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that jt would spend $17.2 billion by the end of the year. $7 billion for
these purchases came from the general fund, and the state is still
struggling to float a $12 billijon bond to repay the fund. In addition,
during the heighe of the crisis the state began signing long-term contracs
for power to secure a source of supply, and it is now commitred to
purchase $42 billion worth of electricity over the next ten years.

Beyond this financial turmoil, the crisis caused by the surge in
wholesale prices devastated the institutional structures governing the
California electricity sector. The Private utilities are no longer the main
purchasers of power, Instead, the state is more tightly entwined in the
electricity market than j¢ has ever been before. The Power Exchange
(PX), the central marker for trading wholesale power, went bankrupt and
closed operations, The Independent System Operator (ISO), designed to
manage the electricity grid, has become politicized and is under fire. The
state has curtailed retajl choice, putting competition on hold, and
regulatory authority is now more fragmented, leading to overlaps and
conflict. The destruction wrought by the financial crisis and system
failure has been so complete that California must re-create the regulatory
and market institutions of it electricity sector almost from scraech.

To gain some perspective on the damage inflicted on the California
economy, one can compare it with other significant economic failures,
This crisis has cost $40 billion in added energy costs over the last two

costs, one must add the costs of blackous and reductions in economic
growth caused by the crisis, 2 Thus, conservatively, the total costs can be
-—_—

The national recession has complicated estimating the macroeconomic effects of
the crisis, but in June UCLA projected that the crisis would sfow che California economy




placed arcund $40 billion to $45 billion or around 3.5 percent of the
yearly total economic output of California, Before this crisis, the
precminent example of failure of an clectricity system was a default by
the Washington Public Power Supply System. It overinvested in nuclear
plants and defaulted on its bonds. This default cost the state about $800
million or 1.5 percent of its total economic outpuc. The Savings and
Loan debacle was considered a staggering deregulatory failure, but its
total costs of abour $100 billion amounted to only one-half of 1 percent
of the total U.S. economy.

Repairing this damage poses a daunting task to California
policymakers. Much of the debate and legislarive action has focused on
the financial dimensions of the crisis. In contrast, the manner in which
the state is going to extricate itself from its role as the power purchaser of
last resort, reorganize the electricity sector, and regulate it remains
imprecise. This report seeks to focus attention on these important
institutional questions.

After a brief overview of the regulatory reforms that led to this crisis,
this report examines the root causes of the crisis. It finds that blame
cannot be easily leveled at any single actor. A combination of unforeseen
events, poor decisions, opportunistic behavior, and fragmented
regulatory authority all conspired to aggravate the magnitude of the
crisis.

. Based on this analysis of the root causes of the crisis, Chapter 4 of
the report examines a number of frameworks that may guide the
reorganization of the electricity sector: increased public ownership,
return to a regulated environment, continuing with competitive markers,
and hybrids of these options. It concludes that some form of
compctition should be reinstated, at least for certain industry segments
and customer classes. In the short run, however, policymakers may
choose to curtail the role of competition for the sake of stability and

in 2002 by berween 0.7 and 1.5 percent and would inceease unemployment by 1.1
percent. See Cambridge Encrgy Research Associates (2001b).



