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Choosing a Supplier Amist the Upheaval in California Retail Electricity Markets:
It May Make Economic Sense to Make a Customer Choice Agreement

The extreme volatility and prolonged
price spikes that characterized
California's electricity markets this
past summer have many owners and
users of real estate searching for alter-
native power supply options.

As a commercial or large residential
consumer of electricity in California,
you already know that California has
been in the process of deregulating its
retail electricity market. Ultimately, all
retail and commercial consumers in
California will pay market rates for
electricity. State legislation established
a transition period during which
retail/commercial rates would be
frozen at the equivalent of the local
utility's fully bundled sales service tar-
iff in effect as of January 1, 1998.
These rates were to remain frozen
while the utilities recovered their
stranded costs of transitioning to the
new deregulated environment, or until
March 31, 2002, whichever came ear-
lier, after which time electricity rates
were to be set by the market. Thus
far, San Diego Gas & Electric
("SDG&E") has been the only utility
to pay down its stranded costs and
complete the transition process.
SDG&E petitioned to have its retail
and commercial electricity rates
unfrozen, and they were. As a result,
this past summer ratepayers in
SDG&E's service territory were not
insulated from the sharp price spikes
in wholesale electricity costs and
experienced significant retail price
increases.

SDG&E's experience with deregula-
tion has cast doubt on the whole of
California's deregulatory initiative, and

it is now very much unclear as to
whether or not rate caps will remain
in place for all three major California
utilities, or if the market will be
restructured in some other manner.
Clearly, the high electricity prices that
SDG&E ratepayers were left to con-
tend with proved to be politically
unpalatable and it is doubtful that reg-
ulators will again release retail/com-
mercial prices without adequate assur-
ances that history will not repeat.

Customers in SDG&E's service terri-
tory that had the foresight to hedge
their power purchases with fixed rate
contracts faired much better than
those customers that chose to pur-
chase their power on an as needed
basis in the California Power
Exchange. However, for customers in
Pacific Gas & Electric's ("PG&E's")
and Southern California Edison's
("SoCal Edison's") service territories,
the opposite proved to be true.
Those customers that chose not to
choose a new electricity provider, and
continued to purchase electricity from
their local utility, were insulated from
this summer's market volatility.

California electricity customers have a
wide spectrum of available supply
options including the choice of serv-
ice from a myriad of power marketers
and/or the local utility. With the
power to choose, there are supply
solutions to meet every customer's
specific need. However, current regu-
latory uncertainty and the prospect of
re-regulation dictates that customers
assess these choices more carefully
than ever. In today's volatile environ-
ment, real estate owners and other

large users need to consider potential
supply arrangements not only on the
strength of their price and delivery
terms and conditions alone, but also
on the strength of their flexibility in
adapting to tomorrow's market, what-
ever form that may take. Power sup-
pliers in the state are offering many
different types of supply options, but
many such options contain hidden
costs and risks that may not be appar-
ent to the customer. Failure to con-
sider such costs may result in the cus-
tomer paying more in total for electric
power from an alternative provider
than it paid to its local utility.

To mitigate risks in supply and to
ensure more price certainty, cus-
tomers are also exploring acquiring
back-up generators for use during
power interruptions, or on-site elec-
tric generation to satisfy all their
needs on a continuous basis.
Customers can mitigate the costs of
such on-site generation by forming
joint ventures with power marketers
or other entities that are interested in
investing in such electric generation
facilities.

Our Firm has advised customers considering
such options on a nationwide basis.  In
California, we have negotiated one of the
first retail customer choice contracts in the
state.  For more information, please contact
Chuck Patrizia (202-508-9550; 
charlespatrizia@paulhastings.com), Bill
DeGrandis (202-508-9568; 
billdegrandis@paulhastings.com) or Bill
Scharfenberg (202-508-9531; 
billscharfenberg@paulhastings.com) of Paul
Hastings' Energy Group.
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