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Testimony of Scott Logan for the Office of Ratepayer Advocates

Summary and Recommendations

The prepared testimony and analyses submitted to date show that the proposed Los Banos-Gates project is no longer needed for reliability and not cost-effective at this time. ORA agrees with the report of the Energy Division and the ISO’s testimony that had the project been in place during the period of 2000-2001 it probably would have had substantial reliability benefits and resulted in reduced energy costs. However, that was the most unusual period in recent history with its unexplained reductions in available generating capacity and extreme prices. The CPUC should not use the reduced generation ability or high prices of that period as a basis for evaluating future transmission projects. 

Since that time, there have been critical changes that dramatically reduced the value of the Los Banos-Gates project. First, there has been a large amount of new generation built in northern California that reduce the need for and value of larger imports of electricity from southern California over Path 15. In particular, this new generation has so reduced the reliability benefit associated with Los Banos-Gates that the ISO does not even quantify that benefit in its September testimony. Second, electricity prices have dropped as FERC has imposed price caps, thereby reducing the price-dampening value of Los Banos-Gates in the future. Third, the existence of the DWR long-term contracts reduces PG&E ratepayers’ exposure to the spot market, again reducing the potential benefits associated with this project.

The project would cost approximately $330 million. These costs would directly or indirectly largely have to be paid by PG&E and other IOU ratepayers through ISO transmission tariffs. The analyses presented to date do not demonstrate $330 million of benefits. We also note that construction of this line will not add a single kW of new generation to the state. For these reasons, ORA recommends that the Commission reject PG&E’s application. We believe that constructing the Project for economic insurance would not be prudent, until all reasonable options that could alleviate Path 15 congestion are exhausted. The Certificate of Public Convenience and Necessity (CPCN) should not be granted at this time.

If the Commission decides to approve the CPCN at this time, a cost cap of $330 million should be adopted, with conditions that would provide an incentive for PG&E to minimize actual expenditures.

Background

The Los Banos to Gates 500 kv transmission line project would upgrade the section of PG&E system known at Path 15, which stretches for about 90 miles between two substations in the San Joaquin Valley. The Project was originally proposed in 1986 by PG&E as part of the larger California-Oregon Transmission Project (COT Project), and was seen as necessary by PG&E to move cheap hydroelectric power from the Pacific Northwest south to Southern California Edison Company (Edison) and San Diego Gas & Electric Company (SDG&E), proposed participants in the COT Project. At the time, Edison, SDG&E, and the Transmission Agency for Northern California disputed the need for the Los Banos-Gates Project.

Thirteen years later, the Los Banos-Gates project surfaces again, but this time to serve a substantially different purpose. No longer is there discussion of large amounts of inexpensive PNW hydropower that can be brought into southern California. Instead, the current perceived need is for expanded transmission capacity south to north into PG&E’s service territory. This is a new perceived need for this project. In the discussion of need for the project contained in TANC’s 1988 Draft Environmental Impact Report submitted by PG&E in April as part of its current application, there is discussion of need for the Los Banos-Gates project to give PNW generators better access to the California market, but there is no mention of the need for LB-G to bring power from southern California north.
 
On February 13, 2001, the CPUC Energy Division issued a report on transmission constraints in California and their impacts of system reliability and electric prices.
 In that report, the Energy Division identified constraints on Path 15 between northern and southern California as a major factor affecting system reliability and resulting in unnecessarily high electric prices. In response to this report on March 29, President Lynch issued an Assigned Commissioner’s Ruling in the “Transmission OII” (I.00-11-001) that stated in part: 

Over this past year, it has become increasingly clear that constraints on the transmission of power between northern and southern California have compromised electric reliability and the ability to dispatch lowest cost power. The Energy Division's report on transmission constraints identified constraints on Pacific Gas and Electric Company's (PG&E's) Path 15 as the transmission constraint on PG&E's system that contributed most to "major reliability problems in the past year" and "likely to continue to cause problems in 2002."… Further, that while new generation resources may have an impact on the cost-effectiveness of transmission system upgrades, the volatility of wholesale electricity markets suggests that relieving constraints on major transmission paths is an economic insurance policy. (Id., p. 12) I am concerned that the Commission act expeditiously to evaluate the need for, and environmental impacts of, relieving this transmission constraint.  

In that Ruling, President Lynch ordered Pacific Gas & Electric Company (PG&E) to file the present application.

Studies that Reviewed the Past Need for this Project

Historically, during periods of low hydoelectric generation availability, PG&E draws on resources from Southern California to meet customer demand in its service territory. At certain times, and due to a number of factors, the transfer capability of Path 15 between the zone south of Path 15 (SP15) and the zone north of Path 15 (NP15) reaches its limit before all available electrical resources can be moved between the zones. Congestion occurs, causing power shortages, increased prices, or both in the PG&E control area. 

Earlier this year, during the height of the energy crisis (Jan-Mar), congestion occurred on Path 15 on a regular basis. Though it was the middle of winter when demand was low, generation resources proved to be scarce. Hydroelectric resources are typically at low capacity during this period, and independently-owned gas-fired units were either on scheduled maintenance, emergency repairs, or unavailable at the owner’s discretion.  Some observers believe that generation owners were deliberately withholding supply to increase market prices, thereby exerting “market power.” Regardless of the cause of the supply shortage, the ISO was forced to call a Stage 3 emergency, which is defined as the point where operating reserves are so low that rolling blackouts are eminent, nearly every day. The Path 15 “bottleneck” was widely reported in the media, and became well known to consumers and policy makers. 

PG&E’s estimates the total cost of the Project (preferred alternative) to be $330 million. The Project would add 1500 megawatts (MW) of power transfer capability to Path 15. Construction could be completed by summer 2004, if the CPCN is approved by early 2002, according to PG&E.

The initial focus of both the CPUC Energy Division and the Independent System Operator (ISO) staff was on studying what impact transmission congestion along Path 15 had on reliability and electric prices during recent past periods. The Energy Division in its report reviewed the December 2000 through January 2001 period and the ISO in its April 2001 study reviewed the period from September 1, 1999 and December 31, 2000. Both the Energy Division and the ISO staff concluded that under the circumstances of very limited northern California generation, a dry hydro year, and extremely high prices, greater transmission capacity along Path 15 would have been of high value.

ORA does not dispute the findings of either the Energy Division or the ISO regarding what the historic value of increased Path 15 capacity might have been. No doubt they would have been high. However, ORA insists that the question before the Commission is what is the future value of increased Path 15 capacity given conditions in the future as best the CPUC can forecast. 

Studies that Reviewed the Future Need for this Project
For the first time in our experience, the applicant, PG&E, has declined to present any testimony in support of the position that the Los Banos-Gates project is either needed for reliability or is cost-effective. Instead, PG&E defers to the ISO’s studies on these questions.

The ISO presented two studies addressing the economic justification for the Project. The first study (Attachment 3 to the ISO testimony), assumes that the generation market will be competitive in the future, leading the electricity prices that reflect marginal costs, and supply that is unconstrained by market manipulation.. The results of this study show that the annual benefits are greater than the costs if 1) drought conditions exist, and 2) a low level of new generation develops NP15. In the scenarios where average hydro year conditions are assumed, the annual benefits of the line are less than the cost, regardless of the level of new generation development NP15. The results of this study show that the Project is not a cost-effective investment for ratepayers unless there are a greater number of years with drought conditions in the future than there are years with average hydro conditions.

The second study (Attachment 4 to the ISO testimony) assumes that suppliers will exercise market power in the future, leading to market prices well above the marginal cost of supply. This study also tests scenarios with and without 1) the long-term contracts executed by the Department of Water Resources (DWR), and 2) existing firm transmission contracts. The study tested 24 scenarios in total, with 18 cases showing the annual benefits greater than the annual costs, and 6 cases showing the Project would not be a cost-effective investment. However, many of the assumptions embedded in the 18 cost-effective cases are unreasonable, and the results should not be considered robust. Upon careful review of the results, this study is very similar to the first study, that is, the cost-effectiveness of the Project is largely driven by the number of drought years assumed in the future. We believe that more drought years need to occur than average hydro years for the Project to be proven cost-effective, using reasonable assumptions.

The ISO Study  Number 1

The ISO conducted Study 1 (Attachment 3 to the ISO testimony) by using a simulation model to estimate the generation production costs of the ISO Control Area with and without the Path 15 Upgrade in the study year, 2005. The primary economic indicator, termed “energy cost to load” by the ISO, measures the increased market clearing prices due to congestion on the transmission path. The path upgrade tends to reduce congestion, thereby decreasing the market clearing prices for energy. The second indicator is the “re-dispatch cost.” This indicator reflect the benefit of serving loads based on resource bids. The energy cost to load indicator dominated the benefit calculations in Study 1. 

The key assumption of Study 1 is that there is a competitive generation market. Generators are assumed to bid their actual marginal costs. During periods of no congestion, market prices will reflect marginal costs. During periods of congestion, different market clearing prices will appear in the three ISO control area zones (NP15, SP15, and Zonal Path 26). The transmission upgrade will reduce the impact that congestion has on the market clearing prices. 

The ISO obtained the majority of the model input assumptions from the California Energy Commission (CEC), including loads, imports, fuel prices, unit operating characteristics, and plant retirements. The ISO developed three scenarios for new generation development, based on current CEC  information and judgment. The ISO also developed several hydroelectric scenarios, ranging from average year (2000) to drought year (64 percent of 2000). Finally, the ISO used its own assumptions for transmission constraints and Reliability Must-Run (RMR) requirements. 

The Study 1 results show that under drought conditions, and a low level of new generation development, the energy cost to load benefit of the Project is $83 million, and the re-dipatch cost benefit is $9 million, totaling $92 million in annual benefits. In the scenarios that assume average hydro conditions, the annual benefits total  $3 million or less, regardless of the level of new generation assumed.

The hydro assumption drives the results. Whether a low, medium, or high level of new generation marterializes NP15 by the year 2005, significant benefits are derived from the Project only if drought conditions exist. The benefits under average hydro conditions range from $3 million to negative $7 million.

The ISO does not estimate the annual costs of the project, and does not provide a net benefit calculation in the Study. Using a levelized cost factor of 15 percent, a reasonable estimate of the annualized costs for the Project is $50 million ($330 million times .15). The only scenario in Study 1 where the benefits are greater than the costs is the drought/low generation scenario ($92 minus $50 million, or $42 million in net benefits).

When adverse assumption about generation development is maintained, but the hydro assumption switches from drought to normal conditions then costs far outway the benefits ($3 million minus $50 million, or -$47 million in net benefits).

If you assume a one year in ten drought year, as Study 1 does, the negative net benefits accumulated in the average hydro years are far greater than the positive net benefits accumulated in the drought years. Put another way, for every five years of average hydro conditions, you would need six yeas of drought conditions for the Project to accumulate positive net benefits.

The ISO Study Number 2

The ISO’s second study (Attachment 4 to the ISO testimony) extends the basic framework of the first, but tests certain key assumptions about California’s electrical supply. The key assumption of Study 2 is that generators will exert market power in the future, creating an increasing cost to load. The Path 15 upgrade is viewed as a market power mitigation tool in this study.

The Study also tests scenarios 1) with and without DWR’s long-term power contracts, 2) with and without existing firm transmission contracts, and 3) the hydro and new generation sensitivities tested in Study 1.

Study 2 examined 24 scenarios, and 18 of those show positive annualized net benefits. However, careful consideration of the assumptions built into these scenarios must be made. First, the 12 scenarios which assume that the DWR contracts will not be available should be ignored. It is not reasonable to expect that the state agency currently responsible for electricity procurement would lose access to firm power contracts without other resources to replace those contracts. Second, the six of the remaining 12 scenarios that exclude existing firm transmission contracts should be ignored. It is unreasonable to assume that the underutilitization of these transmission rights which has occurred in the past, creating “phantom congestion,” could not be alleviated in the future by the ISO and FERC through market redesign efforts. That leaves six scenario for consideration, three assuming normal hydro conditions, and three assuming bad hydro conditions. 

Under the medium new generation scenario, including the DWR contracts and the existing firm transmission contracts, average year benefits total $31, and drought year year benefits total $62 million. Using the same levelized cost factor (15%), the positive net benefits of the drought years do not come close to catching up with the negative net benefits within a ten year period.  Put another way, for every five years of average hydro conditions, there would need to be eight years of drought conditions for the Project to be cost-effective in the long-term.

There is one scenario in Study 2 that warrants consideration. The scenario under normal hydro conditions, and including the DWR contracts and existing firm transmission contracts, and a low level of new generation NP15, shows annual benefits of $69 million, or a positive net benefit of $19 million per year. The major drawback of this result though (as with all the results in Study 2), is that nearly 100 percent of the benefits are derived from the cost savings to NP15 due to the market power mitigation effects of the Path 15 Upgrade. That is, we must assume that other market power mitigation measures undertaken by the ISO must fail for the Project to be cost-effective.

Summary of the ISO Study Results

The studies performed by the ISO show that under competitive market conditions, the Path 15 Upgrade is not cost-effective unless bad hydo conditions occur in more years than normal hydro conditions. This conclusion is inconsistent with the ISO’s own assumption of a one-year-in-ten probability for bad hydro conditions.

Under conditions where wholesale generators excersise market power, eight of the 12 scenaios tested under normal hydro conditions show positive annual net benefits, while four of 12 show  negative annual net benefits. However, only three of the 12 scenarios contain assumptions which we believe are reasonable, and only one of those three shows a positive result ($19 million annual net benefits).

Although the Project Would Provide Some “Insurance” Against Future Woes, the $50 Million/Year Premium Is Too Expensive

In her March 29 Ruling, President Lynch paraphrased the Energy Division report and wrote that:

the volatility of wholesale electricity markets suggests that relieving constraints on major transmission paths is an economic insurance policy.

This is a valid point, but does not by itself resolve the question facing the Commission. One buys insurance only when the cost of the premium (in this case the $50 million annual revenue requirement) is relatively small compared to the cost of the events feared. In this case, the cost of the insurance is far too high for the minor benefits provided.

The ISO staff studies also cite the “insurance” value of the project. To make this expensive insurance look like a bargain, the ISO staff have to paint a particularly bleak picture of the future of electricity in California.
 We find that the assumptions about the future the ISO staff make are unreasonably negative.

In their studies and testimony, the ISO staff do not assign any probabilities to the outcomes depicted in the scenario analysis. However, their discussion gives great weight to the those scenarios and associated assumptions which create conditions that make the Project economically justified. Additionally, they argue that the Project provides “added insurance” against high prices due to low generation development or elimination of DWR’s long-term contracts. 

The ISO staff assume that any current reduction in market power abuse is temporary. They also assume that FERC is likely to lift its current cost caps and that no other ISO action other than constructing new transmission lines can curb market power.
  The ISO seems to throw up its hands at the inevitable return of market power and its ugly impact on the California elecrtrical system. We don’t accept the notion that the FERC would abandon the market power mitigation measures currently in place simply because the timetable says those measures should expire next year. It is more reasoable to assume that the FERC would be cautious, will listen the parties such as the ISO and the PUC, and would relax the market mitigation measures only if it was evident that the market was ready and that consumers were protected.

The ISO staff also stresses the risk of drought in California and it associated low hydroelectric generation.
 ORA agrees that droughts are real events, but by definition the 1 in 10 year drought scenario the ISO staff model is likely to occur on average only once every ten years.
 The ISO staff did not include any analysis that weighted the relative infrequency of such drought conditions compared to average and wet years.

The ISO staff’s approach to the “phantom congestion” created by current regulations regarding  existing transmission contracts (ETC’s) also appears inappropriately pessimistic:

FERC has required the CA ISO and the existing Participating Transmission Owners (Participating TOs) to honor all ETCs.  Many ETCs give their rightsholders scheduling rights up to 20 minutes prior to transaction times; some ETCs even allow rightsholders to schedule up to the transaction time.  As a result, the transmission capacity associated with ETCs is unavailable to Market Participants, until 20 minutes prior to transaction time.  Since all other Market Participants must submit Hour-Ahead Schedules to the CA ISO two hours prior to the hour in which a transaction occurs, Market Participants cannot utilize any ETC capacity that may become available 20 minutes prior to an hour.  While FERC has on several occasions asked questions about its policy of honoring ETCs, to date it has maintained the policy.  (Id. at 9)

The issue concerning existing transmission contracts sounds like case of everybody agreeing that there is a problem while everybody stands around and does nothing about it. We are confident that the FERC and the ISO can figure out a way to avoid the “phantom congestion” created by the underutilitization of ETCs. It makes no sense that assume that a regulatory failure will persist for such an identifiable problem. Similar to the market power assumption, we believe that all scenarios that exclude the ETCs should be ignored.

The ISO staff recognize that that the cost-effectiveness of this project is highly sensitive to assumptions about future generation development in northern California.
 Again, the ISO’s assumptions seem unreasonably biased in a way that favors this project: 

The CA ISO has no reason to believe that new generation is more likely to develop north or south of Path 15.   However, there is a high degree of uncertainty associated with the development and location of new generation.   Thus, upgrading Path 15 provides added insurance against potential high costs if for some reason that cannot be predicted at this time, a low level of new generation develops north of Path 15.  (Id. at 12)

The ISO seems to assert that policy makers have no ablility to encourage new genertion development NP15. The California Power Authority is now operational, and has expressley stated that new generation NP15 will be given greater weight than SP15 generation in its selection process. Additionally, the Commission has opened a new Rulemaking (R.01-10-024) with the goal of getting the utilities back into power prucurement activities by 2003. It’s logical to assume that PG&E will have the ablility and likely the incentive to focus on power pucurement at NP delivery points to meet system needs. It is evident that these two state agencies are highly sensitive to the NP problem, and we believe they can successfuly address the problem by encouraging more new generation NP than would otherwise materialize.

And finally, on the issue of the DWR long-term contracts, the ISO states:

We believe that if the contracts prices are deemed to be substantially higher than prevailing market prices over the next few years, the State may seek to terminate or renegotiate the terms of the contracts.  We have no information to suggest whether or not this is likely.  Nonetheless, if the contracts are not in place, the benefits of added transfer capability over Path 15 are substantially higher.  Thus, an added benefit of upgrading Path 15 is as a hedge against higher prices if the long-term contracts secured by the State are no longer in effect in 2005.  (Id. at 12)

It is unreasonable to assume that each issue will have a bad outcome as comtemplated in the ISO’s testimony. We don’t believe that California’s electricity future is so bleak. The following section address these issues. It is nearly inconceivable that CDWR and generators will simply “give up” on the contracts because current spot market prices are below the contracted prices. The state expended a tremendous amount of effort and resources to secure firm power commitments from suppliers at a time when the regulated utilities were unable due to financial problems. While it has been reported, and it is possible that renegotiations may take place, it is difficult, if not impossible, to imagine that DWR wouldn’t ensure that resources would be available from the market to replace any contracts that are voided. Our view is that all scenarios where the ISO excluded the DWR contracts should be given very little weight.

Reliability

We note that President Lynch paraphrased the Energy Division report in her March 29 Ruling that:

Path 15 [w]as the transmission constraint on PG&E’s system that contributed most to “major reliability problems in the past year” and [was][ “likely to continue to cause problems in 2002. (“Relieving Transmission Constraints, February 13, 2001, page 9)

 Notwithstanding the above observation about historic reliatiliby problems, the ISO staff testimony presents no analysis arguing that the line is needed for reliability purposes. There is no assertion by the ISO that the Path 15 Project is needed to meet the reliability criteria as defined by the ISO, the Western Systems Coordinating Council (WSCC), and the North American Electric Reliability Council (NERC). ORA understands the reliability benefits associated with this proposed project to have largely disappeared with the construction of new generation in Northern California that render it much more unlikely that transmission capacity on Path 15 will in the future be the determinant of whether northern California experiences any future blackouts.

We have reviewed and critiqued the ISO’s filing for what they state it is – an economic analysis of a proposed transmission upgrade. Based on that economic analysis, the Path 15 Upgrade is not economically justified.

PG&E’s Cost Estimates

PG&E’s filing presents costs estimates for the two alternative routes for the Path 15 Project. PG&E’s preferred alternative is estimated at $330 million total project costs. ORA has not performed a reasonableness review of these estimates at this time. We recommend that if the CPCN is approved, that the following conditions apply:  1) all actual project expenses be subject to a reasonableness review, 2) a cost cap of $330 million be adopted, and 3) a performance incentive be provided to PG&E which allocates cost savings between ratepayers and shareholders.

Alternatives to  Rejecting the CPCN

Based on the record to date in this proceeding, ORA recommends that the Commission not approve the CPCN. PG&E could be ordered to present its own studies, or jointly sponsor the additional studies. (As noted earlier, PG&E has provided no opinion on the economic analysis submitted.) Further, PG&E could be ordered to submit studies describing how the recent Memorandum of Understanding (MOU) with the Western Area Power Administration (WAPA) and several other potential project participants would reduce ratepayer costs associated with this project. 

Qualifications and Prepared Testimony

of

SCOTT LOGAN
Q1.
Please state your name and business address.

A1.
My name is Scott Logan.  My business address is 505 Van Ness Avenue, San 

Francisco, California 94102-3298.

Q2.
By whom are you employed and in what capacity?

A2.
I am employed by the California Public Utilities Commission as a Regulatory 

Analyst in the Office of Ratepayer Advocates (ORA).

Q3.
Please describe your educational and professional experience.

A3.
I graduated from San Francisco State University with a BA in Economics.  Since   

            joining the Commission in 1986, I have prepared various reports and testified 

numerous times as an expert witness before the Commission.  My areas of expertise include demand-side management, resource planning, utility systems, and affiliate rules. Since November of 2000, I have been ORA’s project coordinator in the Transmission Constraint Proceeding, I.00-11-001.

Q4.
What is your area of responsibility in this proceeding?

A4.
I am sponsoring ORA’s Report on the Path 15 Project

Q5.
Does this complete your testimony?

A5.
Yes, it does.

� DEIR p. 1.2-1. Interestingly, one benefit of the COTP/Los Banos-Gates projects identified in the DEIR was the deferral of the construction of new generation (DEIR p. 1.1-3), a goal presumably no longer endorsed by PG&E or the ISO!


� “Relieving Transmission Constraints” prepared by the CPUC Energy Division, February 13, 2001.


� “We believe that it is very plausible to assume that if suppliers have the ability to exercise market power they will do so; that drought conditions will materialize with a one-in-ten year probability, as they have in the past; and that unused ETC capacity for unexpired ETCs will continue to be constrained from full utilization.  In addition, we believe that there continues to be significant uncertainty about whether and where new generation will materialize.  Finally, we believe that it is possible (although not necessarily likely) that the State may seek to renegotiate or terminate long-term contracts that it has secured.” (Testimony of Armando Perez, Stephen Thomas Greenleaf, and Keith Casey, p.7.)


� “While current measures adopted by the Federal Energy Regulatory Commission (FERC) have somewhat curbed the ability of suppliers to continue the practice of bidding significantly above their costs, FERC has indicated that these measures are of a temporary nature.  Accordingly, the CA ISO believes that it is necessary and prudent to put into place the infrastructure necessary to permanently diminish the ability of suppliers to exercise market power in California, such as upgrading Path 15”.  (Id. at 9)


� “The benefits of a Path 15 upgrade are most significant in drought hydro conditions.   Drought hydro conditions are a recurring phenomenon in the West: the drought conditions modeled in the CA ISO studies have a one-in-ten year probability of occurring.   There is no question that there will be drought years in the future that will affect the California electricity market; the only real question is when these will occur.  Moreover, there is a possibility of more than one drought hydro year in a row.  In these circumstances, the benefits of upgrading Path 15 would become particularly significant.” (Id. at 9)


� We note that although the ISO conducted sensitivity analyses for various hydro conditions, none of it analyses assumed greater than average hydro generation even though, by definition, such years would occur nearly 50 percent of the time.


� “The economic benefits of upgrading Path 15 vary significantly depending on the extent and location of new generation development.   If little generation develops north of Path 15, upgrading Path 15 becomes particularly economically attractive.  Upgrading Path 15 is far less economically beneficial if substantial new generation develops north of Path 15.” Id. at 12.








PAGE  

