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Executive Summary

Executive Summary

Overview

This Report is the culmination of a yearlong effort by Commission
Staff to determine whether and, if so, the extent to which California
and Western energy markets were manipulated during 2000 and 2001.
While Staff found significant market manipulation, this evidence does
not alter the Commission’s original conclusion, set forth in its
December 15, 2000 Order, that significant supply shortfalls and a
fatally flawed market design were the root causes of the California
market meltdown.

The underlying supply-demand imbalance and flawed market design
greatly facilitated the ability of certain market participants to engage in
manipulation. In addition, the ability to pass through gas prices in
electric power prices provided no check on gas buyers’ willingness to

pay.

For the first 2 years of its operation, the California market performed
well and saved the state’s customers billions of dollars. Only after the
Pacific Northwest could no longer provide abundant supplies of low-
cost hydropower to the regional market did the negative effects of too
little infrastructure and poorly designed market rules adversely affect
customers’ bills.

A key conclusion of this Report is that markets for natural gas and
electricity in California are inextricably linked, and that dysfunctions
in each fed off one another during the crisis. Spot gas prices rose to
extraordinary levels, facilitating the unprecedented price increase in
the electricity market. Dysfunctions in the natural gas market appear to
stem, at least in part, from efforts to manipulate price indices compiled
by trade publications. Reporting of false data and wash trading are
examples of efforts to manipulate published price indices. This Report
makes recommendations for conditions the Commission should
impose to ensure that price indices represent better barometers of
actual prices.

In a related finding, Staff concludes that large-volume, rapid-fire
trading by a single company, in what was incorrectly assumed to be a
liquid market, substantially increased natural gas prices in California.
To compensate for this, Staff reiterates the recommendation of its
August 2002 Initial Report, which called for the Commission to alter
the natural gas pricing methodology employed in the California
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Refund Proceeding. Using Staff’s recommended producing area plus
transportation price, instead of published price indices, while
accounting for scarcity and keeping electricity providers whole for the
actual prices they paid for natural gas, would result in larger refunds to
California.

This Report finds that many trading strategies employed by Enron and
other companies were undertaken in violation of antigaming
provisions of the Commission-approved tariffs for the Cal ISO and Cal
PX. Staff recommends the Commission initiate proceedings to require
guilty companies to disgorge profits associated with these tariff
violations. This disgorgement would affect activities beginning
January 1, 2000 through June 21, 2001, and not just those during the
October 2, 2000 through June 21, 2001 refund period. These
disgorgements would be in addition to the refunds resulting from the
California Refund Proceeding.

A central mandate in undertaking this Staff fact-finding investigation
was to determine whether the dysfunctional spot market for electricity
had an impact on the forward prices reflected in long-term power
supply agreements. The Staff’s analysis finds that spot prices
influenced forward prices negotiated during the January 1, 2000
through June 21, 2001 crisis period. The influence is greatest for
contracts with 1- to 2-year terms.

Staff concludes that EnronOnline (EOL), which gave Enron
proprietary knowledge of market conditions not available to other
market participants, was a key enabler of wash trading. This created a
false sense of market liquidity, which can cause artificial volatility and
distort prices. Enron’s informational trading advantage on EOL was
lucrative; the company took large positions and was an active,
successful speculator. Staff estimates Enron’s speculative profits from
EOL exceeded $500 million in 2000 and 2001. These speculative
profits in financial instruments allowed Enron to sustain trading losses
in physical trading. Staff further finds that Enron manipulated thinly
traded physical markets to profit in financial markets. The Report
recommends that the Commission prohibit the use of one-to-many
trading platforms such as EOL and explicitly prohibit wash trading.

Staff concludes that prices in the California spot markets were affected
by economic withholding and inflated bidding. Staff finds this violated
the antigaming provisions of the Cal ISO and Cal PX tariffs and
recommends proceedings to require disgorgement of profits associated
with these inflated prices. This investigation did not address physical
withholding of generation, an issue the Commission is addressing
separately.
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The balance of this executive summary discusses in greater detail the
findings and recommendations in the body of this Report.

Background

On February 13, 2002, in Docket No. PA02-2-000, the Commission
directed Staff to investigate whether any entity, including but not
limited to Enron or any of its affiliates, manipulated short-term prices
for electric energy or natural gas in the West or otherwise exercised
undue influence over these prices and whether this resulted in unjust
and unreasonable rates in long-term power sales contracts.

In August 2002, Staff released its Initial Report in Docket No. PA02-
2-000." In that Report, Staff recommended the initiation of various
company-specific proceedings’ to further investigate possible
misconduct and recommended several generic changes to market-
based tariffs to prohibit the deliberate submission of false information
or the deliberate omission of material information, and to provide for
the imposition of both refunds and penalties for violations. Staff also
concluded that the most widely used published price indices were
compiled without adequate standards or controls, were subject to
attempted manipulation, could not be independently verified, and
should not be used for setting the market-clearing prices in the
California Refund Proceeding. Accordingly, Staff recommended the
use of producing-area natural gas prices plus transportation. Finally,
Staff analyzed the now infamous Enron trading strategies and found
many of them to be forms of gaming based on price manipulation and
the falsification of information.

Overall Organization and
Primary Objectives of the
Final Report

This Final Report achieves a multitude of objectives, many of which
were listed in the Initial Report. It begins with two core objectives: to
provide the Commission with our analysis of whether spot power
prices in the West were just and reasonable in 2000-2001 and whether
spot power prices adversely affected long-term power prices. While
the Commission has already held that spot electric prices were unjust

'The Initial Report is available on the Commission’s Web site at
www.ferc.gov/electric/bulkpower/pa02-2/Initial-Report-PA02-2-000.pdf.

These proceedings, which are currently pending before the Commission, are Docket
Nos. EL03-113-000, EL03-114-000, and EL03-115-000.
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Chapter I: Context of the Gas

and Electric Markets in the
West

and unreasonable, its refund methodology hinges on the use of a
competitive gas input cost. Therefore, the first four chapters of this
Report are dedicated to this critical gas issue and the fifth chapter
addresses the correlation of spot electric prices to long-term electric
prices. The remaining chapters address the other critical issues that
help to explain the gas and electric markets in 2000 and 2001.

This Report reflects the views of Staff only. It has not been considered
or adopted by the full Commission. In addition, whenever this Report
concludes that prices were or appear to have been manipulated, it does
so in the context of determining whether rates were unjust and
unreasonable under the Federal Power Act or the Natural Gas Act or
whether persons may have violated tariffs or regulations under those
acts. Those acts do not require that intent be proven in order to make a
determination that rates are or were unjust and unreasonable or that a
person violated tariffs or regulations under those acts.

In this chapter, Staff provides essential background and context of the
gas and electric markets in the West during 2000-2001. We analyze
many factors that affected prices, including reduced hydro output,
supply/demand imbalance, flawed market rules, illiquidity at a key gas
trading point, stringent pipeline balancing rules, low gas storage levels,
and pipeline constraints. We conclude that the electric and gas markets
were so inextricably interrelated that their dysfunctions fed off each
other.

Spot Gas Prices Reached Extraordinary Levels and Were Used to Set
Clearing Prices for the Entire Electric Spot Market

The crucial conclusions of this chapter are that spot gas prices
reflected extraordinary basis differentials that far exceeded the cost of
transportation and that the effects of these inflated gas prices were
greatly magnified because they were used to compute clearing prices
paid by most California wholesale buyers for spot power. In Chapters
IT to IV we examine the causes in more detail.
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Chapter II: Topock Was
llliquid—A Single Company
Substantially Increased
Prices

In this chapter, we conclude that Reliant engaged in a high-volume,
rapid-fire trading strategy to purchase its physical spot gas needs at
Topock. Reliant often bought and sold many times its needs in quick
bursts, which significantly increased the price of gas in that market.
We describe this as “churning” and define its characteristics later in
the chapter. We use this term even though it has other connotations in
securities or futures trading because it gives the best visual image of
Reliant’s behavior. Reliant’s churning enabled it to reduce the overall
cost of the gas it actually needed. Through its churning, Reliant
profited by selling gas at or near the top of the price climb it caused.
Reliant was often such a large presence at Topock (e.g., for the 3-
month period from December 2000 to February 2001, nearly 50
percent of the spot gas trades at Topock on EOL were with Reliant)
that its trading strategy moved the entire market price. Our analysis
shows that the price of gas would have been lower by about
$8.54/MMBtu in December 2000 and by about $1.69/MMBtu over the
9 months of the California Refund Proceeding absent Reliant’s
churning. These inflated gas prices significantly influenced index
prices and the clearing prices paid by most California wholesale
buyers for spot power.

Staff concludes that these gas prices are not the result of competitive
conditions and would not produce just and reasonable electric prices in
the California Refund Proceeding. In Chapter IV of this Report, we
recommend alternative gas prices for the Commission’s consideration
in the California Refund Proceeding.

Recommendations To Amend Gas Marketing Certificates and Generic
Proceeding

Reliant’s churning did not violate the blanket certificate under which it
sold gas because Section 284.402 of the regulations contains no
explicit guidelines or prohibitions. We recommend that Sections
284.284 and 284.402 of the regulations be amended to provide explicit
guidelines or prohibitions for trading natural gas under Commission
blanket certificates. We also suggest a generic proceeding to develop
appropriate reporting and monitoring requirements for sellers of gas
under Commission certificates.
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Chapter lll: Traders
Attempted To Manipulate
Price Indices Through False
Reporting

Market participants provided false reports of natural gas prices and
trade volumes to industry publications. These publications used the
reports to compile price indices, and false reporting became epidemic.
Five major traders (Williams, Dynegy, AEP, CMS, and El Paso
Merchant Energy) have admitted that their employees falsified
information provided to Gas Daily and Inside FERC, the most
influential and relied-upon compilers of natural gas price indices. The
false reporting included fabricating trades, inflating the volume of
trades, omitting trades, and adjusting the price of trades.

The predominant motives for reporting false information were to
influence reported gas prices, to enhance the value of financial
positions or purchase obligations, and to increase reported volumes to
attract participants by creating the impression of more liquid markets.
Market participants that sold power in California, or that were
affiliated with such sellers, also had incentives to manipulate reported
prices because the clearing price set for power was based, in part, on
natural gas spot prices.

Many traders acknowledged that false reporting was done openly in
the industry. Some traders believed that the periodicals that prepared
the indices were able to distinguish between fictional and accurate
reports, but the Staff was unable to confirm that the periodicals could
discern fictional trades and eliminate them from the index calculation.
The widespread false reporting led Staff to conclude that reported
prices did not reliably reflect market activity and, accordingly, that
reported prices should not provide the basis for setting spot power
clearing prices in the California Refund Proceeding.

Recommendations for Changes in the Reporting Process

Staff recommends various changes to the price reporting process.
These changes will eliminate the ability and incentive of those
reporting the data to manipulate the indices and will improve the price
calculation methods.

¢ Only data that can be audited and verified by the Commission or
other agencies can be used to construct the natural gas or electric
price index.

Docket No. PA02-2-000
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¢ Data sent to firms publishing natural gas or electric price indices
must be provided by the risk management office of the company,
not the trading desk or a trader, and must be certified by the chief
risk officer.

¢ The Commission should consider conditioning all electric market-
based rate authorizations and blanket gas marketing certificate
authorities on the companies providing complete, accurate, and
honest information to any entity that publishes the price indices.

¢ The Commission should consider conditioning all electric and
natural gas market-based rate authorizations on retaining all
relevant data and information needed to reconstruct a published
price index for a period of 3 years.

¢ Any published natural gas or electric price indices for
Commission-jurisdictional transactions (e.g., pipeline tariff rates,
market-based electric sales) must be subject to audit to ensure the
accuracy of the data going in and the calculations themselves.

¢ The Commission should consider encouraging standard product
definitions for published natural gas and electricity price indices
and standard methodologies for calculating the price indices.

Certain Companies Must Demonstrate That They Currently Have Sound
Procedures in Place

Staff recognizes the importance of accurate price indices in the overall
health of competitive energy markets. The companies discussed at
length in this chapter are significant participants in the U.S. electricity
and natural gas markets. In order for the published price indices to be
accurate and credible, firms publishing such indices must receive
complete and accurate information from these companies. As such,
Staff recommends that the following companies be required to
demonstrate that they have corrected their internal processes for
reporting trading data to the Trade Press or that they no longer sell
natural gas at wholesale:

Dynegy

Aquila

AEP

El Paso Merchant Energy
Williams

Reliant

Duke

® & 6 O o o o o

Mirant
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Chapter IV: Spot Gas Prices
Were Not the Product of a
Well Functioning
Competitive Market—They
Should be Replaced for the
California Refund
Proceeding

¢ Coral
¢ CMS
¢ Sempra Energy Trading

At a minimum, these companies need to show the following:

¢ Those employees, including trading desk heads and managers, who
participated in manipulations or attempted manipulations of the
published price indices have been disciplined.

¢ The company has a clear code of conduct in place for reporting
price information.

¢ All trade data reporting is done by an entity within the company
that does not have a financial interest in the published index
(preferably the chief risk officer).

¢ The company is cooperating fully with any government agency
investigating its past price reporting practices.

In this and previous chapters of this Report, Staff concludes that
California spot gas prices were artificially high due to market
dysfunctions, illiquidity, misreporting, and a rupture causing an
abnormal pipeline capacity shortage. The spot gas prices reflected
extraordinary basis differentials that far exceeded the cost of
transportation and reached levels that would never have been sustained
in a competitive market. While some portion of these price levels
reflected legitimate scarcity, we cannot calculate the portion
attributable to scarcity alone. These inflated gas prices were used in
the California Refund Proceeding to compute clearing prices for the
entire electric spot power market. While there is no way to precisely
replicate the level that spot gas prices would have reached in a
competitive market, Staff recommends the use of producing-area
prices plus transportation as a proxy for competitively derived gas
prices in computing the market-clearing prices in the California
Refund Proceeding. Over the 9-month refund period, Staff’s proposal
would reduce gas costs used in the refund formula by $7.03 in
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Chapter V: Spot Power
Prices Adversely Affected
Long-Term Power Prices

southern California and $4.18 in northern California, or about $5.60 on
average.

Many generators paid these distorted gas prices and fundamental
fairness dictates that they be able to recover these costs. Accordingly,
Staff also recommends that generators be made whole for the spot gas
prices they paid, but that this recovery be on a dollar-for-dollar basis
and not part of the market-clearing price.

Staff’s proposal would increase the level of the refunds for California.

The vital link between the spot price and forward price for a
commodity is the ability to store that commodity. In essence, someone
can meet future needs by purchasing the commodity now and storing it
for future consumption. As a result, the forward price that someone is
willing to pay will approximate the cost of purchasing plus the
carrying cost involved with stockpiling. Since the feasibility of storing
electricity is very limited, we would expect to see little or no
relationship between spot electric prices today and the forward price of
electricity. Instead, forward prices should mostly reflect a buyer’s
expectations of prices in the future. Since natural gas is the marginal
fuel in the West, forward gas prices should, in large part, explain
forward power prices. Our analysis shows, however, that forward
power prices negotiated during 2000-2001 in the western United
States were significantly influenced by the then-current spot power
prices. This tells us that the trauma of the dysfunctional spot power
prices at that time so influenced buyers that they placed great weight
on these prices in forming future expectations. The influence of spot
prices on forward prices was the greatest for forward contracts with
the shortest time to delivery (1-2 years) and varied by location. While
Staff has found a statistically significant relationship, the magnitude of
the impact is limited (that is, the impact of spot power prices on long-
term power prices is clearly not dollar-for-dollar). Rather, a reduction
of about one-third in the price of a 2-year forward contract would
require a finding that spot power prices were three times above the just
and reasonable level.
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Chapter VI: Trading
Strategies, Anomalous
Behavior, Economic
Withholding, and Inflated
Bidding

In this chapter, we identify various entities that appear to have
participated in some Enron price manipulation strategies; entered into
profit-sharing arrangements with Enron, which masked Enron’s real-
market share; engaged in economic withholding; and raised clearing
prices through inflated bidding. We also find evidence of price
manipulation of the electric price index at Palo Verde and evidence
that the spot power prices in the Pacific Northwest were inflated.

Violations of Cal ISO and Cal PX Tariffs

Since 1998, the Cal ISO and Cal PX tariffs have contained Market
Monitoring and Information Protocols (MMIP). The MMIP include
antigaming and anomalous market behavior provisions that identify
various abuses and misconduct, such as taking unfair advantage of
market rules, excessive pricing or bidding, and behavior not consistent
with competitive markets, to the detriment of the efficiency of
customers in the Cal ISO and Cal PX markets.

The Cal ISO and Cal PX initially submitted the MMIP (along with
other protocols) for informational purposes only on October 31, 1997.
The Commission, however, found that the protocols, including the
MMIP, “govern a wide range of matters which traditionally and
typically appear in agreements that should be filed with and approved
by the Commission.” ® Therefore, the Commission accepted the
protocols, including the MMIP, for filing, and directed the Cal ISO
and Cal PX to post the protocols on their Internet sites and to file the
complete protocols pursuant to Section 205 of the Federal Power Act
within 60 days of the Cal ISO’s Operations Date.* The Cal ISO and the
Cal PX made that compliance filing on June 1, 1998. Accordingly, the
MMIP has been part of the Cal ISO and Cal PX filed rate schedules
since the Cal ISO’s Operations Date (April 1, 1998).

Because of the fact that Part 2 of the MMIP specifically enumerates
suspect practices, that Section 7.3 of the MMIP authorizes the Cal ISO
to impose “sanctions and penalties” or to refer matters to the
Commission for appropriate sanctions or penalties, and that the MMIP

3Paci]‘ic Gas and Electric Co., et al., 81 FERC Y 61,320 at 62,470-471 (1997).
4
Id.
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is part of the Cal PX’s and Cal ISO’s rate schedules on file with the
Commission, Staff concludes that entities that transact through the Cal
PX or Cal ISO and engage in such enumerated practices are in
violation of those filed rate schedules. The stated objectives of the
MMIP are to identify abuses of market power by giving particular
scrutiny to a list of abusive practices and misconduct and to take
corrective action, including sanctions and penalties. In Staff’s view,
the identified misconduct remains a violation of the Cal ISO’s and Cal
PX’s filed rate schedules even if such formal procedures as referral
outlined in the MMIP did not occur. The Commission can enforce a
rate schedule on file even when there are processes in that rate
schedule which, had they been used, would have assisted the
Commission. Ultimately, the Commission can enforce a tariff with or
without the assistance of a complaint or referral.

Orders To Show Cause

We conclude that many of these behaviors violated the Cal ISO and
Cal PX tariffs and recommend that these entities be ordered to show
cause why they should not disgorge revenues and why market-based
authorizations should not be revoked. This disgorgement would be in
addition to the refunds in the California Refund Proceeding.

Spot Power Prices in the Pacific Northwest Appear Inflated

Staff analysis of actual transaction data for the period January 2001 to
June 2001 indicates that spot power prices in the Pacific Northwest
appear to be excessive, as were spot power prices in the California
portion of the integrated Western market.

Recommendation for Further Pacific Northwest Proceedings

Staff recommends that this Report and, in particular, the conclusions
herein related to the Pacific Northwest spot power prices, be remanded
to the Administrative Law Judge in Docket No. EL01-10-000.

Chapter VII: Wash Trading on
EOL Created a False
Impression of Liquidity

Wash trades were common on EOL across many products and
locations. In fact, EOL often posted its willingness to buy and sell at
the same price. This invited counterparties to wash trades, and these
trades created a false sense of liquidity, which can distort prices.
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Enron also manipulated prices on EOL by having affiliates on both
sides of certain wash-like trades. This created artificial price volatility
and raised prices.

Ban Wash Trading and Prohibit Reporting of Affiliate Trades to Indices

Staff recommends that the Commission establish specific rules
banning any prearranged trades that wash and prohibiting the reporting
of affiliate trades to industry indices.

Chapter VIII: Enron’s Trading
Practices on EOL Were
Lucrative

EOL’s one-to-many platform provided no transparency to the market.
However, EOL provided Enron with a huge information advantage
that Enron used to earn large profits.

EOL was not simply a conduit for transactions earning a moderate but
steady profit on the spread between what it paid and what it sold. In
fact, EOL took large positions and was an active, successful
speculator. Enron used the information advantage acquired from its
central position in physical markets to earn large speculative profits in
financial products—more than $500 million in 2000 and 2001. Enron
could sustain trading losses in the thinner physical markets as the cost
to gain its information edge, which enabled it to earn large net profits.

Condition Market-Based Rates and Blanket Gas Certificates

We recommend that market-based rates and blanket gas certificates be
conditioned to require sellers who use electronic platforms to use only
those platforms with certain transparency and monitoring attributes.
As discussed in this chapter and Chapter IX, Staff recommends that
these platforms employ various monitoring tools, such as a churn
alarm, to detect a large amount of buying and selling in a short
timeframe.

Staff also recommends that information about all trigger events, e.g.,
identity of the market participants and the transaction data, be made
available to the Commission through a real-time data feed.
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Chapter IX: Enron
Manipulated Thin Physical
Markets for Profit in
Financial Markets

Financial energy products are used to hedge risk on physical energy
products, and the two are interrelated. Physical transaction prices
dictate the pricing of financial products, i.e., financial products derive
their value from the underlying physical market. The depth and
liquidity of financial energy markets are far greater than those of
physical markets.

The relationship between financial and physical energy products and
the relatively thinner and less liquid physical markets provides
opportunities to manipulate the physical markets and profit in the
financial markets. This is true regardless of whether the manipulation
in the physical market raises or lowers prices for the physical
commodity.

This Report analyzes an experiment by Enron to test a manipulation
strategy and an actual manipulation by Enron using EOL. Enron
manipulated the price of physical gas upward, then downward.
Although the price change in the physical markets was only about
$0.10/MMBtu, Enron profited due to the effect that this small change
in the physical price had on its large financial position. Enron earned
more than $3 million from this manipulation.

Show Cause Why the Commission Should Not Revoke Enron’s Gas
Marketing Certificate

We recommend that the Commission issue an order directing Enron to
show cause why it should not have its blanket gas marketing certificate
revoked.

Chapter X: Allegations That
Williams Cornered the
Market in Southern California
Gas Are Unsubstantiated

Staff investigated allegations that Williams Energy Marketing &
Trading Company cornered the natural gas market in California in
January 2001. Based on the data, information, and documents
reviewed, Williams purchased natural gas in amounts roughly
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Details of Staff
Recommendations

equivalent to its needs and had a small share of the natural gas
demand. The allegations that Williams cornered the natural gas market
in southern California for January 2001 are unsubstantiated.

Below we identify in one comprehensive list the specifics of Staff’s
recommendations for the Commission’s consideration in addressing
the issues arising out of this investigation. Staff recommends that the
Commission:

¢ Amend Sections 284.284 and 284.402 of the regulations to provide
explicit guidelines or prohibitions for trading natural gas under
Commission blanket certificates. (Chapters II and 1X)

¢ Consider a generic proceeding to develop appropriate reporting
and monitoring requirements for sellers of natural gas under the
Commission’s blanket certificates. (Chapters II and 1X)

¢ Condition all electric market-based rates and natural gas blanket
marketing certificates on the companies providing complete,
accurate, and honest information to any entity that publishes the
price indices. (Chapter III)

¢ Condition all electric market-based rates and natural gas blanket
marketing certificates on retaining all relevant data and
information needed to reconstruct a published price index for a
period of 3 years. (Chapter III)

¢ Require that any published price indices for Commission-
jurisdictional transactions (e.g., pipeline tariff rates, market-based
electric sales) must be subject to audit to ensure the accuracy of the
data going in and the calculations themselves. (Chapter I1I)

¢ Require that only actual trade data be used to construct the price
indices. (Chapter III)

¢ Require that data sent to firms publishing price indices be provided
by the risk management office of the company, not the trading
desk or a trader, and be certified by the chief risk officer.
(Chapter III)

¢ Encourage standard product definitions for published natural gas
and electricity price indices and standard methodologies for
calculating the price indices. (Chapter III)

¢ Require Dynegy, Aquila, AEP, El Paso Merchant Energy,
Williams, Reliant, Duke, Mirant, Coral, CMS, and Sempra Energy
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Trading to demonstrate that they no longer sell natural gas at
wholesale or that:

— Those employees, including trading desk heads and managers,
who participated in manipulations or attempted manipulations
of the published price indices have been disciplined.

— The company has a clear code of conduct in place for reporting
price information.

— All trade data reporting is done by an entity within the
company that does not have a financial interest in the published
index (preferably the chief risk officer).

— The company is cooperating fully with any government agency
investigating its past price reporting practices. (Chapter III)

Use producing-area prices plus transportation as a proxy for
competitively derived gas prices in computing the market-clearing
prices in the California Refund Proceeding. (Chapter I'V)

Allow generators, many of which paid high gas prices, to recover
these costs on a dollar-for-dollar basis, but not as part of the
market-clearing price. (Chapter IV)

For contracts that are subject to a just and reasonable standard of
review in the ongoing consolidated complaint proceedings,’ the
Commission should send this analysis to the Administrative Law
Judges to use as seen fit to resolve the complaints. (Chapter V)

Conclude that the Cal ISO and Cal PX tariff antigaming and
anomalous market behavior provisions identify various abuses and
misconduct, such as taking unfair advantage of market rules,
excessive pricing or bidding, and behavior not consistent with
competitive markets; that these provisions authorize the imposition
of sanctions and penalties by the Commission; that these
provisions are part of the Cal ISO and Cal PX rate schedules on
file; and that entities that engaged in the identified practices
violated the Cal ISO and Cal PX filed rate schedules. (Chapter VI)

Conclude that the Commission can enforce a rate schedule on file
on its own motion without complaint or referral. (Chapter VI)

>Consolidated proceeding: Nevada Power Company and Sierra Pacific Power
Company v. Enron Power Marketing, Inc., El Paso Merchant Energy, and American
Electricity Power Services Corporation; Nevada Power Company v. Morgan Stanley
Capital Group, Calpine Energy Services, Reliant Energy Services, and Mirant
Americas Energy Marketing, L.P.; Southern California Water Company v. Mirant
Americas Energy Marketing, L.P.; and Public Utility District No. 1, Snohomish
County, Washington v. Morgan Stanley Capital Group, Inc.—Docket Nos. EL02-28-
000, EL02-33-000, EL02-38-000, EL02-29-000, EL02-30-000, EL02-32-000, EL02-
34-000, EL02-39-00, EL02-43-000, and EL02-56-000.
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¢ Apply these provisions in issuing and implementing various show
cause orders. (Chapter VI)

¢ Explicitly prohibit the use of false information as a condition for
granting all market-based rate authorizations and blanket gas
marketing certificates and add this condition to all open access
transmission tariffs. (Chapter VI)

¢ Direct certain market participants identified in the January 6, 2003
Cal ISO Report® to show cause why their behavior did not
constitute gaming in violation of the Cal ISO and Cal PX tariffs,
with disgorgement of unjust profits associated with the violations
or other appropriate remedies. (Chapter VI)

¢ Direct AES/Williams, Dynegy/NRG, Mirant, Reliant, BPA,
LADWP, Idaho Power, Powerex, and Enron to show cause why
their prices from May to October 2000 did not constitute economic
withholding or inflated bidding in violation of the antigaming and
anomalous market behavior provisions in the Cal ISO and Cal PX
tariffs, with disgorgement of unjust profits associated with the
violations or other appropriate remedies. (Chapter VI)

¢ Issue an order to Enron and the entities with whom it jointly
engaged in the Enron trading strategies’ (both public utilities and
governmental entities) to show cause why this did not constitute
gaming in violation of the Cal ISO and Cal PX tariffs, with
disgorgement of unjust profits associated with the violations or
other appropriate remedies. (Chapter VI)

¢ Issue an order for Enron to show cause why its market-based rate
authorization and its blanket gas marketing certificate authority
should not be revoked. (Chapters VI and 1X)

Sempra/San Diego Gas and Electric; Morgan Stanley Capital Group; Coral Power,
LLC; Powerex Corporation; Enron Power Marketing, Inc.; Enron Energy Services
Inc.; Avista Energy Inc.; Pacific Gas and Electric Company; American Electric
Power Services Corporation; Duke Energy Trading and Marketing; Mirant; Cargill-
Alliant, LLC; Idaho Power Company; Puget Sound Energy; Dynegy; PGE Energy
Services; Calpine Corporation; Modesto Irrigation District; City of Glendale,
California; Arizona Public Service Company; Williams Energy Services
Corporation; PacifiCorp; Automated Power Exchange; Bonneville Power
Administration; Portland General Electric; Los Angeles Department of Water and
Power; Aquila; Southern California Edison; Citizens Power Sales; Constellation
Power Service; Sierra Pacific; Azusa; Riverside; Pasadena; Vernon; Salt River
Project; and Reliant.

"Energy West; Montana Power Company; Puget Sound Power and Lighting
Company; Powerex Corporation; City of Redding, California; City of Glendale,
California; Colorado River Commission; Las Vegas Cogeneration; Washington
Water Power Company (later named Avista); Valley Electric Association; Public
Service of New Mexico; Grant Public Utility District; Grays Harbor Paper Company;
Modesto Irrigation District of Northern California; and TOSCO.
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Order all jurisdictional entities to file any agreements with other
entities that have any of the characteristics of the Enron joint
partnership arrangements within 30 days. (Chapter VI)

Order Reliant and BP Energy to show cause why their authorities
to sell power at market-based rates should not be revoked by the
Commission due to manipulation of electricity prices at Palo
Verde. (Chapter VI)

Remand this Report and, in particular, the conclusions herein
related to the Pacific Northwest spot power prices, to the
Administrative Law Judge in Docket No. EL01-10-000.
(Chapter VI)

Establish specific rules banning any form of prearranged wash
trading and prohibiting the reporting of any affiliate trading
activities through industry indices. (Chapter VII)

Condition blanket gas marketing certificates, as well as electric
market-based rates, to require that sellers who use trading
platforms use only those trading platforms that agree to provide the
Commission with full access to trade reporting and order book
information for the trading systems and agree to adhere to
appropriate monitoring requirements. (Chapters VII, VIII, and IX)

Recommend that Congress consider giving direct authority to a
Federal agency to ensure that electronic trading platforms for
wholesale sales of electric energy and natural gas in interstate
commerce are monitored and provide market information that is
necessary for price discovery in competitive energy markets.
(Chapters VII, VIII, and IX)

State that the allegations that Williams Energy Marketing &
Trading Company cornered the natural gas market in California in
January 2001 are unsubstantiated. (Chapter X)

Reevaluate the “simultaneous offer” rule that it uses to discipline
affiliate transactions to ensure that it is effective and verifiable.
(Initial Report)

Require that all market-based rate tariffs include a specific
prohibition against the submission of false information or the
omission of material information to the Commission or to an entity
such as an independent system operator, a regional transmission
organization, or an approved market monitor. (Initial Report)

Recommend that Congress expand the Commission’s civil penalty
authority that applies to jurisdictional companies that violate
Commission orders, regulations, or tariffs. (Initial Report)
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I. Manipulations in the California Natural Gas Spot Markets
Forced Upward Pressure on Wholesale Electric Prices

California experienced extraordinarily high wholesale electric prices
from the summer of 2000 through the winter of 2000-2001. High
natural gas prices in California from the summer of 2000 through the
winter of 2000-2001, in combination with accelerated electric
demand, generation failures, flawed regulation, and transmission
constraints combined to create these extraordinary wholesale electric
prices. Gas-fired generation units, particularly peaking units, were
often reliant on the spot gas market, due in part to policies of the
California Public Utilities Commission (CPUC) that restricted their
ability to enter into long-term contracts for natural gas. Operators of
gas-fired generation units in California who paid higher spot market
gas costs consequently raised their bids in the wholesale spot electric
market. The effect of relatively inefficient generators (i.e., those with
high heat rates), whose bids set the market price for all sellers, was to
increase the impact of higher gas prices on wholesale electric prices.

Higher gas prices increased the revenues owed to power sellers and
ultimately severely affected the state’s electric customers.

While soaring demand for natural gas and flawed electric power
market rules were the primary drivers of high gas prices, spot market
manipulations contributed significantly. High wholesale electric prices
were partially the result of specific behavior inimical to the efficient
operation of a liquid and transparent competitive market.

Staff concludes that commodity trading in gas, particularly in southern
California in the roughly 9-month period beginning in the summer of
2000, affected the very high electric prices. This conclusion is
particularly germane to the methodology the Commission established
in its July 25, 2002 Order to calculate potential refunds due to
customers in the organized markets operated by the California ISO and
the California PX for the period October 2, 2000 through June 20,
2001." In that Order, the Commission established a mitigated price
based on the marginal cost of the last unit dispatched to meet load in
the California ISO’s real-time market based on a daily spot gas price,
as published in Financial Times Energy’s Gas Daily publication.

We conclude that reliance on published spot market prices for natural
gas at California delivery points is inappropriate for calculating

'See San Diego Gas & Electric Company v. Sellers of Energy and Ancillary Service,
96 FERC 61,120 at 61,499, 61,516-517 (2001).
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market-clearing power prices. In particular, these published prices
reflect anomalous outcomes and manipulative activities not associated
with a competitive market. Accordingly, they should not provide the
basis for potential refunds to electric customers.

Sellers of wholesale power obtained prices that were augmented in an
amount greater than the addition of higher gas input costs alone
because, as indicated above, the market clearing price was set by the
marginal (i.e., least efficient) unit. Thus, while sellers may have
incurred higher spot market input costs for their gas-fired generation
units, they obtained wholesale electric prices that magnified the effect
of these higher gas costs because all generators were paid a single
clearing price. Use of published gas index prices would result in a
windfall to sellers if the published spot market prices for natural gas
were used in the refund methodology.? Gas costs that were inflated by
conditions not associated with competitive markets should not provide
a source of profit to wholesale power sellers. Staff urges a different
methodology for calculating electric prices for this period of market
dysfunction.

Spot Market Natural Gas
Prices at California Borders
Were Extraordinarily High

Sharply higher gas costs beginning in the summer of 2000 and
extending through the winter of 2000-2001 exacerbated already dire
conditions for electric customers in California. Increased gas
consumption pressured prices upward. Gas consumed for electric
generation in California increased by 44 percent from May 2000
through October 2000, as compared to 1999 levels during the same
period. In the entire West, the increase was 46 percent.’ California’s
electric sector used 1.1 Tcf of gas in 2000, a 22-percent increase over
consumption in 1999.* Total annual gas-fired generation in California

*Stated alternatively, since many sellers of wholesale power obtained electricity from
relatively efficient generating units, these sellers realized a net producers’ surplus;
i.e., the difference between the minimum price at which the seller would be willing
to sell power and the amount for which it actually sold. See Varian, Hal R.,
Intermediate Microeconomics (New York: W.W. Norton & Co., 1987), pp. 262-263.
In a competitive market, producer surplus is a justified return earned by more
efficient suppliers. However, because input prices were inflated due in part to
manipulation, the associated producer surplus was also artificially inflated and hence
the portion due to manipulation is unjustified. Staff cannot calculate the portion of
the prices due to manipulation.

*Electric Power Monthly, Energy Information Administration, January 2001.
*Electric Power Annual, Energy Information Agency, p. 8 (Internet pagination).
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rose by 31.7 percent in 2000, as compared to 1999 levels.” As noted
above, gas-fired generators were willing to incur increased costs
because they could pass these costs through in the form of higher
charges for their outputs. Inefficient gas-fired units were called on by
the California ISO to run to avoid power blackouts and this resulted in
higher wholesale electric prices.

Higher demand was not the only driver of higher gas prices. In the
August 2002 Initial Report, the Staff observed that spot market prices
at the Southern California Border were detached from production
basin prices; this indicates that transportation constraints contributed to
a scarcity of gas supply relative to demand in the area, contributing to
higher gas costs for California customers. Since the Commission
regulates the maximum rate for transportation of natural gas by
interstate pipelines, given sufficient interstate pipeline capacity and
sufficient storage utilization, the cost of gas at the California border
should not have significantly exceeded the production basin price of
the gas plus the interstate transportation charge, unless scarcity and
nonregulatory factors drove the imbalance.’

><U.S. Natural Gas Markets: Mid-Term Prospects for Natural Gas Supply,” Energy
Information Administration (December 2001), p. 13 (Internet pagination).

®As the Commission has explained, its jurisdiction to regulate the prices charged by
sellers of natural gas is subject to statutory limitations:

The Natural Gas Policy Act of 1978 (NGPA) and the Natural Gas Wellhead
Decontrol Act substantially narrowed the Commission’s Natural Gas Act
(NGA) jurisdiction over sales for resale, with the Wellhead Decontrol Act
removing all “first sales” from the Commission’s NGA jurisdiction as of
January 1, 1993. First sales include all sales other than those by interstate or
intrastate pipelines, LDCs, or their affiliates. In addition, Section 3(b) of the
NGA provides that all sales of gas imported from countries with free trade
agreements, such as Canada and Mexico, have first sale status even when
sold by pipelines, LDCs, or affiliates. The end result of these various
statutory provisions is that the only sales the Commission currently has
jurisdiction to regulate are those for resale of domestic gas by pipelines,
LDC:s, or their affiliates.

Reporting of Natural Gas Sales to the California Market, 95 FERC 4 61,262 at
61,929 (2001) (footnotes omitted). In addition, in 1992, the Commission directed
pipelines to separate their transportation and commodity sales services. See Order
No. 636, FERC Stats. & Regs., Regulations Preambles (January 1991 to June 1996)
430,939 (1992). By unbundling these products, pipelines became more like common
carriers. This reform, among others, increased efficiency by creating a largely
transparent interstate transportation market in which pipelines were required to treat
all shippers equally. According to one authority, natural gas prices have been lower
since Federal deregulation of natural gas prices, although the volatility of those
prices has increased. “Natural Gas: Analysis of Changes in Market Price,” General
Accounting Office, December 2002, p. 10.
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California has separate natural gas markets in southern and northern
California. The markets are separate because of limits on
transportation capacity between the regions and, therefore, prices are
often different in the respective regions. In southern California, limited
transportation capacity and storage contributed to higher gas prices in
the 2000-2001 period than in the prior year. In northern California,
fewer transportation constraints, greater storage, and the ability of
generators to hold firm transportation capacity resulted in lower spot
market prices for natural gas. Although we discuss southern California
and northern California natural gas prices and market conditions
separately, our overall point is that dysfunctions in both regions render
spot prices inappropriate as bases for electric refund calculations.

Most large natural gas customers in southern California, such as
electric generation plants, could (1) buy bundled gas at the Southern
California Border or (2) buy gas at the San Juan or Permian production
basins (located roughly in the Four Corners area and west Texas,
respectively) and arrange for transportation of the gas by interstate
pipeline to the Southern California Border.” There would have been
little reason to pay spot prices at the Southern California Border that
exceeded the cost of natural gas purchased in one of the production
basins plus the cost of transportation to the border, unless
transportation was not readily available.

The CPUC’s regulation of Southern California Gas Company
(SoCalGas) impacted terms under which interstate pipeline capacity
was purchased. For example, the CPUC limited SoCalGas to
purchasing interstate pipeline capacity necessary to serve its core
customers, which did not include independent generators. The CPUC
also approved terms of service on SoCalGas’ system that, for example,
did not provide for firm transportation service on SoCalGas for
independent generators. These aspects of the CPUC’s regulation did
not change the generators’ option of buying at a production basin and
shipping gas to the border (to the extent that interstate capacity was
available) or buying a bundled product at the border. No matter which
option generators elected, they would have been able to obtain
transportation to their burner tips because, as a rule, SoCalGas
delivered gas for shippers that had firm rights on an upstream
interstate system or that purchased gas from shippers having firm
rights on an upstream system. Williams Energy Marketing & Trading

"Approximately 83 percent of the natural gas California consumes is transported
from out of state. “U.S. Natural Gas Markets: Mid-Term Prospects for Natural Gas
Supply,” Energy Information Administration (December 2001), p. 13 (Internet
pagination). Thus, traders and customers of natural gas rely principally on out-of-
state gas to meet the demands of California users.
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Company is an example of a firm that chose both options: To satisfy
contracts to supply generators in southern California, it bought
producer gas and shipped it to the border and it also purchased bundled
gas at the border. Accordingly, the fact that SoCalGas did not offer
firm transportation to generators did not affect the generators’ basic
option of buying at a production basin and transporting to the border or
buying bundled supplies.

Natural gas spot prices at the Southern California Border were
historically high in the summer of 2000 and the winter of 2000-2001
(see Figure I-1). For example, the price of natural gas for residential
customers in California averaged $12.10/Mcf in January 2001, a 90-
percent increase from January 2000.°

Figure I-1
Spot Natural Gas Prices at SoCal for the Periods
July 1999 — March 2000 and July 2000 — March 2001

T T
1-Jul 1-Aug 1-Sep 1-Oct 1-Nov 1-Dec 1-Jan 1-Feb 1-Mar

— July 1999 to March 2000 — July 2000 to March 2001

Natural gas spot prices at the Southern California Border were also
high relative to Henry Hub prices and the prices at other major trading
centers. The persistent basis differentials experienced at the Southern
California Border, given the presence of transportation that is rate

%“Electricity Shortage in California: Issues for Petroleum and Natural Gas Supply,”
Energy Information Administration, June 2001, p. 8 (Internet pagination).
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regulated by the Commission, suggest a dysfunctional gas market.
Table I-1 presents a range of data at various locations.”

Table I-1. Various Delivered Natural Gas Prices

Chicago Florida New York SoCal PG&E
Quarter and Year Henry Hub  Citygate Citygate Citygate Citygate Citygate
3" quarter 2000 4.47 4.56 5.00 4.81 5.28 5.10
4™ quarter 2000 6.41 6.82 6.73 8.07 13.59 12.27
1% quarter 2001 6.44 6.61 6.85 7.83 15.19 10.28

Figure 1-2 depicts the radical decoupling of Henry Hub and SoCal
average spot natural gas prices on a monthly average basis. Figure I-3
suggests a rough correlation between production basin and SoCal
border prices in the period July 1999 through March 2000. Figure 1-4
shows production basin and SoCal border prices for the period July
2000 through March 2001. This shows that prices diverged
substantially starting in November 2000.

Prices were also high at the northern California border relative to
production basin prices (see Figures [-5 and I-6). Part of the reason for
this price differential was that gas from the San Juan basin, normally
an attractive source of supply for central California, was diverted to
the southern California market because of the high prices for spot gas
at the Southern California Border. Accordingly, the price at Pacific
Gas and Electric Company (PG&E) citygate reflected the fact that the
supply from southern California was less than it had been previously.
Increased demand also contributed significantly to the high basin
differentials in northern California.

%U.S. Natural Gas Markets: Recent Trends and Prospects for the Future,” Energy
Information Agency, May 2001, p. x; RDI GasDat (for PG&E citygate only).
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Figure 1-2
Monthly Average Spot Gas Prices at Henry Hub and SoCal
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Figure I-3
Daily Spot Natural Gas Prices at Selected Basins and SoCal
July 1999 — March 2000
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Figure 1-4
Daily Gas Prices at Selected Basins and SoCal
July 2000 — March 2001
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Figure I-5
Daily Natural Spot Gas Prices at Main Canadian Production Point (NOVA (AECO-C)) and PG&E
July 1999 — March 2000
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Figure 1-6
Daily Spot Natural Gas Prices at Main Canadian Production Point (NOVA (AECO-C)) and PG&E
July 2000 — March 2001
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Supply/Demand Imbalance
and Flawed Market Rules
Drove Wholesale Electric
Prices Higher During 2000
and 2001

In November 2000, the Commission determined that the electric
market structure and market rules for wholesale sales of electric
energy in California were seriously flawed in the summer of 2000."°
This determination stemmed ineluctably from the wholesale prices in
California observed during the preceding half-year. This section
surveys the major factors that blighted California’s wholesale electric
markets from the summer of 2000 through the winter of 2000-2001.
Overall, the significant increase in power production costs was
triggered by increased demand, significant demand inelasticity, and a
scarcity of available generation resources throughout much of the
West. Further, California’s existing market rules exacerbated
conditions by exposing the state’s three investor-owned utilities to the
volatility of the wholesale spot market without affording them the
ability to mitigate price volatility and by promoting underscheduling in
the PX.

1%San Diego Gas & Electric Company v. Sellers of Energy and Ancillary Services
(San Diego), 93 FERC 61,121 at 61,349 (2000).
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Weather Extremes and High Demand

The August 2002 Interim Staff Report noted weather extremes and
high demand in California during 2000 and 2001.

From June through August 2000, California experienced one of the
hottest summers in 106 years of recordkeeping.'' In November,
average temperatures were unusually low. This atypical weather
helped drive load growth in California as temperature-sensitive
residential customers, in particular, increased their demand. California
generators alone produced 414,094 million kWh in 2000, as compared
to 383,169 million kWh in 1999."

Reduced snow pack from the winter and lower rainfall in the summer
of 2000 reduced western area hydropower output, which California has
traditionally relied on to meet its hot-weather peak. Net generation
from hydroelectric sources in Washington produced 81 billion kWh in
2000, down from 97 billion kWh in 1999, and net generation from
hydroelectric sources in Oregon produced 38 billion kWh in 2000,
down from 46 billion kWh in 1999." On a broader scale, hydroelectric
generation in the Northwest was 14 percent lower in 2000 than in
1999, which amounts to a reduction of 46.4 million MWHh in total
Northwest generation.'* Within California, reduced hydropower
availability forced greater reliance on in-state, gas-fired generation,
sourced from units that were generally old and relatively inefficient.

Stepped-up demand and low hydropower increased reliance on gas-
fired generation, raising the demand for and the price of spot market
gas. As one authority summarized, “[b]etween late 2000 and mid-2001
... arapid increase in natural gas demand, brought about by a need to
increase electricity output from gas-fired power plants (to compensate
for decreased availability of hydropower), also created a tight market
for natural gas interstate and intrastate pipeline capacity.”"” Noting that
“[h]igh electricity prices also reflect reduced Northwest hydropower
production due to low rainfall and the generally overstressed state of

"Electric Power Annual 2000, Volume I, Preface, Energy Information
Administration, p. 6 (Internet pagination).

"’Net Generation by Census Division and State, 2000 and 1999, Energy Information
Administration, p. 2 (Internet pagination).

PThese were approximately 15-percent declines. Electric Power Annual, Volume I,
Preface, Energy Information Administration, p. 10 (Internet pagination).
Washington’s 1997 hydroelectric generation peaked at 104 billion kWh and
Oregon’s 1997 hydroelectric generation peaked at 46 billion kWh. Washington and
Oregon are California’s principal out-of-state sources for hydroelectric power.
1«U.S. Natural Gas Markets: Mid-Term Prospects for Natural Gas Supply,” Energy
Information Administration (December 2001), p. 13 (Internet pagination).
“Natural Gas Transportation—Infrastructure Issues and Operational Trends,”
Energy Information Administration (October 2001), p. 15 (Internet pagination).
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the western power grid,” one commenter concluded that “much
costlier natural gas has in turn helped to drive up the operating cost of
electric generation.”'

Sellers of power necessarily relied on older, relatively inefficient units
to meet the higher demand or on peaking units that have relatively
high running costs. These units were run more frequently, and stressed
more, than they had been in the recent past. Consequently, outages of
gas-fired units increased in the summer of 2000 in California as
compared to the previous summer. These outages reduced the supply
necessary to meet demand. Secretary of Energy Richardson cited “a
shortage of currently operational electric generation facilities, a
shortage of water used to generate electricity, [and] unusual volatility
of electricity and natural gas markets” as reasons supporting his
finding of an emergency in California “by reason of the shortage of
electric energy.”"’

Notwithstanding the increased demand and reduced availability of
hydropower, California exported more power to neighboring states in
the summer of 2000 than it did in 1999. For example, August 2000
exports averaged 3,136 MW above the August 1999 level. Higher
exports reduced that amount of power bid into the day-ahead market.
In August 2000, price caps in California were reduced to $250/MW,
down from $500/MW in July and early August and $750/MW in
June."® The lower price caps motivated sales of bulk power at higher
prices outside California, where price caps did not apply.

Higher demand intensified transmission congestion, which in turn
contributed to higher wholesale electric prices. While on-peak
congestion at the California-Oregon border decreased substantially
from the summer of 1999 to the summer of 2000, on-peak congestion
north to south on Path 15 increased from 1 percent to 7.9 percent and
increased from 0 percent to 29.2 percent on Path 26. Off-peak
congestion from south to north on Path 15 also increased from 28.1
percent to 49.6 percent.

"®Cavanagh, R., “Revisiting ‘the Genius of the Marketplace’: Cures for the Western
Electricity and Natural Gas Crises,” The Electricity Journal (June 2001), pp. 11 and
13.

"Order Pursuant to Section 202(c) of the Federal Power Act, U.S. Department of
Energy (December 14, 2000). See also, Order Pursuant to Section 202(c) of the
Federal Power Act, U.S. Department of Energy (January 11, 2001) (citing same
reasons).

"San Diego Gas & Electric Company v. Sellers of Energy and Ancillary Services,
93 FERC 9 61,121 at 61,353 (2000).
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Flawed Market Rules and
Regulatory Policies
Magnified Adverse
Conditions

California’s then-prevailing regulatory scheme forbade much forward
contracting by the state’s three largest investor-owned utilities (IOUs).
The three California IOUs were required to purchase power through
the PX with little or no ability to purchase through forward contracts,
exposing the utilities to the volatility of the spot market without the
ability to mitigate that volatility. Even the generation that was not
divested by the three California IOUs could not be used directly to
self-supply their retail load. Under the California market design, this
retained generation had to be bid into the spot market. The California
I0Us were required to buy the output of their resources to supply their
retail customers. In its December 15, 2000 Order, the Commission
eliminated this aspect of the California market design that required that
the IOUs must sell all of their generation into, and buy all of their
energy from, the California PX."

A second market design flaw was the lack of demand responsiveness.
This flaw was exacerbated by a retail rate freeze that insulated
residential customers from high wholesale prices, thereby thwarting
the ability of price signals to shape and limit demand.

A third major flaw was the underscheduling of load by the three
California IOUs. Economic incentives to underschedule tended to
increase during high demand periods, which created operational and
reliability problems for the Cal ISO and required it to obtain out-of-
market energy at high prices. In its December 15, 2000 Order, the
Commission established penalties for underscheduling load.

As a result of the conditions and market rules noted above, hourly
prices in the PX reached as high as $750/MWh twice in May and eight
times in June; average prices were $47/MWh in May, $120/MWh in
June, $106/MWh in July, and $166/MWh in August.*’ These prices
were vastly higher than year-ago prices. For example, the monthly
average unconstrained market-clearing price for May 2000 in the PX’s
day-alzllead market represented a 100-percent increase over May

1999.

San Diego Gas & Electric Company v. Sellers of Energy and Ancillary Services,
93 FERC 961,294 (2000).

San Diego, 93 FERC at 61,353 (citing an ISO source); Staff Report to the Federal
Energy Regulatory Commission on Western Markets and the Causes of Summer
2000 Price Abnormalities (2000 Western Markets Staff Report), p. 5-1.

?1San Diego, 93 FERC at 61,353 (citing a PX source).
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Finally, emission compliance costs also increased markedly in the
summer of 2000. The cost of credits for complying with nitrous oxide
standards rose from approximately $6 per pound in May 2000 to $35
per pound in August. Because a combined-cycle gas generator
typically emits from 1 to 1.5 pounds of nitrous oxide per MWh, these
increased costs were significant.

Gas market rules were also flawed. In particular, the CPUC’s rules did
not require that storage facilities be filled during the nonpeak season,
as discussed in greater detail below. The lack of stored gas in southern
California contributed to higher border prices in the winter of 2000—
2001.

Transportation Constraints
and Spot Market
Dysfunctions Contributed
Significantly to Higher Spot
Market Natural Gas Prices at
the California Border

The disparity in prices between the primary production basins that
serve southern California, Permian and San Juan, and the spot market
price at Topock, Arizona, near the Southern California Border,
suggests that natural gas transportation between these points was
constrained.

Three major interstate pipelines serve southern California. Table I-2
indicates the limited choices available to gas purchasers for purchasing
gas for resale or consumption in southern California.

Table I-2. Interstate Pipeline Design Capacity to California

Pipeline Design Capacity to California (MMcf/d)
El Paso Natural Gas Company 3,290
Transwestern Pipeline Company 1.090
Kern River 700
Total Design Capacity 5,080

A rupture occurred on El Paso Natural Gas Company’s (El Paso’s)
pipeline in southeast New Mexico in August 2001; capacity was
immediately reduced by approximately 1 Bef/d for about 2 weeks
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following the rupture.” During the winter of 2000-2001, El Paso
operated its pipelines immediately upstream and downstream of the
rupture site at reduced pressures pursuant to an Order of the U.S.
Department of Transportation.”> Operation at reduced pressure caused
a reduction in El Paso’s capacity in the amount of 270 MMcf/d during
this time.** The loss of capacity was “a major shock to supplies of
natural gas in the Western Region, particularly in California, Arizona,
and New Mexico.”* The amount of gas needed to serve 1 million
homes is approximately 270 MMcf/d.

High spot prices in southern California were reflected in the
willingness of some shippers to pay more than the maximum tariff rate
for transportation on pipelines serving southern California.”® The
following table provides a barometer of pipeline capacity scarcity. It
shows that shippers were able to release capacity on El Paso’s and
Transwestern Pipeline Company’s (Transwestern’s) systems above the
maximum tariff rate.”’

*“Status of Natural Gas Pipeline System Capacity Entering the 2000-2001 Heating
Season,” Energy Information Administration (October 2000), p. xviii (Internet
pagination).

“See Corrective Action Order, issued by the Research and Special Programs
Administration of the U.S. Department of Transportation, CPF No. 420001004-H
(August 23, 2000).

2Bl Paso press release, October 23, 2002.

»«Status of Natural Gas Pipeline System Capacity Entering the 2000-2001 Heating
Season,” Energy Information Administration (October 2000), p. xviii (Internet
pagination).

*%In Order No. 637, the Commission temporarily removed the rate ceiling for short-
term capacity release transactions. The Commission explained that “[d]uring peak
demand periods, when capacity is at a premium, the need to provide shippers with
the greatest number of potential options and the most efficient competitive
marketplace is crucial. Shippers that most need capacity during periods of scarce
supply need a market that can efficiently respond to their demands and provide the
capacity they need.” FERC Stats. & Regs, July 1996 — December 2000 q 31,091 at
31,270 (2000). While this provision of Order No. 637 expired on September 30,
2002, 18 C.F.R. § 284.8(i) (2002), it was effective during the winter of 2000-2001.
’San Diego Gas & Electric Company, 95 FERC 61,264 (2001) (Appendix).
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Table I-3. Capacity Releases Above the Maximum Tariff Rate

Month Pipeline Am_ount Released Above28
Maximum Rate (MMBtu/d)
November 2000 El Paso 33,800
December 2000 El Paso 7,000
January 2001 El Paso 12,500
January 2001 Transwestern 7,766
February 2001 El Paso 19,269
March 2001 El Paso 34,566

As the Commission pointed out in an order addressing the data in
Table I-3, the volumes of released capacity above the maximum tariff
were not large relative to the total capacity serving California.”’
Nonetheless, the data provide an indication of the persistence of
capacity scarcity because they show that some shippers were willing to
pay above-tariff prices to avoid paying high bundled prices at the
California border. The volumes of released capacity may have been
relatively low, not because a market for capacity above the maximum
tariff rate did not exist, but because shippers holding capacity wanted
to use it themselves to transport gas to the California border rather than
release that capacity to other shippers.

In short, demand for interstate pipeline capacity and capacity from the
border into California exceeded supply. Border prices would not have

exceeded production basin prices as dramatically as they did had there
been sufficient transportation capacity to meet all of the gas demanded
by customers in southern California.

Low storage levels contributed to higher prices and greater volatility in
the gas market in southern California. If the CPUC rules required that
storage facilities be filled, gas supplies would have been increased
during the winter of 2000—2001. Shippers use storage during peak
periods to supplement interstate pipeline deliveries. Storage levels
were historically low approaching and during the winter of 2000
2001. California began the 2000-2001 winter season with 152 Bcfin
storage, which was 34 Bef below the 5-year (1995-1999) average.*”
By mid-February 2001, California’s working gas inventories were
estimated at less than 70 Bcf, as compared to the 1995-1999 average
of 100 Bef for the end of March.”'

* An MMBtu is roughly equal to an Mcf.

*San Diego, 95 FERC at 61,934-935.

3%¢.S. Natural Gas Markets: Recent Trends and Prospects for the Future,” Energy
Information Agency, May 2001, p. 22.

31U.S. Natural Gas Markets: Recent Trends and Prospects for the Future,” Energy
Information Agency, May 2001, p. 23.
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Storage levels were low for several reasons. First, the Carlsbad rupture
caused shippers to draw down storage inventories in August that
would otherwise have been available for the winter heating season.’
Second, natural gas prices above the historical average in southern
California in the summer of 2000 caused market participants to reduce
the amount of gas they put in storage. These market participants
believed that gas prices would moderate, permitting them to fill
storage later in the season or purchase natural gas on the spot market at
lower prices.”

2

Additional factors, including higher gas-fired generation output due to
low hydropower availability, nuclear plant outages in November 2000,
and unusually cold temperatures in November 2000, contributed to the
drawdown of storage serving southern California customers.*

Many of the market participants that sold natural gas at the Southern
California Border during the winter of 2000-2001 were trading
companies that engaged in major business activities outside of
California. However, handwritten daily transaction sheets that
Southern California Gas Company (SoCalGas), a local distribution
company,” provides each month to the CPUC indicate that SoCalGas
profited significantly from border sales at elevated prices. These
records show, for example, that for the flow date December 12, 2000,
a date on which natural gas prices at the California border were
extraordinarily high, SoCalGas purchased gas for approximately $11
from production area sources and sold gas at Topock for as much as
$65. For the flow dates February 10 through 12, 2001, the days
preceding a run-up of border prices, SoCalGas purchased gas at an
average price of less than $14. From February 14 through 16, when
gas prices were spiking, SoCalGas sold gas at an average price that
exceeded $30. SoCalGas’ ability to store gas suggests the potential for
substantial earnings stemming from these transactions. Under a
performance-based rates program authorized by the CPUC, a portion
of profits derived from trading activity would have been realized by
shareholders of SoCalGas’ parent company. For the period October

32¢U.S. Natural Gas Markets: Recent Trends and Prospects for the Future,” Energy
Information Agency, May 2001, p. 14.

»This is suggested in part by data for nationwide futures prices for natural gas.
“