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DIRECT TESTIMONY OF WAYNE SAKARIAS

| am Director —Fuel and Power Supply for SDG&E. | have
held this position since March 1998. The Fuel and Power
Supply Department, which | lead, isresponsible for obtaining
electric supply and natural gasto meet the needsof SDG&E’s
bundled service customers. Thistestimony describesthe
policies and practices we have followed in carrying out our
goal to achieve the lowest commodity costsfor our electric
customers.
A. Introduction
For nearly 3-1/2 years—dating back to April 1997 — SDG& E
has sought Commission authorization to use the full panoply of
financial and physical energy productsavailablein the electric
mar ketplace to managerisk and procure electric supply at the
least cost for its bundled service customers. Until September
21, 2000, when the Commission issued Decision 00-09-075,
SDG& E wasrequired to purchase all requirementsto meet the
demand of its customers either through the PX or the 1 SO.
Although therestrictive purchasing authority haslimited
SDG& E’s procurement options, asthistestimony describes,
the men and women of the Fuel and Power Supply Department
have done the best job that they reasonably could with the
tools and knowledge available at thetime. They have always
sought to obtain the best pricefor our customersand, as
described in the next section, have achieved excellent results.
The hindsight knowledge of this summer’s extreme price
spikes makes it easy to plot a course that, had it been followed
months befor e those spikes, would have led to a lower -cost
outcome. In particular, those who would second-guess our
actions point to the PX’s Block Forward Market (BFM) asa
purchasing option that would have saved money this summer
compar ed to the PX’sand 1 SO’ s day-ahead and day-of
markets. Indeed, those accusations underlie the requirement



of AB 265 and Decision 00-09-040 to conduct this after-the-fact
reasonablenessreview.
Before | addressthoseissues, in the next section | review how
the Fuel and Power Supply Department monitored its
per for mance on behalf of our customersto obtain the
exceptional resultswe achieved. Then, | will discuss SDG&E’s
actions with respect to forward markets, including why the
BFM —viewed without the benefit of the hindsight knowledge
of thissummer’s prices—was not areasonable option for
SDG&E at thetime.
B. SDG&E’sDaily Procurement Activities Achieved
Excellent Results
From the start of the new market through today, the Fuel and
Power Supply Department has procured energy for SDG&E’s
bundled service customer s through the PX’s day-ahead and
day-of marketsand the | SO’sreal-time or imbalance market,
using strategies and bidding techniques described in the
Appendix to thistestimony. For that entiretime, the men and
women of our Department have sought to obtain the best
pricesfor our customers. To keep our focuson that goal, we
track our performance compared to the market asawhole on
adaily basis. Over the 2-1/2 yearsthe market hasbeen in
operation, our skills have grown, and we now regularly
outperform the market asa whole.
The benchmark we use compares our operations against the
cost that the average market participant in the California
mar ket would haveincurred to meet the same quantity of load
in the same location and at the sametimeas SDG&E. Thisis
the benchmark that UCAN, ORA, the PX and othersagreed to
in our PBR settlement in A.99-02-029.* To determinethe
participation of the “average market participant,” we

! The PBR settlement is discussed further in Section C below.



examineon an | SO grid-wide basisthe relative quantities of
energy included in the final day-ahead load schedules
submitted to the 1 SO; theincremental (or decremental)
amount of energy included in the final hour-ahead load
schedules submitted to the | SO; and the quantity of load
cleared through the | SO real-time market. Asan example, for
a particular hour the*“average market participant” might have
scheduled 93% of itsload in the day-ahead ahead market, 5%
of itsload in the hour-ahead market, and cleared the
remaining 2% through thelSO’sreal-time market. After we
derive the respective per centagesin each market, we multiply
them by thefinal pricesin each market for the SP15 zone.
Thisyields a weighted average price that approximatesthe
effective pricethat the aver age market participant paid for
energy. Thebenchmark cost we use for comparison isthis
weighted average pricetimes SDG& E’s metered bundled
customer load. For example, given the percentages above, if
the day-ahead price was $100/MWh, the hour-ahead price
$130/MWh and thereal-time price $75/MWh, the benchmark
price would be $101/MWh.

By virtue of the way we trade among the PX’s day ahead, day-
of, and the 1 SO’ simbalance market, we have had outstanding
success in comparison to this benchmark. 1n 1999, we saved
our customersover $5.5 million compared to the benchmark.
For the year 2000 through September, we saved our customers
mor e than $20 million compared to the benchmark.
Furthermore, the savings we have been ableto achieve as
compar ed to the benchmark have grown considerably sincethe
end of theratefreeze. During January to June, 1999, we beat
the benchmark by $463,027. For the same period in the year
2000, the savings we achieved for our customerswas almost 30
times higher —about $12.9 million. The following table shows
our results on a month-by-month basis since January 1999:

SDG& E Procurement Savings Compared To Benchmark



Month 1999 2000
January $44,255 $186,736
February ($22,298) $566,939
March $259,547 ($11,612)
April ($64,119) $1,522,082
M ay $165,338 $3,445,731
June $80,304 $7,156,511
July ($273,256) $3,593,847
August $1,166,983 $2,038,434
September $799,858 $1,508,076
October $2,199,389
November $748,450
December $463,895
Total for Year $5,568,347 $20,006,744

C. SDG&E’'sAttemptsTo Use Forward Markets
I n anticipation of the start of the new electric market on
January 1, 1998, on April 14, 1997, SDG& E filed A.97-04-039
seeking authority to use financial derivatives along with
physical derivativesto manage energy procurement risk and
cost. If granted, thisapplication would have given SDG& E
authority to use all thetools sophisticated energy tradersand
suppliersuseto lock in positionsto achieve profitable results.
ORA and Enron protested SDG& E’s application, ORA
arguing that if derivatives were allowed, ratepayer s should
neither gain nor lose from their use. On August 1, 1997, the
Commission denied a similar application filed by Pacific Gas
and Electric Company (PG&E). (D.97-08-058.) Both a

2 January 1, 1998 was the planned start date for the PX and 1SO. The actual start was delayed until March

31, 1998.




proposed decision (written by the Energy Division) and an
alter nate decision written by Commissioner Neeper wer e later
issued and scheduled on the Commission’s October 9, 1997
agenda. The PD basically denied SDG& E’srequest, whilethe
Neeper Alternate would have allowed hedging with an 80/20
customer -shar eholder sharing of gains, losses, and costs.
While SDG& E sought to persuade the Energy Divison and the
Commissionersto support the Neeper Alternate, it became
clear to usthat theresult would be no different than for Pacific
Gas and Electric Company and, with our acquiescence, afinal
decision on this application was never issued. Asaresult,
SDG& E still does not have authority to utilize standard
financial toolsto lower electric costs.

When SDG& E saw the end of itsrate freeze coming, in
February 1999, wefiled an application that included a
proposed electric commodity PBR. (A.99-02-029.) | wasthe
company’switness on the PBR mechanism and also
participated in the subsequent negotiationsthat led, in October
1999, to a settlement with UCAN, ORA, the PX, and others.
The settlement would have established an electric commodity
PBR with an agreed-upon benchmark based on 1SO and PX
day-ahead and day-of markets. The PBR agreed toin the
settlement would have allowed SDG& E to use any available
physical or financial market (with certain limits) totry to
achievetheleast cost for itsbundled service customers. The
PBR mechanism would have ensured that the inter ests of
ratepayer s and shareholderswere aligned by sharing therisks
and rewards of SDG& E’s procurement activities®> On June 8,

3 In rgjecting the settlement, the Commission said it was “not convinced that a procurement PBR
mechanism avoids perverse incentives or properly alignsthe UDCs' interests with customers’ interests.”
D.00-06-034, mimeo at 76 (Finding of Fact 2). The Commission went on to find:

3. Wedo not intend to implement mechanisms that may have the perverse incentive of
encouraging the UDC to retain customers by using unfair practices; e.g., using resources
of the monopoly distribution company to retain customers for the procurement function.



2000, the Commission rgected the PBR settlement, finding,
among other things:

It isprematureto adopt a procurement PBR mechanism at this
time because the new market structures are not sufficiently
developed and because the Commission has not made
determinations asto therole of the UDC in supplying default
customers.

D.00-06-034, mimeo at 76 (Finding of Fact 1).

1. ThePX’'sBlock Forward Market
On March 23, 1999, the PX applied to FERC to establish a
BFM. Until that time, the only marketsthe PX operated were
its day-ahead and day-of markets. Initsoriginal

4. With properly-designed incentive regulation, once the benchmark is established, little
regulatory oversight is required because the interests of shareholders and ratepayers are
properly aligned.



form, the PX’s BFM consisted of monthly on-peak (6 daysa
week, 16 hoursa day) strips, available no morethan six
monthsin advance. FERC accepted the BFM proposal in an
order issued May 26, 1999. 87 FERC 1 61,203.
While FERC approval was pending, Southern California
Edison Company (SCE), PG& E and SDG& E all filed advice
letter s seeking Commission authority to usethe BFM.

SCE filed on April 19, PG& E on April 22, and SDG& E on
May 20, 1999. Utility participation in the BFM wasvery
controversial. Both marketersand retailersvigorously
opposed these requests.

SDG& E’selectric procurement PBR proposal was pending at
the time we decided to seek the BFM authority. At that time,
the focus of attention in SDG& E’s A.99-02-029 was on the end
of the company’srate freeze and the decisions needed to
effectuatetheratefreezeend. SDG& E’s post-rate freeze PBR
proposal was deferred to addressthose more urgent issues. As
aresult, SDG& E decided to seek the BFM authority so that we
would have whatever added flexibility that tool provided until
a full-blown PBR could be adopted.

On July 8, 1999, the Commission granted SCE and PG& E
authority to participatein the BFM subject to several
limitations:

Where SCE and PG& E had sought unlimited authority to use
the BFM, the Commission limited participation to one-third of
historical minimum hourly load by month.

The Commission limited participation only to those PX block
forward products already authorized by FERC, requiring
additional requests should the PX obtain FERC approval for
new forward market products.

The Commission limited the duration of commitmentsto no
later than October 31, 2000.
The Commission limited cost recovery to therate freeze
period, deferring theissue of post-rate freeze cost recovery to
the outcome of the Post-Transition Ratemaking Proceeding.



Res. E-3618. The Commission also cautioned SCE and PG&E

not to usethe BFM for “speculation.”

On July 22, 1999, the Commission granted SDG& E’srequest
for BFM participation. The Commission placed similar
limitationson SDG& E asit had on SCE and PG& E, and
cautioned SDG& E not to usethe BFM for “ speculation.”

Since SDG& E had already ended itsrate freeze, the
Commission gave SDG& E no assurance of cost recovery,
saying, “ Because SDG& E has ended itsrate freeze, cost
recovery will . . . be subject to the outcome of the Post-
Transition Ratemaking Proceeding (A.99-01-016/A.99-01-

019/A.99-01-034).” Res. E-3620 at 9 (Ordering Paragraph 2).

Although Resolution E-3620 granted SDG& E authority to use

the BFM, it did nothing to make use of the BFM an attractive

option. Theauthority waslimited to about 400 MW. The
Commission declined to give SDG& E any assurance that it
would be



allowed to recover the costs of BFM participation.* And the
Commission’s grant of authority was accompanied by a
gpecific warning not to usethe BFM for “speculation.” The
resolution did not give any clue asto what the Commission
might consider “speculation,” but the warning — coupled with
thelack of assurance of any cost recovery —was susceptibleto
theinterpretation that SDG& E’s use of the BFM would be
judged as*“ speculation” if it turned out that the BFM price was
higher than the PX day-ahead price.

In January 2000, SCE and then PG& E filed advice letters
seeking increased authority to participatein the BFM and at
higher levelsand for longer periodsthan the Commission had
previoudly authorized. SDG& E decided not to make a similar

advice letter filing because, at that time, we had already
submitted our PBR settlement with UCAN, ORA, the PX and
othersthat would have given SDG& E expanded BFM
authority aswell asthe opportunity to use all other physical
and financial markets. This case was deemed submitted on
December 13, 1999 with thefiling of reply comments, and a
decision was pending.

On March 16, 2000, the Commission issued Resolution E-
3658, expanding SCE’sand PG& E’sauthority to participatein
the BFM to their full “net short” position through the end of
their respectiverate freezes. Res. E-3658 at 10 (Ordering
Paragraph 1(i)). The Commission made clear that the issues of
post-rate freeze participation in the BFM and “ procur ement
oversight” would betaken up in the Phase |l Post Transition
Ratemaking Proceeding.

Resolution E-3658 potentially reflected a changein the
Commission’sthinking about the BFM, containing the
Commission’s most positive statements about that market to

* This assurance did not come until June 2000, when the Commission declared, “We resolve concerns
regarding reasonableness reviews by deeming as reasonable, the prices paid by the utilities for purchases
from authorized wholesale markets, specifically the CalPX day-ahead, day-of and block forward markets,
other qualified exchange markets, and the | SO imbalance energy market.” D.00-06-034, mimeo at 77
(Finding of Fact 11).



date. Whilethe Commission characterized participation in the
BFM during therate freeze as“insurance against pricerisk,”
nothing in the resolution made that analysis applicableto
SDG& E. Theadvantage of buying forward through the BFM
iIsthat it locksin a pricethat cannot go up even if the PX day-
ahead priceishigher. The corresponding disadvantage of
buying through the BFM isthat it locksin a price that cannot
go down even if the PX day-ahead priceislower. Ratepayers
under aratefreeze would not seelower pricesreflected in their
bills, so therewas no “downside’ for them in the BFM. For
SDG& E, whoserate freeze had ended, the ratepayer risk of
buyingin the BFM at a pricethat turned out in hindsight to be
higher than the PX day-ahead price wasreal, and the
Commission had already made it clear that SDG& E’s cost
recovery for BFM purchaseswas not assur ed.

That same month, the draft decison recommending denial of
our procurement PBR settlement came out. SDG& E remained
committed to its settlement and, along with UCAN, ORA and
others, filed comments on the draft decision supportive of the
settlement. Because we still hoped to turn the draft decision
around, we did not abandon the comprehensive approach of
the PBR settlement to seek piecemeal expanded BFM
authority.

In May 2000, Edison and PG& E requested authority to
participatein PX daily and balance of month BFM. On July 6,
2000, the Commission granted authority “ until the end of the
ratefreeze.” Respondingtoretailer concerns, the Commission
emphasized that thisauthority was granted only during therate
freeze and did not “ prgudge or indicate any Commission
preferencefor any position in the post-transition period.” The
Commission refused to raise participation limits, expressing
concer n about “over-procurement” and “speculation.” The
Commission did, however, set 1000 MW limitsfor these new
productsin addition to already-established limitsfor other
productsfor which the Commission had granted authority.



The Commission again required the utilities to seek further
Commission approval prior to participating in new PX
products.

On June 8, 2000, the Commission r g ected the procur ement
PBR settlement among SDG& E, UCAN, ORA, the PX and
others. (D.00-06-034.) Thedecision did not speak at length to
the post-transition ratemaking issues with respect to the scope
of participation in the BFM, asthe earlier resolutions had
suggested it would. Nevertheless, the decision did addressthe
issue of the reasonableness of purchases from PX markets:
“Weresolve concernsregarding reasonablenessreviews by
deeming as reasonable, the prices paid by the utilities for
pur chases from authorized wholesale markets, specifically the
CalPX day-ahead, day-of and block forward markets, other
qualified exchange markets, and the | SO imbalance ener gy
market.”® D.00-06-034, mimeo at 77 (Finding of Fact 11).

With its other procurement options gone, on July 7, 2000,
SDG& E requested expanded authority to participatein the
BFM. (A.L.1234-E.) In addition, SDG& E approached the PX
to develop new productsthat would be consistent with recent
bilateral proposalsthat SDG& E had received, but could not,
under Commission rules, consummate. On August 3, 2000, the
Commission granted SDG& E permission to transact in new
PX productsand at alevel of 1900 MW in the summer months,
1700 MW

® Shortly thereafter, the Legislature eliminated the authorization of “other qualified exchange markets.”



in the balance of the year, and for daily and balance of month
transactions, up to an additional 1000 MW. On that same day,
the Commission granted SCE and PG& E authority to
pur chase outside of the PX through 2005, subject to the same
limits previously approved for block forward transaction.

On August 9, 2000, SDG& E filed an emer gency motion with
the Commission seeking authority to enter into bilateral
contractsfor futuredelivery. On September 21, 2000, the
Commission granted the authority subject to certain
conditions. (D.00-09-075.)

2. How TheBlock Forward Market Looked To SDG&E
Approval to participatein the BFM provided uswith only
limited flexibility. Accordingly, the Company worked hard to
gain support for itspost-transition ratemaking proposal,
ultimately reaching agreement with UCAN and ORA,
representing consumer interests, the PX, and a variety of
marketersand brokers. SDG& E’s proposal for trading
flexibility attracted consider able controver sy, however.
Retailers opposed the proposal, even opposing SDG& E’'sand
the other two utilities effort to gain approval totradein the
BFM, arguing that it was inappropriate for utilitiesto
participate in anything other than the spot market.

At the same time, Commission decisions sent mixed messages
on therole of the utility in these markets. On the one hand,
they approved utility participation. On the other hand, they
stated that, for utilitiesthat had ended therate freeze (i.e.,
SDG& E), the Commission was uncertain to what extent it
wanted utilitiesto beinvolved in forward markets. This
expression of uncertainty was consistent with argumentsthat
someretailershad made that utilities should be limited solely
to spot markets. The Commission repeatedly expressed its
intent to resolve that question in its Post-Transition
Ratemaking proceeding. AslateasMarch 16, 2000, the



Commission predicted that decision would berendered in the
first quarter of 2000, but it was not decided until June.

In the meantime, SDG& E did not seethe BFM asa
particularly attractivetool. Asaforward physical purchase
that SDG& E could not further hedge with any financial or
other physical transaction, the BFM wasa*“ bet” against a

market priceforecast. The“bet” would be“won” if PX day-
ahead pricesturned out to be higher than the BFM price; it
would be*“lost” if PX day-ahead pricesturned out to beless
than the BFM price. For customers paying a frozen rate, the
“bet” cannot be*“lost” becausetheir rate does not go down
with pricesin any event. By protecting against higher prices,
the BFM protects customersunder arate freeze from negative
CTC callection.

Because our customerswere no longer under aratefreeze, the
BFM “bet” exposed them to pricerisk. They would “lose” if
PX day-ahead pricesturned out to belessthan the BFM price.
Conversely, they would “win” if priceswent the other way. In
advance, however, there was no way for usto predict whether

a priceforecast would necessarily be high or low.

Compounding the dilemma of “betting” against the market,

our customers pricerisk from BFM purchasesled to a
cor responding shareholder risk. |f we made an unhedged
BFM “bet” (theonly kind we wer e authorized to make) and
PX day-ahead pricesturned out to belower than the BFM
price, SDG& E would be subject to disallowancein a

subsequent reasonablenessreview. Unlike a PBR mechanism,
which balancesrisk with potential reward, in thiscircumstance

there would be no counter balancing potential reward if the

“bet” turned out well.

SDG& E, the Commission, and the State have extensive
experience with fixed price contracts (and capital investments
that have the same effect in establishing a price commitment).

Neither the Commission nor the legislature hasindicated a



policy favoring fixed price commitmentsto limit upward price
exposur e at the expense of losing the benefit of price
reductions.t Historically, wher e these commitments have
turned out to be above the marginal cost of eectricity, they
have become “ stranded costs.” |ndeed, it wasthe magnitude of
these stranded costs that created the impetus underlying
AB1890. Commission and State policy envisioned that market
changeswould result in lower prices. A fixed price
commitment that would give away the opportunity for lower
priceswould appear to beinconsistent with that policy.
Likewise, the Commission had not expressed a policy favoring
reduced risk of volatility in exchange for losing the potential
for price decreases. The Commission actually stated the
opposite, disfavoring “ speculation” and substantially limiting
the amount of fixed price contracts a utility could enter into.
The Commission’s caution to SDG& E not to usethe BFM for
“speculation” was of particular concern in thiscontext. Since,
prior to AB 265, SDG& E did not have afixed rateto usethe
BFM to hedge against, SDG& E believed that making an
unhedged fixed price commitment through the BFM inherently
amounted to speculation. Because a fixed price contract by
itself exposes customerstorisk, we considered the BFM to be

® As discussed above, the Commission’s most positive statements about the ability of BFM purchases to

protect ratepayers from upward price movements were specifically limited to customers “ during the rate
freeze.” Res. E-3658.



limited in value because it put customersat risk of losing lower
prices. Prior tothis Summer’s unexpected run-up of prices,
SDG& E read Commission policy as not necessarily favoring
reduced volatility over the potential for lower prices. Given
therisks, we concluded that the BFM should be used sparingly,
if at all, and only when there was a demonstrable benefit.

3. PriceConsderationsin the Block Forward M arket
The desirability of entering into fixed price contractsfor future
delivery depends on one's estimate of what the market will do
in thefuture. In addition to our daily forecasts of pricesfor
the next day (discussed in the Appendix), since the PX began
operation, SDG& E has been monitoring PX pricetrendsfor
prices months and yearsinto the future. We have used several
tools over timeto help usin predicting future prices. However,
from the outset, forecasting PX prices has proven challenging
because there was no historical PX operation to use asa basis
for estimating futuretrends. For that sasmereason, SDG& E
considered third party forecaststo be speculative. Instead,
SDG& E choseto useasthe primary basisfor itsprice forecast
what the competitive market itself was predicting prices would
be through forward markets.

A prominent measure of forward market costsisthe New
York Mercantile Exchange (NYMEX) electric futures
contractsfor Palo Verdeddivery. NYMEX futuresdo not
providefor delivery directly to SP15, where SDG& E takes
delivery, and it isonly an on-peak delivery contract.
Accordingly, SDG& E has needed to determine appropriate
adjustmentstothe NYMEX pricestoyield the prices SDG&E
would actually see. SDG& E accomplished this by developing
historical relationships between futures prices and actual
pricessincethe start of the market in April 1998, using the
closng NYMEX priceon thelast day of contract trading
(typically four business days befor e the delivery month). Since
the NYMEX futures contract isfor on-peak energy delivery,



SDG& E developed adjustmentsto establish a forecast of
SDG& E’sload weighted aver age monthly price, using separ ate
adjustment factorsfor summer and non-summer months
because of the large spread between on-peak and off-peak
pricesin the summer months. Until May 2000, the NYMEX
Palo Verde futures contract, with adjustments, had been a
reasonable predictor of the eventual market PX price.

The NYMEX forward price curve provides a market-based
way of predicting future prices. Beginningin summer 1998, we
also began to use other market-based tools. Primary among
these were direct discussionswith marketersand sellers of
power. Through theuse of quotesfor contracts of different
terms and with different features, we have kept a close watch
on themarket for the past two years. We have found that
these tools provide usthe current expectations of future prices.
However, as experience thisyear has demonstrated, even the
mar ket guesseswrong in itsprediction of pricesin the future.
Attachment 1 graphs NYMEX Palo Verde forward price curve
for pre-2000 trading for January — December 2000 contracts.
It showsthat in early 2000 forward prices wer e accur ately
forecasting actual SP15 on-peak prices. After May 2000,
however, the futures prices substantially underestimated
actual SP15 on-peak prices.

Shortly after the BFM opened, SDG& E began looking at
it asa potential tool. Our initial observationswerethat prices
in the BFM seemed higher than priceswe had under stood from
sellers might be available in the market. Our initial conclusion
was that the BFM might turn out to be a better opportunity for
sellersthan it wasfor buyers. Our observation that the BFM
may not be attractive for buyersare consistent with
conclusionsthe ISO’s Market Surveillance Committee reached
ayear later: “ Because the contractual form offered by the PX
may not meet the needs of a seller of electricity outside of the
| SO control area, these firms may need to be offered a



significant price premium to sell a PX block forward
contract.”’

We also observed that the BFM was not a very liquid market.
Few tradestook place and many times weeks passed between
trades. Thisled usto be concerned about how confident we

could be of the competitiveness of BFM prices.
4. SDG&E’sUseof theBlock Forward Market
In the absence of having a broad array of market tools,

SDG& E placed greatest emphasis on the PX day-ahead, day-
of, and 1 SO imbalance markets. See Appendix. Thesewere
the most liquid markets, and the ones wher e effective trading
was most likely. Asdiscussed in the Appendix, SDG&E has
had good successin these efforts, and our attention to trading

In these markets has been well justified.

Although SDG& E continued to monitor the BFM and asks
periodically, because it was not an exceedingly active market
through the end of 1999 and the spring of 2000, changesin the
bids tended to be few, random, and slow. SDG& E continued
towatch thetrend of NYMEX pricesasafuturepriceforecast.
We had no reason to expect that the occasionally traded BFM
would provide pricesthat wer e attractive enough to forego the
potential for lower pricesin the other PX markets. In fact, as
Attachments 2-5° show, with only a few exceptions, the BFM
transactionsthat did take place were at pricesthat tracked the
NYMEX futures, indicating that BFM purchases would be
“bets’ against the NYMEX (that is, PX day-ahead prices
would haveto turn out higher than the NYMEX was
forecasting for the BFM to be advantageous).

In June 2000, SDG& E did make price proposalsin the block
forward market. SDG& E offered a price of $140/MWh for
delivery at Palo Verde for the month of July. No supplier

"1SO Market Surveillance Committee, “An Analysis of the June 2000 Price Spikesin the CalifornialSO’s
Energy and Ancillary Services Markets’, September 6, 2000, at 9.

8 Since NYMEX does not trade a quarterly Palo Verde contract, a quarterly price was calculated by
averaging July, August and September contracts on common trading days.



offered a bid to sl in response. Shortly after that, SDG& E
offered to buy at SP15 at a price of $120/MWh. SP15 prices
for BFM transactionsfor July never exceeded 95.65%.

In early July 2000, SDG& E considered purchasing a block of
power at alevelized pricefor aterm of several months. BFM
pricesin the coming winter and the spring of 2001 werein the
$40 —50/MWh range. By purchasing power for aterm
extending into the spring of 2001 that would blend high
summer priceswith low winter and spring prices, SDG& E
anticipated that it could provideits customers someimmediate
relief from high summer prices. SDG& E solicited bilateral
proposals from the market, even though sellerswere aware
that we had no authority to buy outside the PX. SDG& E made
it known that it hoped to work with the PX to bring potential
valuable sales proposals to benefit SDG& E’s customerswithin
the framework of the Commission’s mandatory PX-buy rule.
Theresults of that RFP confirmed that power could be
purchased in the bilateral market to provide exactly that
benefit. We met with the PX on July 17th to discussthe PX’s
ability and willingness to implement productsthat tracked our
RFP responses. The PX agreed and worked with SDG& E to
modify its systems. On July 19th, SDG& E applied for and on
August 3rd received Commission approval for thisplan. (D.
00-08-021.) However, when SDG& E submitted bidsto buy
power in thisnew PX market at prices generally consistent
with the offer swe had already received, the response was very
different from theresults of the RFP. SDG& E had received
price proposals from ten different suppliers. In contrast, in the
new PX market, for theidentical product, the response was
nearly non-existent, and the few prices the company received
werefar higher than what we expected based on mar ket
changes since we received the responsesto the RFP.

On August 4th, SDG& E made bidsto buy both 5 and 9 month
blocks of power. One other buyer submitted bids. For the9
month 7 x 24 contract, no more than three sellers participated



rather than the ten respondentsto SDG& E’srecent RFP.
SDG& E started bidding for the 9 month 7x24 contract at $50
and increased that to $57 eventually. These bid priceswere
based on market prices obtained from the RFP. However, the
offersto sdll the 9 month block started at $70 but never went
lower than $69.75. For the 5 month 6x16 contract, SDG& E bid
$95 but the lowest offer to sell was $110. Over the next two
weeks, SDG& E continued to make bidsto buy power at
mar ket prices but the offersto sell continued to be well above
bilateral market prices. Asaresult, SDG& E ceased making
bids. Again, the BFM proved to be an ineffective tool for
meeting SDG& E’s needs. SDGE refused to enter into dealsin
the BFM that wer e obvioudy higher than our best
under standing of the market at that time.

SDG& E then turned its effortsto obtaining authority
from the Commission for bilateral purchases of power directly
from sellersinstead of through the PX. The Commission had
authorized PG& E and SCE to make bilateral purchaseson
August 3, 2000. In anticipation of receiving that authority,
SDG& E issued another RFP on August 22, 2000. Although the
RFP resulted in a number of responses, SDG& E did not
receive authority to make bilateral purchases until September
21. By then, the bids had expired.

5. SDG&E’sUse Of The BFM Could Not Have Saved More
Than $69 Million

While SDG& E’s customers and other Califor nians have
suffered hundreds of millionsor billions of dollars of increased
electric costs, only arelatively small portion of that could have
been saved even if SDG& E had been prescient enough to have
bought in the BFM. To seewhat difference perfect hindsight

would make, we have calculated how much we could have
saved in procurement costsfor our bundled service customers

had we known the summer price run-up was coming and
bought the full limit of our authority (400 MW) in the BFM for
May through August 2000 at the lowest pricethat any BFM for



each month ever sold. Thefollowing table showsthe result of

this calculation:

SDG&E
Energy Costs Savings
with Theoretical | as% of
SDG&E | Theoretical | Maximum | Actual
Month Actual Maximum BFM Energy
Energy costs BFM Savings Costs
Savings
M ay $73,635,210 | $67,549,962| $6,085,248 | 8.3%
June | $184,292,953 $22,177,792 | 12.0%
$162,115,161
July | $171,391,935 $14,198,400| 8.3%
$157,193,535
August | $261,798,468 $26,116,992| 10.0%
$235,681,476
Total | $691,118,565 $68,578,432| 10.0%
$622,540,133

Thistable representsthe theor etical maximum savings from
full use of SDG& E’'s400 MW of BFM authority because it
assumes (a) perfect foresight; (b) that SDG& E could have

bought for the lowest price each monthly BFM contract ever
sold; and (c) that 400 MW of additional supply would have

been available at that price. Whilethe amount of the
theor etical maximum savingsis not insignificant, for the
aver age (500 kWh) residential customer, it would have
trandated into savings of lessthan $25 out of total bills of
about $385° for four months.

® The hill total does not include the effect of any of the rate stabilization or rate ceiling plans adopted this

summer.




D. Conclusion

SDG& E hasrepeatedly sought Commission authority to use
the full panoply of physical and financial tools availablein the
electric marketplace. Until September of thisyear, SDG& E
was limited to the PX and 1SO markets, with limited authority
(up to about 400 MW) in the BFM. Despitetherestricted
authority SDG& E had, the men and women of the Fuel and
Power Supply Department have done an outstanding job of
saving our customers money by their skill in forecasting and
bidding into the PX and 1 SO markets.

While 20-20 hindsight makes us wish we had used our 400 MW
of BFM authority to make forward purchasesfor this summer
late last year or early thisyear, at those timeswe had no reason
to believe that the market would fail and that summer prices
would spike theway they did. The BFM looked like a gamble
that exposed ratepayersto therisk of payingtoo high a price
for electricity and shareholderstotherisk of a disallowance if
that happened. Weinterpreted the Commission’sdecisions
reasonably and analyzed the limited utility of the BFM to
SDG& E in areasonable manner.



APPENDI X

Procuring Energy Through the PX and 1 SO Day-Ahead and Day-Of Markets

This Appendix describes how SDG& E has managed and bid its
bundled customer load into the PX day-ahead and day-of
markets and the | SO real-time market throughout the review
period (July 1, 1999-August 31, 2000) and to this day.

1. TheDay-Ahead, Day-Of, and Imbalance M arkets
a. Bidding Practices
SDG& E’s practice hasbeen to bid at least one hundred
percent of SDG& E’sforecast metered bundled load into the
PX day-ahead energy market. Bidsinto thismarket specify
the pricethe buyer iswilling to pay, and the amount of energy
the buyer iswilling to buy at that price. SDG&E’sbids
typically specify different price and quantity levels (the PX
effectively permits 14 different price/quantity pairs), to enable
us to maximize the quantity we can buy at the lowest price
possiblein the day-ahead market. And to the extent we defer
purchasesto the day-of and imbalance markets, SDG& E tries
to make purchasesin those markets at pricesthat are lower
than in the day-ahead market. These price-sensitive bidsare
structured such that at relatively lower day-ahead market
clearing prices SDG& E buys morethan itsforecast bundled
load. At relatively higher day-ahead market clearing prices
SDG& E buyslessthan itsforecast bundled load. SDG&E also
submits day-ahead adjustment bidsto the PX that the | SO uses
to manage congestion in its day-ahead congestion market.
These adjustment bids may cause SDG& E’sfinal day-ahead
load schedulesto be moreor lessthan the quantities of load
cleared through the PX day-ahead energy market.

After thefinal day-ahead load schedules are deter mined,
SDG& E submitsbidsinto the PX day-of market. SDG&E'’s



bidsinto the PX day-of market are structured such that if day-
of pricesarelow enough, SDG& E will buy incremental
amounts of energy that will result in final gross hour-ahead
load schedulesthat exceed SDG& E’sfinal day-ahead load
schedules. Similarly, SDG& E’s bidsinto the PX day-of market
are structured such that if hour-ahead prices are high enough,
SDG& E will sl incremental amounts of ener gy that will result
in final gross hour -ahead load schedulesthat arelessthan
SDG& E’sfinal day-ahead load schedules. SDG& E also
submits hour -ahead adjustment bidsto the PX that the | SO
uses to manage congestion in its hour-ahead congestion
market. These adjustment bids may cause SDG& E’sfinal
hour-ahead load schedulesto be more or lessthan the
qguantities of load clear ed through the PX hour-ahead energy
mar ket.

SDG& E also participatesin the PX Post Close Quantity Match
(PCQM) market after the close of both the Day-Ahead and
Day-Of markets. Thismarket allows SDG& E to make small
adjustmentstoitsfinal schedulesat the closing market clearing
price.

In summary, SDG& E always bids at least 100% of its
forecasted metered bundled load into the PX day-ahead ener gy
market. The extent to which the PX ultimately schedules
SDG& E’sbid load depends on the price/quantity bidsthat
other buyersand sellersoffer into the PX markets. Depending
on the quantity of load which isincluded in SDG& E’sfinal
day-ahead load schedules, some portion of SDG& E's metered
bundled load is bid into the PX day-of market. Bidsintothe
PX’s day-of energy markets, and bids used by the | SO in its
hour -ahead congestion market, are structured such that
different quantities of energy are bought or sold at different
market clearing prices. Therefore, the percentage of SDG& E’s
bundled metered load bid into the Califor nia PX day-of
mar ket and | SO hour-ahead congestion mar ket varies by hour
and may be either positive or negative. These bidsare all



designed to maximize benefitsto SDG& E’s customer s by
minimizing their cost of energy.

Since SDG& E does not have any bundled loads that can be
dispatched in real-time, SDG& E does not submit any bids for
any portion of SDG& E’s bundled metered loadsinto the
California | SO’ s real-time ener gy markets.

b. Forecasting L oad
An important element to do well in buying energy isto be able
to forecast reliably anticipated ener gy requirements each hour
of each day. Demand forecasting is an inexact processand is at
least as much art and judgment as science. It isnot possibleto
predict exactly what the demand will turn out to be, especially
when the day-ahead load for ecast—which must be completed
prior to 7:00 am the day befor e the operating day—can never
be developed closer than 17 hours prior to the beginning of the
first hour of the operating day and 41 hoursprior to thelast
hour of the operating day. Even the day-of load for ecast
cannot be developed closer than 4 hoursprior to the beginning
of the 5:00 pm to Midnight block of operating hoursand 17
hoursprior to the beginning of the 1 am to 10 am block of
operating hours. Despitethe significant fluctuationsin
weather during June 1through August 31, 2000, SDG&E’s
load for ecasts used for day-ahead bidding on average had an
absoluteerror of only 2.9% from actual loads.

Two daysprior to each operating day, SDG& E preparesan
hourly forecast of itsbundled customer load. Thisforecast is
usually completed in the afternoon and relies upon historical
load data aswell as current forecasts of weather data gathered
for the San Diego basin. Prior to 7:00 am of the day prior to
each operating day, SDG& E updatesits bundled customer
load forecast based on mor e current forecasts of weather data,
taking into account any unusual variationsin actual loads
throughout the previous evening hours and early morning
hours. Thisupdated load forecast isrecorded electronically



and then used in forming SDG& E's price/quantity bid into the
PX day-ahead energy market.

Prior to thethree PX day-of bidding deadlines (4:00 p.m. of the
day prior to the operating day for hours-ending 0100 to 1000,
6:00 am of the current operating day for hours-ending 1100-
1600, Noon of the operating day for hour s-ending 1700-2400),
SDG& E reviewsits day-ahead load forecast for the respective
hoursto estimate whether actual loadswill be higher or lower

than assumed in the day-ahead load for ecast.
Depending on SDG& E’s estimate of day-of and real-time
market clearing prices, SDG& E may use this updated load
forecast information to adjust its day-of price/quantity bid.
For example, if thisload forecast update suggests that loads
will be higher than anticipated when the day-ahead |load
forecast was developed, and if SDG& E estimatesthat real-time
prices may be significantly higher than estimated at the time
the day-ahead bids were submitted, then SDG& E may attempt
to purchase the forecast increment of load in the day-of
market. Thiswould help to insulate SDG& E from the
possibility of paying much higher pricesfor the incremental
load in the | SO'sreal-time market.

Forecast weather data isobtained from a variety of sources
including websites offering weather forecasts, the daily
newspaper, meteorologists at the San Diego County Air

Pollution Control District, and a consulting service specializing

in hourly weather forecastsfor the San Diego basin

(temperatures and humidity). Historical hourly load datais

captured on a service area basisasthe net of all (a) internal

generation including SONGS, (b) importsor exportsonto and
off of the Southwest Powerlink at the Palo Verde, North Gila,
and Imperial Valley substations, (¢) importsor exportsinto
Mexico from the Miguel substation, and (d) metered transfers
in or out of the San Diego basin at the SONGStie point with
the Southern Califor nia Edison transmission system. This
historical load data includes direct access customer loads and,



sinceit ismeasured at the points of power injection onto the
| SO grid, isdifferent than service areaload (as measured at
the points of withdrawal from the | SO grid) by the amount
transmission losses. SDG& E’s day-ahead load for ecast for
bundled customerstherefore startsasa service areaload
forecast. SDG& E then reducesthisforecast by an estimate of
transmission losses and by an hourly forecast of direct access
loads. Theresult isan hourly forecast of bundled customer
loads.

Thedirect accessload forecast is based on the 12-month billing
history for those customerswithin each class of direct access
customer. Thishistorical load data isadjusted for forecast
weather and profiled into an hourly consumption pattern. The
resulting hourly loads ar e adjusted upwar ds by the applicable
distribution loss factorsand the hourly totals across all direct
access classes aggregated into a single direct access load for
each hour.

In forming its day-ahead load forecast, SDG& E considersthe
hourly load forecast produced by an artificial neural network
short term load forecasting model. This model uses historical
loads and actual weather data asinputs. It then establishesa
statistical relationship between historical loads, actual
temperatures and actual humidity. This historical relationship,
in combination with forecast temper atures and humidity,
provides an hourly forecast of loads. Theuser can specify the
historical datarangethat isused to form the statistical
relationships. Generally, the morerecent the historical data
used, the mor e sensitive the for ecast loads are to changesin
forecast weather conditions. SDG& E hasfound that
experienced personnel can usually improve upon the load
forecast generated by the model. Thisforecasting model is
sometimes helpful in making short term load for ecasting
updates since it will accept and “learn from” the most recent
hourly load and weather data. These updates contribute to our
development of the day-of load price/quantity load bids



submitted to the PX by SDG&E. In all cases SDG& E applies
the judgment of its experienced for ecasting per sonnel before
accepting any model results.
c. Forecasting Market Clearing Price
I n advance of forming and submitting its day-ahead demand
bids, SDG& E estimates market clearing pricesfor the
upcoming day-ahead, hour-ahead and real-time ener gy
markets. SDG& E usesrecent hourly market clearing prices
from the day-ahead, day-of and real-time ener gy marKkets,
adjusted for the most current weather forecasts and the
Company’s expectation of how other market participantsare
likely to react to anticipated market conditions, to develop an
estimate of market clearing pricesin the upcoming day-ahead,
day-of and real-time energy markets. In making these price
estimates, SDG& E monitorsforecast temper atur es thr oughout
California and the adjoining areas. Analysis has shown that
L os Angeles and Sacramento temper atures have a statistically
significant correlation with pricesin the PX day-ahead and
day-of energy markets and with the 1 SO real-time market
during the summer months. SDG& E also gathersand
consider sthe effect ohn prices of forecast temperaturesfor
Riverside, San Jose, Phoenix and Portland. Current
information relating to upcoming large unit outages, scheduled
transmission outages, and expected natural gas prices may also
be used in estimating the market clearing pricesin the day-
ahead, day-of and real-time markets. Recent congestion
patterns may also influence these market clearing price
estimates.
| f expected weather conditions change significantly after the
close of the day-ahead market—for example current
temper atur e for ecasts show a significant decline from those
which wereforecast prior to submittal of the day-ahead
demand bids— SDG& E may suddenly find that it has* over -
purchased” in the day-ahead market and must decide quickly
whether to sell back someor all of this*excess’ in the



upcoming day-of market or ssimply accept thereal-time
settlement for the “excess’. In thiscase, SDG& E may develop

a day-of price/quantity load bid directly on the PX trade
application which specifiesthat if the day-of market clearing

priceisat or abovethe day-ahead market clearing price,

SDG& E will sell back all of its excess, ther eby avoiding the

possibility of receiving alower real-time settlement for the
EXCESS.

If SDG& E expectsthe day-ahead market to have the lowest
market clearing price, SDG& E will submit bidsthat are
structured such that at the estimated market clearing price,
SDG& E will purchasein the day-ahead market at least 100%
of itsforecast needs.

If SDG& E projects day-of or real-time market clearing prices
to be significantly higher than day-ahead market clearing
prices, SDG& E’'sbid into the day-ahead mar ket may specify
that at or below the estimated day-ahead market clearing
price, SDG& E would be willing to buy more than 100% of its
forecast need.

SDG& E would then submit bidsinto the day-of market which
specify that at the estimated day-of market clearing price,
SDG& E will “sell back” the* excess’ energy which was
purchased in the day-ahead market. The difference between
what SDG& E paid for the “excess’ energy in the day-ahead
mar ket and what SDG& E was paid in the day-of market
represents additional revenues which are used to reduce
bundled customer costs.

If SDG&E estimated that the real-time market clearing price
would be significantly higher than day-ahead and day-of
market clearing prices, then SDG& E’sbid into the day-of
mar ket would specify that at or below the projected day-of
market clearing price, SDG& E would not “ sell back” the
“excess’ energy which was purchased in the day-ahead
market. Instead, the“excess’ energy would be settled by the

| SO at thereal-time market clearing price (the imbalance



settlement). The difference between what SDG& E paid for the
“excess’ energy in the day-ahead market and what SDG& E
was paid through the imbalance settlement represents
additional revenueswhich are used to reduce bundled
customer costs.

If SDG& E estimatesthat day-of or real-time priceswill be
lower that day-ahead prices, it may purchase lessthan 100% of
itsforecast load from the day-ahead market. SDG& E attempts

to purchase lessthan 100% of itsforecast load in the day-
ahead market by submitting price/quantity bids which specify
that at the estimated day-ahead market clearing price, SDG& E

will buy, say, 90% of itsforecast load. SDG& E would then
make up the 10% deficiency by either purchasing the
difference out of the day-of market (if the day-of market is
expected to be lower than the imbalance market) or through
the 1SO’simbalance settlement (if the | SO’ sreal-time market
clearing priceisexpected to be lower than the day-of market
clearing price). Thedifference between (a) what SDG& E paid
to make-up itsenergy “deficit” in the day-of market or
through theimbalance settlement, and (b) the costs SDG& E
avoided by not buying this quantity of ener gy day-ahead,
represents a savingsthat is passed on to bundled customers.
Whether SDG& E is successful in clearing 90% (using the
example above) of itsforecast load in the day-ahead mar ket
depends on how accurate SDG& E isin estimating the day-
ahead market clearing price. The day-ahead market clearing
price depends on the price/quantity bids submitted by all of the
other market participants (sellersand other buyers). If, for
example, the price/quantity bids submitted by suppliers specify
that they arewilling to supply energy at relatively low prices,
then the day-ahead market clearing price may be lower than
SDG& E had estimated and SDG& E’s day-ahead bid would
result in purchasing morethan 90% of itsforecast load. Or if
other buyerswere willing to pay much morethan SDG&E in
the day-ahead market, then the day-ahead market clearing



price might be higher than SDG& E had estimated and
SDG& E’sday-ahead bid would result in purchasing lessthan
90% of itsforecast load.

SDG& E hasusually not attempted to purchase all of its
bundled customer load from the day-of or real-time markets
even where SDG& E estimatesthat these marketswill have the
lowest price. Generally, as day-ahead market clearing prices
approach $0/MWh on the low side, SDG& E will bid into the
day-ahead market so that its day-ahead energy purchases will
be no morethan itsforecast load plus an extra few hundred
megawattsin any hour. Generally, as day-ahead mar ket
clearing prices approach the | SO’s price cap on the high side,
SDG& E will bid into the day-ahead market so that its day-
ahead ener gy purchaseswill be no lessthan itsforecast load
less a few hundred megawatthoursin any given hour. The
resulting “excess’ or “shortage” of energy isthen disposed of
or purchased through the day-of or real-time markets.
SDG& E generally attemptsto limit incremental purchases and
salesin the day-of and real-time marketsto a few hundred
megawatts per hour.

We have concluded that thislimitation is necessary because
very heavy participation could affect the clearing pricein those
mar kets because they arerelatively thinly traded. Thiswould
frustrate the purpose of seeking to participate in those
markets. Asan example of the day-of market’srelative
thinness, wher eas the PX day-ahead energy market frequently
clears 25,000 MWh in a single hour, the PX day-of market
sometimes does not clear even asingle MWh. Similarly, the
amount of generation incremented or decremented by the SO
in real-time, ther eby setting the real-time market clearing
prices, ison theorder of afew thousand MWh per hour. The
level of the limitation we have established isour best judgment
of alevel that will enable usto take best advantage of low
priced day-of and real-time markets without preventing those
marketsto clear at thelower priceswe seek. We expect to



continue to assess what level isappropriate participation on
any given day, and what limitsto participation arelogical
under the circumstances.

Following is an example of the way we structure our bidsto
manage costs in each market. Assumethat thelSO’s price cap
is$250/MWh, that SDG& E’sforecast load is 2500 MW, that
SDG&E isestimating the day-ahead priceto be $70/MWh, and
that SDG& E isestimating thereal-time priceto beless. Now
assume SDG& E decidesthat under the circumstancesit seeks
to buy no morethan 300 MWh through thereal-time
settlement. In thiscase SDG& E might submit a day-ahead
price/quantity bid which would specify that at any day-ahead
mar ket clearing prices between $68/MWh and $250/MWh (the
“price” part of the bid), SDG& E would always pur chase 2200
MW (the“quantity” part of thebid). At extreme prices—
prices above $300/MWh—SDG& E would buy 2000 MW.
Between $250/MWh and $300/MWh SDG& E’s pur chases
would ramp down from 2200 MW to 2000 MW. At aprices
below $10/MWh, SDG& E would buy 3000 MW. Between
$10/MWh and $68/MWh SDG& E would ramp down its
pur chases from 3000 MW to 2200 MW.

2. Ancillary Services
The SO procures ancillary service capacity that is not
otherwise self-provided by the market participantsto meet the
reliability needs of the SO grid. These costsare allocated to
Scheduling Coordinatorsin two ways. Regulation, spinning
reser ves and non-spinning reserve costs ar e allocated to
Scheduling Coordinator s on the basis of their metered loads.
The PX, in turn, allocates these coststo itsload participantson
the basis of their metered loads. Replacement reserve costsare
allocated to Scheduling Coordinator s on the basis of
under scheduled load and over scheduled supply (net negative
deviations), with any remainder allocated on the basis of
metered load. The PX, in turn, allocatesits replacement
reserve costsin a similar fashion to its participants.



SDG& E did not have the ability to self-provide ancillary
service capacity on behalf of its customersuntil August 3, 2000
when the Commission approved SDG& E’s participation in the
PX block forward market for ancillary service capacity. (D.00-

08-021.) Becausethe PX block forward ancillary services

capacity auction does not include a balance of month product,
SDG& E did not have the ability to self-provide any portion of
itsancillary services capacity obligation to the 1 SO during the
June 1, 2000 through August 31, 2000 period. Tradingin the
PX’smonthly ancillary services market isvirtually non-
existent. Even if SDG& E had had the necessary authority, the
thinness of the PX’sancillary services market makesit hard to
deter mine whether the pricethat a supplier might offer in this
market isreasonable. In addition, SDG& E did not receive
authority from the Commission to purchase ancillary service
capacity outside of the PX until September 20, 2000. For these
reasons SDG& E has not attempted to self-provide ancillary
service capacity. Instead, SDG& E paysitsshare of the
capacity coststhat the | SO procuresthrough its day-ahead and
hour-ahead ancillary service capacity auctions.
Sinceregulation, spinning reserve, and non-spinning reserve
capacity costs ar e allocated on the basis of SDG& E’s bundled
customer metered demand, there are no actions, other than the
self-provision option discussed above, that SDG& E can taketo
manage these costs. SDG& E passesthese costson toits
bundled customersas an uplift charge.
Replacement reserve costs ar e allocated to those mar ket
participants with net negative deviations. Net negative
deviations are deter mined by under scheduled load and
over scheduled supply. Since nearly all of SDG& E’s supply is
included in gross hour-ahead schedules or isprovided in real-
timethrough 1SO-instructed increments or decrements (which
aretreated equivalent to being included in the gross hour
ahead supply schedule), supply does not contribute
significantly to any net negative deviations SDG& E may have.



SDG& E’s supply bidding, ther efore, does not need to concern
itself with the allocation of deviation replacement reserve costs.

On theload side, however under scheduled load isalways a
possibility dueto load forecasting inaccuracy. In addition,
there aretimes, as described above, when SDG& E may bid
into the PX day-ahead and PX day-of marketsin way that
intentionally resultsin purchases out of the | SO real-time
market. SDG& E doesthiswhen it has reason to believe that
thereal-time market will have a lower pricethan the forward
markets. Such bidding, if successful, resultsin under scheduled
load and ther efor e contributesto net negative deviations.
SDG& E’sexposureto replacement reserve capacity costs—
which are allocated on the basis of net negative deviations—is
ther efore managed through itsload bidding strategy.
Thebasicrulethat SDG& E usesin itsload bidding isthat the
price paid to buy energy for load in the PX day-ahead and PX
day-of markets should not exceed the sum of the |SO’sreal-
time price cap plusthe effective per unit charge for deviation
replacement reserves. Since the maximum pricethe | SO will
pay for replacement reserve capacity iscurrently $100/MW,
the theor etical maximum price SDG& E iswilling to pay for
energy in the PX day-ahead and PX day-of marketsis
$350/MWh (assumesthe | SO’sprice cap is $250/MWh). In
practice, SDG& E hasfound that its allocated shar e of
deviation replacement reserve char ges—which only occurs
when SDG& E isin a net negative deviation situation —is
usually quite low, amounting to only a few dollars per MWh
when spread acrossall of SDG& E’'smetered load. Therefore,
except during high load periods when replacement reserve
mar ket clearing prices approach the cap and SDG& E expects
to bein net negative deviation situation, SDG& E has not
adjusted itsload bidding practices to account for deviation
replacement reserve char ges.



When the replacement reserve market clearing prices
approach the cap, it iscommon to see real-time energy prices
reach the1SO price cap for energy (currently $250/MWh).
During these periods, it iscommon to see real-time ener gy
pricesreach the SO price cap for energy (currently
$250/MWh). Buying out of the 1 SO real-time energy market at
thisprice, and then paying theresulting deviation r eplacement
reser ve char ge associated with the under scheduled load, can
raise the effective purchase price enough to warrant a change
in SDG& E’sbidding practices. In such situations, the least
cost approach to purchasing energy isto submit bidsto buy
ener gy out of the PX day-ahead and day-of energy markets at
prices which may exceed the 1 SO’ s cap on real-time energy
purchases. Theextent to which SDG& E’s bid price exceeds
the 1SO’sreal-timeprice cap isdetermined by SDG&E’s
expectation of the market clearing price for replacement
reserve capacity, the projected quantity of replacement reserve
capacity that the | SO will procure, and the likely magnitude of
SDG& E’s net negative deviation, if any, in comparison to the
likely net negative deviations of all other market participants.
On rare occasionsthis bidding practice hasresulted in SDG& E
buying ener gy from the PX at a price which exceedsthelSO’s
real-time bid cap for energy.

While the bidding practice described above assists SDG& E in
minimizing the overall cost of buying energy for bundled
customers, it cannot be applied in all situations because of
restrictionsin thel SO rules. In particular, when the pricein
the PX day-ahead or day-of energy marketsisat or abovethe
| SO price cap, and thereis congestion in the day-ahead or
hour -ahead markets, SDG& E is unable to submit adjustment
bids that would protect the company from the affects of high
congestion costs. For example, assumethat the | SO’sreal-time
price cap for energy was $260/MWh. Assumethat SDG&E
was willing to pay up to $255/MWh to buy energy in the day-
ahead energy market in order to avoid expected deviation



replacement reserve charges equilibrating to $10/MWh on a
comparable basis. Then assume that the day-ahead mar ket
clearing price turned out to be $255/MWh.

In thissituation, SDG& E would want to submit a
price/quantity adjustment bid to the PX for useby the SO in
the day-ahead congestion management mar ket which would
gpecify that if congestion increased the price of energy above
$260/MWh, SDG& E’s preferred day-ahead schedule would be
reduced, and SDG& E would ther eby purchase this deficit out
of the 1SO’sreal-time market. While SDG& E’sexposureto
deviation replacement reserve chargeswould go up, the
resulting cost increase would be more than offset by the
savings associated with avoiding the higher day-ahead ener gy
price. Unfortunately such an adjustment bid could not be
submitted to the PX for use by the 1 SO in congestion
management because the PX and |1 SO will not accept
adjustment bidswith a pricethat exceedsthe 1SO’s $250 price
cap.

Sincethe potential priceincreasesastheresult of congestion in
the forward marketsisvery high (cascading congestion at the
| SO’ s default usage charges could, in theory, increasefinal PX
ener gy prices by several multiples of the | SO price cap for
energy), and sincethe | SO’s deviation replacement reserve
market is currently capped at a compar atively modest
$100/MW, SDG& E hastended to bid into the PX day-ahead
and day-of energy marketsin away that would significantly
reduce the amount load that would be subject to high
congestion prices.



