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This is an informational addendum to assist with discussion of the May 18, 2017 Council Agenda
Item 5, Utility Rate Review and Approval, which includes the following items:
•

•

•

Agenda Item 6 with Staff Report 7980 titled Utilities Advisory Commission
Recommendation that the City Council Adopt 1) a Resolution Approving the Fiscal Year
2018 Electric Financial Plan, and 2) a Resolution Increasing Electric Rates by Amending the
E-1, E-2, E-2-G, E-4, E-4-G, E-4 TOU, E· l, E-7-G, E-7 TOU and E-14 Rate Schedules.
Agenda Item 7 with Staff Report 7979 titled Utilities Advisory Commission
Recommendation that the City Council Adopt a Resolution Approving the Fiscal Year 2018
Gas Utility Financial Plan with no Changes to Distribution Rates
Agenda Item 8 with Staff Report 8057 titled Follow-up Information on Water Utility Rate
Comparisons

This report is intended to assist with Council deliberations on these items. No additional actions
are recommended in this addendum. It summarizes information related to derivatives1 used to
mitigate rate changes.
Discussion
In response to a suggestion by Councilmember Tanaka at the March 21st Finance Committee
meeting, staff is providing an overview of assessments of the potential for using derivatives as a
hedging mechanism to moderate fluctuations in cost in the purchase of energy commodities. The
1

Derivatives are agreements between two parties to a financial and/or physical transaction at a future date, or an option for one
of the parties to initiate a transaction. They are typically used by businesses for hedging or risk management purposes, but can be
used by Investors for speculative purposes. Prices and quantities may be fixed or may be dependent on the condition of an
underlying market or other objectively measurable condition, such as rainfall. Electricity or gas is a commonly traded physical
product In the electric and gas Industries. Typical products Include futures (e.g. a contract for physical delivery of gas at a fixed price
at a future date, or a contract for a cash settlement at a future date based on the difference between an agreed·upon price and the
market price for gas on that date) or options (e.g. an option for one party to purchase gas from the other at a future date at a fixed
price in exchange for an up-front payment).
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City of Palo Alto established Energy Risk Management Policies in 2001-02, reflecting a philosophy
of risk limitation and control, with financial health as a high priority. These policies established
formal roles among the City Council, Utilities Advisory Commission, staff-level Risk Oversight
Committee and departments, and within this structure derivatives have been used only in limited
2
ways for hedging. If Council is interested in pursuing additional instruments, such as financial
derivatives (like weather derivatives), staff would need to examine the expertise, potential legal
and regulatory implications, and internal controls needed to ensure this is pursued in a prudent
and sustainable manner.
Staff has taken some time to summarize the City's past investigations into the use of derivatives to
manage risk. Generally, the City of Palo Alto has been reticent to use certain types of derivatives to
manage risk due to the potential for high cost and the market risk inherent in such products.
Instead, the City's Council-approved Energy Risk Management Policy3 requires a variety of risk
management tools, including reliance on reserves to "self-insure" against risk, active management
of counterparty credit risk, rates management, and staff adherence to robust internal processes
and procedures. The list of allowed derivatives products is limited.
The City has evaluated a number of derivative products over the years and has each time come to
the conclusion that the risk mitigation achieved by those products is outweighed by the cost.
When establishing the City's hedging program (prior to the California Energy Crisis in 2000-2001)
the City Council and staff preference, now codified in the City's Energy Risk Management Policy,
was for physical as opposed to financial transactions, as reflected in its use of the NAESB (North
American Energy Standards Board) and EEi (Edison Electric Institute) standard contracts and its
decision not to use the ISOA {International Swaps and Derivatives Association) contract, which is
used for purely financial transactions. Numerous cases of municipalities facing significant financial
impacts from using financial derivatives products (generally interest rate swaps) also factored in to
the decision to prohibit use of financial instruments and ISOAs in the City's Energy Risk
Management Policy.
Only products involving physical delivery of energy, capacity, or renewable energy/carbon-related
products are allowed in the City's Energy Risk Management Policy. The most commonly used
products at the City have been fixed price forward gas and electricity purchases and sales to hedge
against market price changes and allow for short term stability in rates. These are still used by the
electric utility, though the utility has only limited market exposure since entering into more longterm contracts for renewable energy. From 2001 to 2011 the gas utility used fixed price forward
contracts and capped price contracts to hedge against market movements for the City's residential
and small commercial customers. Large commercial customers had a choice of fixed forward rates
or market-based rates, and with few exceptions eventually moved to market-based rates. The
choice to end this program occurred in 2011, and more detail on that decision can be found in
Staff Report 1992, September 20, 2011.

2

The use of derivatives used for speculation is prohibited by Section D( I) of the City's Energy Risk Management
Policy.
3
http: lfwww.cityofpaloalto.org/civicax/lilebank/documents/44069
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The products permitted by the Energy Risk Management Policy that are most similar to the
derivatives products Councilmember Tanaka referenced are physical call options, capped-price
products, and collars (a combination of purchasing a call option for high prices and selling a put
option for low prices, with the premiums for both products offsetting each other). These products
generally protect against market movements rather than weather risk. Evaluation of these
products has generally shown low benefit for the cost involved, when compared to using reserves
to manage short term market shifts.
Weather derivatives are not currently a permitted product in the City's Energy Risk Management
Policy. However, Staff has evaluated these products in the past to manage risk to the electric
utility of hydroelectric variability, with the most in-depth evaluation in 2005. In general the
premiums have been very high, relative to the frequency and magnitude of the potential payout,
so the City has continued its approved strategy of using reserves to manage hydroelectric risk.
Staff is reviewing these strategies and plans to return to the UAC and Finance Committee this fall.
Staff will include an assessment of the current state of the market for weather derivatives as part
of this review.
Councilmember Tanaka also asked about the use of weather derivatives for revenue protection
due to load losses during a drought. The consumption changes resulting from droughts are
generally long-term, meaning they do not lend themselves to the use of derivatives, and require
long-term rate changes. In past droughts, consumption has generally not recovered to pre-drought
levels. Water utilities generally rely on reservoirs to avoid having to require demand reductions
during droughts. For example, the Sf PUC manages its water supply to require no more than a 20%
reduction in water demand over an eight year serious drought, which was why Palo Alto did not
need to reduce demand as early as some other California cities. Because water utilities use
reservoirs, insurance or derivatives products to protect municipal utilities against revenue loss are
not widely available. This means that buying these products will require working with a seller on a
custom product, which increases risk. When demand reductions are required, staff tries to cushion
the initial impact to the utility's financial position using reserves, but rate increases are eventually
needed because sales tend not return to pre-drought levels. Staff has not investigated using
generic weather derivative products as an alternative to drought rates. However, a one-time
payout from a weather derivative would not eliminate the need to raise rates to account for the
long term sales losses resulting from long term customer consumption changes due to a drought.
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