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SUBJECT:  Briefing Memorandum for April 8, 2003 Hearing, “California Electricity
Markets: Refunds and Reform”

On Tuesday, April 8, 2003, at 2:00 p.m. in room 2154 of the Rayburn House Office
Building, the Subcommittee on Energy Policy, Natural Resources and Regulatory Affairs
will hold a hearing to review efforts by the California Independent System Operator
(CAISO) to make necessary reforms to California’s electricity market. The hearing is
entitled “California Electricity Market: Refunds and Reform.” During the 106™
Congress, the Subcommittee held five hearings on the California energy crisis.

Refunds

On March 26, 2003, the Federal Energy Regulatory Commission (FERC) issued several
orders and reports pertaining to the California energy crisis. First and foremost, a FERC
staff report entitled, “Price Manipulation in Western Markets,” concluded that supply-
demand imbalance, flawed market design, and inconsistent rules made possible
significant market manipulation in California and the West in 2000-01. The report noted
that natural gas and electricity markets are inextricably linked, and dysfunctions in each
of these markets fed off one another. Spot gas prices drove electricity prices, and
manipulation of price indices and the supply of natural gas were contributing factors in
higher prices for both natural gas and electricity.

In a separate matter, the Commission agreed with its Administrative Law Judge that
energy sellers overcharged California entities $1.8 billion for the period October 2, 2000
to June 20, 2001. Due to evidence in the staff report, the Commission ordered that the
formula for determining refunds to California should be adjusted to reflect the
manipulation in the natural gas markets. The adjustment of the gas proxy formula will
certainly cause the refund amount due to California to grow. FERC will continue to



investigate cases of physical or economic withholding of power and market manipulation,
which could lead to disgorgement of profits and greater refunds to the California parties.

In addition, FERC issued a Show Cause order to several companies, threatening to
revoke their certificates to sell natural gas or electricity at market-based rates. The
companies must prove to FERC that they are not guilty of manipulation or lose their
market-based rate certificates.

Finally, FERC issued a staff report that reviewed the California Public Utility
Commission’s (CPUC) investigation of power plant outages. The FERC report
concluded that the CPUC report was materially flawed and that generator outages did not
lead to blackouts in 2000-01.

Market Design

Throughout the California energy crisis, FERC consistently stated that a flawed market
design and inconsistent rules contributed to the market meltdown and high prices
experienced in 2000-01. To address these problems, on December 19, 2001, FERC
ordered the CAISO to complete a congestion management plan and reform the day-ahead
energy market by May 1, 2002. On January 8, 2002, the CAISO introduced the general
outlines of its market reform, known as Market Design 2002 or MD’02. On February
22nd , the Subcommittee held a field hearing in Sacramento, California to discuss MD’02
and the need for market reform.

The CAISO formally filed its proposed comprehensive market design on May 1st and
augmented it on June 17%. The proposal: adds significant mitigation measures to provide
the CAISO with the tools necessary to prevent gaming of the market; creates an
integrated day-ahead market to reduce the chaos of balancing power needs in real time;
moves to a nodal transmission network, including the use of Locational Marginal Pricing;
and, establishes resource adequacy requirements on load-serving entities in order to
encourage the use of long-term contracts. The hearing will review specific details of the
MD’02 proposal.

Witnesses include: Patrick H. Wood III, Chairman, FERC; Terry Winter, President,
CAISO; Karen Tomcala, Vice President, Regulatory Relations, Pacific Gas & Electric;
Gary Ackerman, Executive Director, Western Power Trading Forum; Jan Smutny-Jones,
Executive Director, Independent Energy Producers; and George Fraser, General
Manager, Northern California Power Agency.



