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Adopt position of support and seek amendments on SB 1506 (Margett) regarding Public Contract Code exemption
for State Water Project energy-related contract

Description

Background:

The State Water Project (SWP) supplies water to 29 state water contractors - including Metropolitan - who pay
for all SWP expenses through assessments to their water customers. To operate the SWP, the California
Department of Water Resources (OWR) must buy, sell and exchange energy on a real-time, hourly, day-ahead
and long-term basis - as well as enter into contracts for transmission services. Metropolitan pays approximately
80 percent of SWP power costs.

OWR efforts to maximize revenue from SWP energy sales, minimize costs associated with energy purchases and
participate efficiently in energy markets have been hindered by California Public Contract Code requirements and
control agency oversight mechanisms that are ill-suited for the dynamic, complex, and highly specialized
environment in which energy contracts and related contracts such as energy market data and financial hedges are
formed. For example, DWR must submit all contracts over 50,000 to the Department of General Services
(OGS) for approval or seek a time-consuming non-competitive bid waiver. In some cases, OWR has been unable
to complete key contracts because of DGS insistence that they confonn to state requirements for routine
procurement contracts.

According to DWR, these requirements - which are appropriate for typical state procurement and contracting
purposes for goods and services - have had costly consequences when applied to energy-related contracts. For
example, in 2003 OWR sought to obtain a brokerage account to enable OWR to hedge its exposure to the
increasing volatility in the cost of natural gas. Although the utility industry has developed a standard agreement
for this service, the concept was unfamiliar to state control agencies, and it took almost two years to obtain OGS
approval. During this time, the price of natural gas rose from about $5 per unit to over $12 per unit, which in turn
caused the annual cost of two SWP power contracts to more than double, from $40 million to 96 million.

DWR also notes that its ability to maximize SWP energy revenues and to minimize costs in its short-term energy
trading is hampered without having access to real-time price information services. Energy information service
providers have standard agreements that all participants are required to sign that do not conform to the state's
procurement template. With the tremendous volume of energy the SWP generates and purchases, even a few
cents can result in millions of dollars of extra costs and revenues lost.

For all of the foregoing reasons, reform of OWR's energy contracting processes has been identified as a top
priority of the State Water Contractors Association.

SB 1506 (Margett) - Recommendation to Support and Seek Amendments:

To address the problems outlined above, OWR is sponsoring SB 1506 (Attachment I), authored by Senate
atural Resources and Water Committee Vice Chair Bob Margett (R-Arcadia). This measure is intended to

provide an exemption from Public Contract Code and Government Code requirements for SWP contracts for
electric power and transmission, information, and brokerage services, and financial hedging swaps for electric
power and natural gas.
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As noted above, the State Water Contractors' Association has identified this change as a top priority and as one
with great potential for substantial savings to the SWP and its contractors. As the contractor with the largest share
of SWP supply and the greatest costs associated with energy, Metropolitan could realize significant savings in its
share of SWP-related power costs.

However, Metropolitan staff have reviewed the language of the bill as introduced and believe that it should be
revised to: (1) Clarify the scope of the e emption; (2) Require a written determination of the need for the
exemption for each contract; and (3) Eliminate - or at least extend - the proposed sunset date of January 1, 2012.

For these reasons, Metropolitan staff recommends that the board support SB 1506 (Margett) and seek
amendments. If this recommendation is adopted, Metropolitan staff will work with DWR and the State Water
Contractors to refine the measure and support it through the legislative process.

Policy

one

California Environmental Quality Act (CEQA)

The proposed action is not defined as a project under CEQA because it involves continuing administrative
activities, such as general policy and procedure making (Section I5378(b)(2) of the State CEQA Guidelines). Tn
addition, where it can be seen with celtainty that there is no possibility that the proposed action in question may
have a significant effect on the environment, the proposed action is not subject to CEQA (Section 15061 (b)(3) of
the State C QA Guidelines).

The CEQA determination is: Determine that the proposed action is not subject to CEQA pursuant to
Sections I5378(b)(2) and 15061(b)(3) of the State CEQA Guidelines.

CEQA determination for Option #2:

one 'equired

Board Options/Fiscal Impacts

Option #1
Adopt the C QA determination and support S8 1506 (Margett) and seek the above-described amendments.
Fiscal Impact: Potentially substantial energy cost-savings to State Water Contractors - including
Men'opol itan

Option #2
Take no action.
Fiscal Impact: Potential lost opportunity to achieve energy-related savings

Staff Recommendation

Option #1

3/6/2006
Date

Attachment 1 - 58 1506 bill
BLA#4238
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SENATE BILL
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No. 1506

Attachment I, Page 1 of2

Introduced by Senator Margett

February 23, 2006

An act to add and repeal Section 11456 of the Water Code, relating
to water.

LEGISLATIVE COUNSEL'S DIGEST

SB 1506, as introduced, Margen. Department of Water Resources:
energy contracts.

Under existing law, the Department ofWater Resources operates the
State Water Project and exercises various other functions relating to
the state's water resources.

Existing law relating to the purchase and sale of electric power by
the department authorized the department to enter into contracts for
the purchase of electricity, until January 1, 2003, and to sell that
electricity to retail end-use customers and, with specified exceptions,
to local publicly owned electric utilities at not more than the
department's acquisition costs, and authorizes the department to
continue to administer contracts entered into before that date. Existing
law provides that, unless the department detennines that the
application of specified existing state contracting law, including, but
not limited to, advertising and competitive bidding requirements and
prompt payment requirements, is detrimental to accomplishing the
purposes of those provisions, those specified state contracting laws
apply to contracts entered into under those provisions.

This bill would exempt from specified existing law regulating the
state acquisition of goods and services, certain contracts and
agreements relating to the purchase and sale of electric power or
natural gas entered into by the department for the purposes of the State
Water Project. The bill would exempt those contracts from specified
existing state contracting law, including, but not limited to, advertising
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and competitive bidding requirements and prompt payment
requirements, if the department detennines that the application of
those specified state contracting laws is detrimental to accomplishing
the purposes of the State Water Project. Those provisions would be
repealed as of January I, 2012.

Vote: majority. Appropriation: no. Fiscal committee: yes.
State-mandated local program: no.

The people ofthe State ofCalifornia do enael as follows:

1 SECTION I. Section 11456 is added to the Water Code, to
2 read:
3 11456. (a) All contracts and agreements entered into
4 pursuant to Section 11454 for the purchase, sale, exchange,
5 transmission, or interconnection of, or for trading, hedging,
6 financial puts and calls, financial swaps, options, brokerage, or
7 information subscriptions related to, electric power or natural gas
8 shall be exempt from Chapter 2 (commencing with Section
9 10290) of Part 2 of Division 2 of the Public Contract Code, and

10 any rule or regulation adopted pursuant to that chapter.
11 (b) If the department detennines that the application to a
12 contract or agreement described in subdivision (a) ofa provision
13 of the Public Contract Code or the Government Code applicable
14 to state contracts, including, but not limited to, advertising and
15 competitive bidding requirements, and prompt payment
16 requirements, is detrimental to accomplishing the purposes of
17 this part, that provision shall not apply to that contract or
18 agreement.
19 (c) This section shall remain in effect only until January I,
20 2012, and as of that date is repealed, unless a later enacted
21 statute, that is enacted before January I, 2012, deletes or extends
22 LhaL date.

o
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