  This criterion ensures that new participants, including start-up companies, can enter the market and that more capacity will also continue to enter the market.  

Large resources are not required for participation in the CalPX market because, for example, fees and credit requirements are scaled to the size of the participant’s trading (Kritikson/CalPX, Exhibit 153, pp. 5-6; see also, Branchcomb/IEP, Exhibit 4, p. 6).  The CalPX also eases entrance by offering both spot prices in the Day-Ahead Market and forward prices in its Block Forward Market, giving new entrants an open, transparent alternative to the bilateral market.
  

F. Effective Monitoring and Compliance
Restructuring the electricity market is a groundbreaking process that presents many challenges.  Particularly with the transition period only two years into its duration, effective market monitoring is needed to ensure market fairness and efficiency (Kritikson/CalPX, Exhibit 153, p. 6).  Without such monitoring mechanisms, with clear and visible monitoring and reporting obligations, producer and consumer interests may easily be compromised.  Accordingly, an institutionalized monitoring mechanism is an important foundational criterion to a fully functional market.  

The CalPX has two entities, the Market Monitoring Committee (MMC) and the Compliance Unit (CU), which were established by FERC to investigate market aberrations, to identify the need for structural changes to improve efficiency, and to detect behaviors that are detrimental to the integrity and efficiency of the CalPX markets (Id.; see also, CalPX FERC Electric Service Tariff 2, Schedule 5).  The MMC and the CU have access to the primary bid data from each of the CalPX participants.  If a problem arises, it can be identified and rectified.  If bidding is legitimate and competitive, that too can be determined and reported (Id.).  

It is important to distinguish process from results, however.  The ongoing findings and conclusions of the MMC, CU, or ISO’s market monitoring entities, which may identify areas for continued analysis or improvement, are important input.  These findings themselves, however, should not be criteria for determining whether the CalPX is functioning properly for purposes of QF payments (Kritikson/CalPX, Exhibit 153, pp. 6, 10, 13).  Market monitoring is a common aspect of commodities markets, and compliance activities are among the means by which the CalPX and ISO ensure efficiency.  The essential criterion for this Commission to examine, however, is whether effective monitoring and compliance mechanisms are in place to address necessary remedial measures that might be required relative to market operations to ensure fairness and efficiency (Id. at 6).

G. Adequate Liquidity
A number of witnesses propose that adequate liquidity be recognized as a criterion in this proceeding (Pappas/PG&E, Exhibit 52, pp. 3-4; Stern/SCE, Exhibit 50, p. 15; Schelhorse/SDG&E, Exhibit 51, p. 3).  The CalPX agrees that this is an important consideration.
  The CalPX market ensures that buyers can enter the market and purchase power, as long as they are willing to pay the market price.  Likewise, sellers are assured of being able to sell their generation at the same price received by all other sellers in the auction (Kritikson/CalPX. Exhibit 153, p. 7).  Adequate liquidity also mitigates the exercise of market power and makes the market less susceptible to large price swings in reaction to unexpected events (Pappas/PG&E, Exhibit 52, pp. 3-4).  

For this market to work efficiently - for the participants to have complete confidence in its results - there must be robust participation from a large number of buyers and sellers.  Nearly everyone agrees that the CalPX has a deep and liquid market (Kritikson/CalPX, Exhibit 153, p. 7).  It is very difficult, however, to measure the concept or to develop reliable indicators of liquidity (Id.).
  Thus, the Commission should proceed cautiously in considering this feature as a criterion to determine whether the CalPX is functioning properly for purposes of QF payments.  The CalPX does not necessarily oppose adoption of this criterion, but would point out that further clarification of how it should be measured is required.  That inquiry could be part of Phase 2 of this proceeding if the Commission adopts this criterion.

IV.

A NUMBER OF CRITERIA SHOULD BE REJECTED
AS REDUNDANT OR UNNECESSARY



Certain parties suggest criteria to be adopted that are either redundant or unnecessary.  Some of these criteria are unnecessary because they are more effectively addressed by adopting the criterion of effective monitoring and compliance.  Other criteria relate to the broader electricity market rather than the CalPX, and they are generally features whose effects will dissipate over time, particularly as the transition period unfolds.  

A.
Market Competitiveness/Absence of Market Power

ORA witness Linsey proposes that the Commission adopt a criterion that would require a near absence of market power (Linsey/ORA, Exhibit 100, p. 7).  Watson/CCC witness Beach recommends that market concentration and market share measures be adopted to screen for the “potential existence of market power” (Beach/Watson-CCC, Exhibit 3, p. 9).  These criteria are unnecessary.  As discussed above, one of the principle responsibilities of the MMC and CU is to monitor the market to detect anomalous market behavior,
 market design flaws, abuse of RMR status, gaming, and market structure flaws.  Therefore, to the extent that market power or anomalous or gaming behaviors are detected, the MMC and CU can take appropriate steps to investigate the activity and recommend any remedies that might be required.  For this reason, it is unnecessary for the Commission to separately undertake such an inquiry when current market mechanisms already tasked with this responsibility have access to the confidential bid data and tools to perform the necessary analysis.

Some witnesses advocating an absence of market power criterion point to the Second Report of the MMC, which states that at certain times during the first year of the new market, market power was exercised (see, e.g., Stern/SCE, Exhibit 50, p. 20; Second Report on Market Issues in the California Power Exchange Energy Markets, Prepared for FERC by the MMC; March 9, 1999).  This evidence simply demonstrates that the MMC is performing its intended functions.  It does not follow, however, that absence of market power should become a criterion for purposes of this proceeding.  One must also recall that this MMC report was based on the CalPX’s operations for less than one year (Kritikson/CalPX, Exhibit 153, p. 10).  The MMC certainly did not conclude that there was a consistent abuse of market power or that it existed for a significant period of time.  Nor did the report suggest that the isolated difficulties invalidated the auction pricing mechanism or systematically distorted average prices.  

The power market in California is not yet fully mature, which is why a four-year transition period was built into the design.  It would have been highly remarkable if the restructured electricity market had achieved all of its goals on opening day.  It was understood that there could be problems and difficulties in the market, particularly in the start-up phase of operation.  In large part, this is why the CalPX design incorporated a CU and MMC (Id.).  To determine whether the CalPX is functioning properly for purposes of QF payments, however, the Commission need go no further than to recognize the importance of active market monitoring and compliance.

Market concentration measurements proposed by Watson/CCC witness Beach to measure the potential for market power are entirely redundant if the Commission adopts the effective monitoring and compliance criteria discussed herein.  Beach’s 

recommendation should be rejected mainly because HHIs
 only identify the potential for the exercise of market power, as he even states (Beach/Watson-CCC, Exhibit 3, p. 9).  The MMC and CU, on the other hand, can use the actual confidential bid data in performing their analyses, which determine whether market power is in fact exercised, as well as the general competitiveness of the CalPX market.  There simply is no need for the Commission to engage in the inevitably contentious debates over HHIs for purposes of implementing Section 390.  

Witness Beach also argues that another indicator of market power would be the failure of the CalPX Day-Ahead and ISO real-time prices to converge within 20 percent of each other during certain hours (Beach/Watson-CCC, Exhibit 3, p. 15).  Reliance on such an indicator would be an unnecessary element of identifying market power because, as discussed above, the MMC and CU, as well as ISO’s monitoring entities, are in place to perform oversight to ensure that the markets are functioning efficiently.  Moreover, witness Beach has not presented sufficient analysis to demonstrate why these markets should converge as he proposes.  For example, he would need to account for inherent differences in product definitions (Beach/Watson-CCC, Tr. 6/668).  Nor is it apparent that he has accounted for changes in weather and unit and transmission outages that would obviously cause prices to be quite different.  SCE witness Stern concurs that a criterion based on average price convergence would not lead to an accurate measure of the proper functioning of the CalPX (Stern/SCE, Exhibit 53, pp. 8-9).  SDG&E witness Schelhorse also states that the fact that at some particular point in time the ISO’s imbalance energy prices deviate significantly from the final CalPX Day-Ahead prices has little bearing on whether the CalPX Day-Ahead Market is functioning properly (Schelhorse/SDG&E, Exhibit 51, p. 8).  He points out that perhaps ISO’s imbalance energy market is not functioning properly, that there may be ISO rules that discourage efficient arbitrage between markets, and that given the relatively small volumes traded in the ISO imbalance energy market, the imbalance energy prices exhibit much larger swings than the CalPX Day-Ahead Market (Id.).  
B. Effect of Zero Bids

CalPX supply that is from Reg. Must resources is required to be bid in at zero price pursuant to regulatory directive.  These resources include QF supply that the utilities bid into the CalPX.  Watson/CCC witness Beach proposes a criterion whereby the Day‑Ahead Market should clear at a price of zero in no more than 1 percent of all hours in the most recent 12-month period (Beach/Watson-CCC, Exhibit 3, p. 18).  This proposal should be rejected.  The presence of zero bids is not a “market imperfection” (Kritikson/CalPX, Tr. 7/797-98).
  In addition, SDG&E witness Schelhorse explained that Beach’s recommendation is “completely arbitrary and meaningless” (Schelhorse/SDG&E, Exhibit 51, p. 9).  

Furthermore, the effect of zero bids will diminish over time as Reg. Must resources decrease due to the expiration or buy-out of utility QF contracts (Kritikson/CalPX, Exhibit 153, p. 10).  New generators are entering the California market, thereby reducing the significance of the Reg. Must resources.  Moreover, if the QFs were to bid directly into the CalPX market, this could greatly reduce the amount of bids at zero (Id. at 11, 13-14).  In sum, the presence or amount of zero bids need not become a criterion for purposes of this proceeding because zero bids are a structural aspect of the market that is generally self-correcting over time as the regulatory constraints for the existence of zero bids are removed.

C.
Price Sensitive Demand Bids

A number of witnesses argue that the Commission should adopt as a criterion the existence of demand-side price sensitivity.  This criterion should be rejected because it is directly tied to the existence of the rate freeze for the utilities while they recover their stranded costs.  Once a utility’s rate freeze ends, it can be expected that prices, at least for larger customers, will be set in closer proximity to the movement of wholesale prices, and many such customers will find it economic to shape their load in response to price differences (Kritikson/CalPX, Exhibit 153, p. 8).  In addition, as the direct access market grows, price sensitivity for load is increased (Kritikson/CalPX, Exhibit 153, p. 9).  Finally, steps are being taken by the Commission to increase price sensitivity to demand (see, e.g., Resolution E-3650, Authority for SCE and PG&E Demand Responsiveness Programs).  

V.

THE COMMISSION SHOULD AUTHORIZE THE UTILITIES TO REIMBURSE THE CALPX FOR THE COST OF IMPLEMENTING SECTION 390(D)

Section 390(d) requires that the Commission remove the value of capacity in the clearing price paid to the generator.  The CalPX is not advocating any particular one of the multiple interpretations of that provision (Kritikson/CalPX, Exhibit 151, pp. 6-8).  The CalPX pointed out, however, a number of details that need to be clarified before this calculation could be made (Id. at 5).
  The Commission also needs to recognize that implementation of the section will require potentially costly software changes for the CalPX.  The utilities should therefore be authorized to fund the development and operation of software as needed for the CalPX to calculate the value of capacity (Id. at pp. 2, 9-11).

VI.

CONCLUSION

The question at hand, when implementing Section 390, goes to the functionality of the CalPX, as opposed to the functioning of the market overall.  The very existence of a transition period speaks to the Commission’s understanding that market maturity takes time and experience.  The CalPX urges the Commission to reject requests to assess the functionality of the CalPX by looking for flaws in the still developing market.  Instead, the CalPX recommends that the Commission adopt the following criteria for determining 

whether the CalPX is functioning properly for purposes of Section 390:

1. Prices based on homogeneous commodities;

2. Anonymity of buyers and sellers;

3. Prices based on demand and supply bids;

4. Price and market transparency;

5. Ease of entry and exit; and

6. Effective monitoring and compliance.

7. The CalPX does not object to including an assessment of liquidity as one of the criteria, but because it is difficult to measure, it may merit further consideration in Phase 2.

Dated this 1st day of June, 2000, at Pasadena, California.
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� “Utilities” refers collectively to Pacific Gas and Electric Company (PG&E), Southern California Edison (SCE), and San Diego Gas & Electric Company (SDG&E).


� In Phase 2 of this proceeding, the Commission will apply the criteria adopted in Phase 1 to determine whether the CalPX is in fact functioning properly for purposes of implementing Section 390.


� Reg. Must refers to Regulatory Must-Take and Regulatory Must-Run resources that are bid into the CalPX at zero price pursuant to regulatory directive.  


� As was seen in the Midwest during the summer of 1998, counter-party default can destabilize a market (Kritikson/CalPX, Exhibit 153, p. 4).


� It is nearly impossible for the supply and demand curves not to intersect due to the structure of the CalPX bidding rules.  Each participant’s supply or demand bid curve is a set of price-quantity coordinates that usually create a piecewise linear curve.  At least one set of coordinates must contain a price of zero and one set must contain a price of $2,500/mwh.  Thus, the supply and demand curves are virtually assured to intersect (Kritikson/CalPX, Exhibit 151, pp. 6-7; Exhibit 153, p. 4).


� The CalPX currently has 74 participants, and as the market matures, further entry is expected (Kritikson/CalPX, Exhibit 153, pp. 5-6).


� As witness Kritikson explained, liquidity is the ease with which a commodity can be bought and sold (Kritikson/CalPX, Exhibit 153, p. 7).


� Although Watson/CCC witness Beach refers to “market thickness and liquidity” as a criterion, he indicated that he was not referring to volumes or number of transactions in the market, or to the buying and selling of the commodity.  Instead, he was referring to the potential effects of zero bids on the CalPX price (Beach/Watson-CCC, Tr. 6/668-69).  See discussion of zero bids at Section IV.B.


� Including, but not limited to, withholding of capacity, unexplained re-declarations of the availability of resources, unusual transactions, bidding patterns not consistent with market conditions, and unusual activities associated with imports and exports of energy (California Power Exchange Corporation Market Compliance Unit, Annual Report to FERC, July 30, 1999, p. 11). 


� The Herfindahl-Hirshman Index is a measure of the level of concentration in an industry.


� Zero bids might also be analogized to “market orders,” which are common features of commodities and securities markets.  A market order is an order to buy or sell some quantity at whatever the market price is.


� Further clarification is required regarding which clearing prices to use (e.g., Day-Ahead, Day-Of).  In addition, CalPX prices paid by participants often differ from the unconstrained market clearing price due to transmission constraints.  Prices when there is congestion are known as zonal, and they can occur in both the Day-Ahead and Day-Of markets.
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