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Introduction
The Pennsylvania Department of Environmental Protection (DEP) appreciates the opportunity to comment on the critical issue of mitigating potential future increases in electricity prices.  DEP believes the intent of this proceeding should be to develop solutions that not only mitigate future significant price increases but also avoids them altogether.  This proceeding presents an opportunity to investigate a range of policy and program options that will make Pennsylvania’s wholesale and retail electricity generation markets more effective in delivering consistently low prices to Pennsylvania consumers as was the intention of the Electricity Generation Customer Choice and Competition Act.


The Commonwealth of Pennsylvania has been a national leader in electricity policy.  Pennsylvania was one of the first states to restructure its electricity market with the Electricity Generation Customer Choice and Competition Act.  This act has resulted in greater efficiency at many operating units, especially nuclear units, initial investments in renewable energy, including the first utility-scale wind farm in the Mid-Atlantic, and customer choice for electricity generation supply.


Pennsylvania is now a leader in promoting alternative energy through Act 213 of 2004, the Alternative Energy Portfolio Standards Act.  Pennsylvania was the first restructured state to include demand-side management as an option for portfolio standard compliance.  At the time of Act 213’s passage it contained the largest solar photovoltaic mandate in the country (only recently surpassed by New Jersey).  The Electricity Generation Customer Choice and Competition Act and the Alternative Energy Portfolio Standards Act are examples of the Commonwealth’s ability to apply progressive thinking to solve energy challenges.


Today, we are faced with another daunting energy challenge, how to avoid significant rate impacts at the end of generation rate caps.  The experiences of nearby restructured states and Pike County serve as a “canary in the mine-shaft” to warn us that we should be taking action today to prevent negative consequences tomorrow.

The nature of rate increases in nearby states and Pike County is well known, but I site them hear to provide context to our comments:

· Maryland: 35% to 73% increases for Standard Offer Service

· Delaware: 59% increase for default residential service

· New Jersey: 55% increase for the last default service bid for one-third of New Jersey’s default load

· Pike County: 75% increase for default service


The increase in retail rates reflected above has followed from a consistent increase in PJM wholesale electricity prices.
  According to data provided to DEP by the Pennsylvania Office of Consumer Advocate the PJM annual average locational marginal price has risen as follows:

· 2000: $28.14

· 2001: $32.38

· 2002: $28.30

· 2003: $38.27

· 2004: $42.40

· 2005: $58.12 (and $64.88 in PJM East Zones)


PJM has attributed these increases entirely to the increasing cost of fuel, particularly natural gas, which sets the price approximately in one-quarter of the year’s hours.  These wholesale prices are approximately double the expected wholesale electricity price estimated just after Pennsylvania’s generation market was restructured and if prices maintain or the upward trend continues will lead to significant increases in retail electricity costs for all Pennsylvanians.


Developing a comprehensive strategy to avoid, not just mitigate, potential high electricity generation prices is absolutely imperative for Pennsylvania’s economic health.  Manufacturing remains the largest share of Pennsylvania gross state product by category accounting for 15%, approximately $75 billion, of Pennsylvania’s $423 billion in gross state product for the last year we have data.
  Manufacturers revenues are sensitive to price changes, one specific manufacturer we have worked with closely over the last year experiences $1 million in added electricity costs for every tenth of a cent increase in electricity prices.


The Electricity Generation Customer Choice and Competition Act recognized the importance of electricity prices in the decision-making of businesses: “The cost of electricity is an important factor in decisions made by businesses concerning locating, expanding and retaining facilities in this Commonwealth.”


While many large commercial and industrial customers are shopping in New Jersey and in uncapped areas of Pennsylvania like Duquesne, the competitive prices offered are based on the PJM market price and forward PJM LMP curves, so increases in the wholesale price are directly correlating to retail prices offered by competitive suppliers.


On the residential side, there is essentially no shopping in Pennsylvania according the latest statistics published by the Office of Consumer Advocate.  However, even in the Maryland case in which customers were aggregated competitive bids in response to rate increases only modestly addressed rising prices.  


Therefore, we believe the Commonwealth of Pennsylvania must institute a comprehensive set of policies and programs for its competitive retail market and push for reforms to the competitive wholesale market in order to avoid the dramatic price increases experienced by our neighbors.  Simply mitigating prices by pre-paying to reduce rate shocks will not be nearly enough to maintain the competitiveness of our large commercial and industrial electricity customers and small businesses and to avoid significant budget impacts for Pennsylvania families.


We propose a multi-pronged strategy for avoiding future significant price increases, which we will detail in the following sections of these comments.  In summary, our recommended approach includes:

1. Demand-side management initiatives, including new programs for demand response and energy efficiency.

2. Changes to the draft default service regulations to enable long-term contracts, encourage default providers to own power plants and provide bilateral contracts to customers.

3. Policies that enable resource diversification in order to reduce the number of hours that natural gas sets prices in PJM.

4. The establishment of a Pennsylvania Power Authority.

5. The investigation of changes to PJM’s current wholesale pricing model, locational marginal pricing, to determine whether another model produces a more efficient economic outcome.

Demand-Side Management Initiatives

If electricity demand in Pennsylvania expands at PJM’s estimated 1.4% growth rate Pennsylvania’s electricity demand will grow by approximately 34,000,000 MWh by 2021.  If this demand were to be met solely by new generation it would require approximately 4,500 MW of new baseload generation operating at 90% – not counting any retirements.
  

PJM’s most recent “Regional Transmission Expansion Plan” report projects that Pennsylvania’s summer peak load will grow from 27,238 MW to 32,027 MW over the next 10 years, an annual growth rate of 1.9%.
  Given the projected long-term price of natural gas it is imperative that we enact policies that will reduce peak demand.

Natural gas units are setting price in PJM in approximately 25% of hours 
 -- it is also important to note that in the vast majority of these hours inefficient combustion turbines, not combined cycles, were setting the price
 -- and given that summer peak demand is expected to rise by nearly 5,000 MW over the next ten years, it is imperative that a robust program of demand response be implemented in Pennsylvania.  The Commission and other stakeholders should charge PJM with examining the amount of demand-response necessary to positively affect prices.  This analysis should be used to set demand response goals for individual distribution companies and the state.

In order to facilitate demand-response we believe the Commission should require the installation of real-time meters for all customers.  The experience of one Pennsylvania utility has demonstrated that these meters pay for themselves in reduced operational costs.  Providing all consumers the choice to see their real-time prices and to act as active participants in the market is an important step towards consumer choice and competitive markets.

It is also time to begin comprehensive demonstrations of demand response technologies and programs that have proven effective in other states.  The Commission should reestablish the Demand-Side Response Working Group with the stated goal of developing program recommendations for each customer class that the Commission will implement.  The recommendations would work towards achieving the demand-reduction goals provided by PJM’s analysis.

Reductions in peak demand can have a meaningful impact in avoiding price increases – particularly in an environment of significant marginal price differentials between base load and peaking units.  In addition to demand-response programs, the Commission should undertake a comprehensive energy efficiency program to reduce overall electricity demand.

The Commission may be familiar with the National Action Plan for Energy Efficiency.  The Action Plan was developed by more than 50 organizations, including Exelon and PJM.  The Action Plan states, “Many energy efficiency programs have an average lifecycle cost of $0.03/kWh saved, which is 50-75% of the typical cost of new power sources.”
  The Action plan found that economically attractive programs could yield more than 20% savings in total electricity demand by 2025 – cutting load growth in half.  If we apply this to Pennsylvania’s projected electricity growth energy efficiency programs could reasonably account for a reduction of approximately 17,000,000 MWh or the need for over 2,000 MW of new generation capacity.

We invite the Commission to specifically examine utility and state planning barriers that may act as a disincentive to energy efficiency.  Rate designs that provide per kWh reductions in energy costs for increasing electricity usage are just one example of disincentives for energy efficiency that should be examined.  Reversing rate incentives to encourage energy efficiency is a natural means of sending price signals to consumers that demonstrates both the individual and public value of energy efficiency.


There are many other demand-side management programs that can provide benefits to Pennsylvania’s ratepayers.  DEP’s Office of Energy and Technology Deployment is currently examining energy efficiency measures and policies in numerous sectors that make financial sense for Pennsylvania and we offer the invitation to the Commission and the other stakeholders participating in this process to join with us in this effort.
 

Default Service Regulations

DEP is supportive of competitive markets.  Competitive markets provide the best avenue towards the efficient use of resources.  However, the rules and structure of the market determine how competitive it will be.  DEP has argued in the Provider of Last Resort docket and in the Alternative Energy Portfolio Standards Act docket for the importance of long-term contracts.


DEP is currently working with a number of industrial customers on economic development and job retention and expansion.  As noted above, the cost of energy generally and electricity specifically is a major cost-component of their operations.  In addition to price, certainty is also an important matter for them.  Many industrial customers have reported to us their frustration in attracting competitive contracts that offer prices that do not simply reflect PJM spot prices.  Further, long-term contract offers tend to be based on forward price curves for LMP rather than any blending of unit-specific costs.  That competitive prices seem to be tied directly to the spot market and forward LMP is counter to the expectation that bilateral contracts would drive pricing in a competitive retail electricity generation market.


When Pennsylvania’s electricity generation market was restructured, it was envisioned that most load would be served through bilateral contracts with generators and that the spot market would act as an efficient way to hedge load and address imbalances in demand.  However, as the spot market has developed, the reverse has occurred and the spot market is the essential driver for generation pricing.  


When the spot market drives generation prices, ratepayers do not enjoy the advantages of Pennsylvania’s relatively low-cost nuclear and coal units.  To encourage long-term price stability and competition that benefits ratepayers default providers should be enabled through the Commission’s default-service regulations to enter into long-term contracts, and further, to be able to own generation that will serve their default load.  Doing so will enable default providers to offer prices more in line with diversity of Pennsylvania’s generation assets, rather than prices just based on a spot-price that is a snapshot in time that may be heavily influenced by fluctuations in the commodity market.


Competitive default-service offers that are not wholly reliant on PJM spot-prices and forward LMP curves will encourage competitive suppliers to offer even better and more innovative deals, thereby further enabling the market to reduce prices and create greater efficiency.  Policies that enable default providers to engage in long-term contracting or to own generation dedicated to some portion of their load will lead to truly competitive markets based more closely on the actual cost of electricity generation.

Resource Diversification

It is critical that we invest in generation resources that can reduce the number of hours that relatively high-price, inefficient natural gas units set price in the LMP system.  Demand response and energy efficiency, as noted above, are our first line of defense in this regard.  Developing a market structure that encourages long-term bilateral contracting is also critical.


Because peaking units are limited generally to oil and natural gas fuels our options for resource diversification for peaking are limited.  However, Pennsylvania’s abundant coal resource does offer a unique opportunity in this regard.  Scientific Certification Services has been studying the viability of coal polygeneration alternatives for DEP.
 Their findings indicate that stand-alone coal gasification systems that gasify coal directly to methanol are likely the most economic initial application of coal polygeneration technology.  Historically, applications gasifying coal directly to methanol have been used primarily by the chemical industry.  Eastman Kodak in Tennessee has operated such a gasification unit for years.


However, coal gasification technology provides an opportunity to create a peaking fuel substitute for natural gas, by converting coal directly into a liquid fuel, such as methanol, that can be used to run peaking units.  


We encourage the Commission to look favorably on policies, which encourage coal polygeneration opportunities.  The ramifications of relying on imported liquefied natural gas to meet future demand means that, not unlike our current reliance on imported petroleum for transportation fuels, our self-sufficiency for electricity will begin to diminish.  Increased reliance on imported liquefied natural gas is not only a suspect policy in terms of energy security, but essentially locks in long-term high natural gas prices due to the inefficiency of liquefaction, transport and storage of LNG.


DEP has commented extensively on policies the Commission could implement to encourage coal gasification in the docket pertaining to the Alternative Energy Portfolio Standards Act (Act 213 of 2004).  In summary, to support coal polygeneration the Commission should adopt policies pursuant to default service and AEPS that enables default providers to enter into long-term contracts with integrated gasification combined cycle units (IGCC)
 and ensures that for purposes of AEPS compliance EDCs may recover their costs for acquiring that electricity as stated in Act 213 (essentially, Act 213 allows EDCs to recover the costs for the purchase of electricity to comply with the Act “…in excess of the regional transmission organization real-time locational marginal pricing, or its successor, at the delivery point of the alternative energy source…”).

In the section above we discussed the importance of long-term contracts, allow us to briefly elaborate on the importance of long-term contracts relative to resource diversification.  DEP has been working with a number of developers over the last two years to bring various generating assets on line in the Commonwealth, from IGCC to waste coal to wind farms and other renewable sources.  The one thing all of these projects have in common is the need for long-term contracts in order to receive private financing.  To achieve resource diversification to reduce our reliance on natural gas and to meet growing electricity demand, long-term contracting options will be paramount and we encourage the Commission to look closely at this issue as it structures its final rules pursuant to Provider of Last Resort and AEPS, as well as any policy or program initiatives that result from this proceeding.

In addition to coal polygeneration, we encourage the Commission to continue to implement policies, which encourage alternative and renewable energy and distributed generation.  Distributed generation, particularly solar power, which is most efficient during days that coincide with summer peak loads, can reduce local peak demands.  DEP strongly encourages the Commission to expedite the promulgation of final rules on net-metering and interconnection.  Again, DEP has commented extensively in each of these rule-makings and will not review our comments in this forum, except to note that alternative and renewable energy and distributed generation can further reduce demands for natural gas providing a public good enjoyed by all rate-payers not just customer-generators.

In addition, the Commission should begin examining tariff structures beyond net-metering that allow customer-generators to enjoy the full value of distributed generation assets, such as solar PV, that produce electricity during periods of peak demand.  Such tariffs would allow customer-generators or aggregators to sell peak-distributed generation directly into the wholesale market during peak demand, without compromising customer-generators ability to net-meter during off-peak hours.


Reducing natural gas demand is not just critical for reducing electricity prices, but also allows natural gas resources to be used for the vital purpose of home heating.  A study conducted by Black and Veatch consulting found that every 1% reduction in natural gas demand led to $140 million in savings for Pennsylvania consumers.


Because PJM spot market prices are the price setter for both short and long-term energy prices in PJM and because those prices are following almost directly from the price of natural gas, reducing natural gas demand through demand-response, energy efficiency and resource diversification should be the primary objective of our efforts to avoid future rate shocks at the end of the rate-cap period.

Pennsylvania Power Authority


As stated above, higher electricity prices at the end of the rate-cap period threaten the economic viability of our manufacturing base, which relies on affordable and reliable energy to sustain profitable operations.  Uncompetitive electricity prices not only impact the Commonwealth’s ability to retain manufacturing jobs but also its attractiveness as a destination for new manufacturers to locate.  To maintain and grow our manufacturing base it is imperative that Pennsylvania be able to offer electricity prices on par with or lower than other states competing for the same manufacturing jobs.


The New York Power Authority is a state-owned power organization that provides low-cost electricity in New York State.  The New York Power Authority was established in 1931 and owns eighteen generating units – a combination of large and small hydroelectric and fossil power plants.  One of the New York Power Authority’s missions is to provide low-cost electricity to job-producing companies.  The New York Power Authority’s website claims that the low-cost power they provide supports more than 400,000 jobs statewide.


Establishing a similar power authority in Pennsylvania with a mission of providing low-cost electricity to job-producing companies should be thoroughly investigated.  Providing low-cost electricity to our low-income families may be another mission a Pennsylvania Power Authority could undertake as its assets grow.


It should be noted that the Commission posited the establishment of a Pennsylvania Power Authority in directed questions related to the Exelon-PSEG merger case.

Locational Marginal Pricing

The recommendations that we have posited above all have one thing in common; they are essentially a means to either moderate or bypass PJM’s locational marginal pricing system.  A coalition of industrial energy consumers offered comments on LMP in response to the Commission’s investigation into the competitive market of Pike County Light and Power Company’s service territory pursuant to the results of their competitive solicitation for Provider of Last Resort.  These comments offered an excellent summary of the concerns regarding LMP and it is not necessary for DEP to restate them in this proceeding, however, we offer one particular quote that succinctly demonstrates the disadvantages of LMP for Pennsylvania’s electricity consumers:

“Although approximately 90% of the output in PJM is generated by nuclear and coal facilities and only 7% is generated by natural gas-fired units, natural gas was at the margin in PJM 31% of the hours before ComEd’s integration and 36% of the hours after ComEd’s integration and thus set the market prices in those hours.  Because nuclear and coal-fired generators receive the LMPs set by natural gas, the value to customers of a diverse range of different fuel types in its generation portfolio greatly diminishes. Rather than customers only absorbing higher natural gas prices for gas-fired generation, customers are suffering from those gas prices setting market price for billions of kWh generated by nuclear and coal facilities.”


While the recommendations we have offered above, demand-side management measures, incentives for bilateral contracting, resource diversity and a Pennsylvania Power Authority can alleviate or bypass the impacts of LMP we believe it is also time for a thorough examination of the costs and benefits of LMP for Pennsylvania’s ratepayers.


LMP has not had the desired effect of encouraging generation or transmission solutions in locational areas with higher electricity prices, which in part, has motivated PJM’s support for a new capacity model – the Reliability Pricing Model (RPM) – to replace the existing capacity model.  RPM’s purpose is to encourage investments in generation, transmission, and demand response based on an administratively set demand-curve that is intended to send investment price signals based on location.  However, as we have argued extensively in filings before PJM, RPM does not guarantee investment to solve local problems, but will cost Pennsylvania’s ratepayers billions of dollars.


Consequently, Pennsylvania’s ratepayers are confronting an energy market from which they do not fully benefit from the resource diversification they paid for through stranded costs that may be overlaid by an expensive capacity market that does not guarantee investment that will result in future benefits.


DEP is not at this time recommending an alternative pricing model to LMP.  We are recommending a serious investigation of the costs and benefit of LMP as well as comparisons of the costs and benefits of other potential pricing models.  Preferably, any energy market pricing models should do at least the following: encourage bilateral contracts and form prices that properly reflect the diversity of Pennsylvania’s generation.  Currently, LMP is doing neither.

Conclusion

Combating high electricity prices will require the implementation of a comprehensive set of solutions.  It will also require determination from policy-makers to implement policies and programs that will lead to long-term solutions.  The Commission’s investigation order put forward a number of general strategies, including: consumer education, conservation, demand response, reviewing the interplay of wholesale and resale markets, and phasing-in price increases.


The recommendations that we have put forward today are consistent with the first four Commission strategies listed above and we have provided further details to inform the policy and program-making process, which we ask the Commission to consider.  It is critical that we implement a set of solutions that will avoid higher prices not just mitigate them.  In this regard, any mitigation strategy that only considers phasing-in price increases or uses a phase-in as its primary strategy will not be sufficient to maintain Pennsylvania’s economic competitiveness and provide affordable electricity to Pennsylvania’s families.  In short, the primary goal of this proceeding should be to identify options that will avoid the rate shocks experienced in Maryland, Delaware, New Jersey and Pike County, not pay for them in advance.


Further, our recommendations are framed in the context of the authority the Commission has expressed in the Electricity Customer Choice and Competition Act.  While it is only natural for the Commission to consider strategies and options under its extant authority, the Commission should not be inhibited by existing law, but also should consider whether there are changes in the law that could serve to promote competition while protecting consumers and encouraging economic development.


DEP thanks the Commission for convening this critical and timely proceeding.  We look forward to working with the Commission and all of the parties to this proceeding to come-up with workable solutions that will avoid high-electricity prices.  

� We recognize that Pike County is not in the PJM footprint and that changes in PJM wholesale prices do not necessarily reflect the realities in Pike County, which is part of the NYISO.


� Source: Bureau of Economic Analysis, U.S. Department of Commerce, 2004.


� 66 Pa.C.S.A. § 2802(6)


� Analysis conducted by the Pennsylvania Department of Environmental Protection, Office of Energy and Technology Deployment, pursuant to the Alternative Energy Portfolio Standards Act (Act 213 of 2004).


� PJM Regional Transmission Expansion Plan, February 22, 2006, P. 143.


� “Was PJM’s Energy Price Run Up in the Latter Half of 2005 due to Inappropriate Market Power, Appropriate Market Power or Both.” Howard M. Spinner, P. 10.


� “PJM Energy Prices: Response to Howard M. Spinner Paper.” Joseph Bowring, PJM Market Monitor, P. 3.


� Source: ACEEE 2004, EIA 2005; See National Action Plan for Energy Efficiency, P. 2.


� We also refer the Commission to the comments of the Small Business Development Centers.  Guaranteed Energy Performance Contracting has proven very successful in building retrofitting.  Similar energy efficiency programs for small businesses could build on this success.


� “Using Life Cycle Assessment and Costing to Compare Pollution Control Retrofit of Existing Coal Plants with Advanced Coal Polygeneration Alternatives.” Prepared for the Pennsylvania Department of Environmental Protection for Scientific Certification Systems.


� Coal gasification units can be structured to provide multiple energy projects.  For example a single project site could produce electricity, methanol, and liquid transportation fuels.  Ensuring off-take for one of these products can assist in securing the project financing necessary to develop the project and consequently produce the other products and their concomitant benefits.


� Act 213 of 2004, Section 3(A)(3); The Alternative Energy Portfolio Standards Act.


� “Economic Impact of Renewable Energy in Pennsylvania.” Prepared for the Heinz Endowments and Community Foundation for the Alleghenies.  Black and Veatch. P. A-1.


� Attached to this presentation is a graph developed by the National Energy Technology Laboratory using PJM real-time data that demonstrates this link.


� Comments of the “Industrial Coalitions” pursuant to the Pennsylvania Public Utility Commissions investigation into the competitiveness of Pike County Light and Power Company’s service territory. P. 15.
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