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COULD YOU PLEASE STATE YOUR NAME AND BUSINESS
ADDRESS?

My name is Frank Lacey. 1am the Director of Government and Regulatory
Affairs for Direct Encrgy Services, LLC (“Direct Energy”). My business address
is 263 Tresser Boulevard, 8th Floor, Stamford, Connecticut 06901, Ilive in
McMurray, Pennsylvamua. Within Direct Energy, [ am responsible: for the
development of the competitive retail energy markets in the Commonwealth of
Pennsylvania and other areas of the country.

ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?
[ am testifying on behalf of Direct Energy Services, LLC, and on behalf of the
Retail Energy Supply Association (“RESA”).

PLEASE DESCRIBE DIRECT ENERGY SERVICES, LLC.

Direct Energy is an electric generation supplier ("EGS") licensed to provide
electricity and related services to retail customers throughout Pennsylvania.
Direct Energy is a subsidiary of Centrica, a leading provider of energy and other
energy-related services to over 20 million households worldwide, with annual
revenues of over $30 billion and $27 billion in market capitalization, and over
30,000 emplayees. Direct Encrgy has over 5 million gas and electricity customer
relationships in North America. Direct Energy has extensive experience serving
customers of all classes, including residential customers.

PLEASE DESCRIBE RESA.

RESA is 2 non-profit organization and trade association of retail energy suppliers
who share the commion vision that competitive retail energy markets deliver more

efficient, customer-oriented outcomes than regulated utility structures, We are
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devoted to working with all stakeholders to promote vibrant and sustainable
competitive retail energy markets for all consumers. RESA members currently
serve residential, commercial and industrial ("C&1I") and institutional customers
in Pennsylvania and throughout jurisdictions in North America that have enacted
retail choice.'

PLEASE SUMMARIZE YOUR EDUCATIONAL BACKGROUND AND
PROFESSIONAL EXPERIENCE,

My Curriculum Vitae is atlached as Direct/RESA Exhibit FPL-1.

HAVE YOU EVER TESTIFIED BEFORE THIS COMMISSION?

Yes, I have testified as an expert in two prior cases before this Commission
involving Duquesne Light Company {"Duquesne" or "Duquesne Light") and I
presented testimony in the Pike County Light and Power ("Pike County")
aggregation case heard in the spring of 2006. 1 also testified in the PPL
Competitive Bridge Plan case (Docket No. P-00062227). [ have also testified
before the entire Commission in two separate roundtable proceedings concerning
provider of last resort ("POLR") issues and rate cap price mitigation issues. [
presented prepared testimony in the recent Duquesne Light distribution rate case
(Docket No. R-00061348). I also submitted written testimony in the consumer
complaint proceeding against Pike County (Docket No. C-20065942), and in Pike

County’s most recent POLR application (Docket No. P-00072245).

RESA’s members include Consolidated Edison Solutions, Inc; Direct Energy Services, LLC; Hess
Corporation; Reliant Energy Retail Services, LLC; Sempra Energy Solutions, LLC; Strategic
Energy, LLC; SUEZ Energy Resources NA, Inc. and US Energy Savings Corp. The opinions
expressed in this filing represent the position of RESA as an organization but may not represent
the view of all members of RESA.
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HAVE YOU PRESENTED TESTIMONY BEFORE OTHER PUBLIC
BODIES?

Yes, I have testified as an expert in proceedings before the public utilities
commissions of Qhio and California concerning competitive retail markets. 1
have also testified before the Pennsylvania, Maryland, New York and Michigan
state legislatures concerning default service and competitive retail electric
arkets.

Introduction
WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The purpose of my testimony is to explain why Duquesne Light’s Default Service
Plan for the period January 1, 2008 through December 31, 2010 (“POLR IV} 1s
contrary to the Electric Choice Act.? T will also discuss and propose a market-
based POLR plan for residential and small C&I customers that is consistent with
Electric Choice Act requirements, a better alternative for all customers, and will
advance the development of the competitive retail market in Duquesne's service
territory.

HAVE YOU REVIEWED THE DOCUMENTS FILED BY DUQUESNE IN
THIS CASE?

[ have,

HAVE YOU REVIEWED ANY OTHER DOCUMENTS THAT HELP
FORM YOUR OPINIONS IN THIS TESTIMONY?

Electricity Generation Customer Choice and Corpetition Act, 66 Pa. C.S. §§ 2801-2812.



[ 2]

10
11
12
13
14
15

i6
17

18

19

20

21

22

I have. In addition to Duquesne’s filing and related discovery, I have reviewed
the Commission’s recent Default Service ANOFR order’ and Default Service
Policy Statement order* in an effort to help me form my opinions. Finally, [ draw
on 14 years of experience factlitating the restructuning of the electricity sector
and, specifically, six years of experience in attempting to develop retail electric
markets in the Commonwealth and around the country to help me form these
opinions.

WHAT IS YOUR GENERAL CONCLUSION ABOUT DUQUESNE'S
POLRIV PLAN?

Duquesne has proposed a POLR plan that is anticompetitive and will continue to
stifle electric competition at the residential and small commercial customer levels.
This part of the plan is inconsistent with the Electric Choice Act and is also
completely inconsistent with the vision that the Commission [aid out for retail
competition in its ANOFR and Policy Statement orders.

WHY ARE DIRECT ENERGY AND RESA INTERESTED IN THE POLR

RATES AND POLR STRUCTURE TO BE ESTABLISHED FOR THE
POLR 1V PERIOD?

Direct Energy and its affiliate companies comprise what 1s arguably the Jargest
competitive electric and gas supplier in the world, with more than 30 million
customer rclationships globally. RESA’s membership includes Direct Energy and
several other competitive EGSs who collectively serve millions of customers

throughout the United States, North America around the world. Direct Energy

Rulemaking Re Eleciric Distribution Companies Obligation v Serve Retail Customers at the
Conclusion of the Transition Period Pursuant To 66 Pa.C.S. § 2807(ej(2), Advance Notice Gf
Final Rulemaking Order, Docket Na. L-00040169, Order entered February 9, 2007.

Default Service and Retail Electric Markets; Proposed Policy Statement, Docket No. M-
00072009, Order entered February 9, 2007,
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and RESA seck to have the promises that are embedded in the Electric Choice Act
— customer choice of electricity supply and properly functioning, competitive
retail electric markets chief among them — delivered to the citizens of the
Commonwealih,

DO DIRECT ENERGY AND RESA SUPPORT DUQUESNE’S POLR IV
PLAN FOR RESIDENTIAL CUSTOMERS?

Parts of Duquesne’s proposal are consistent with the ANOFR, the Policy
Statement and the continued development of the competitive retail market. Other
parts are not. Therefore, we suggest revisions to the residential custorer plan to
make it more market-responsive.

DO DIRECT ENERGY AND RESA SUPPORT DUQUESNE’s POLR PLAN
FOR SMALL C&I CUSTOMERS?

Again, parts of Duquesne’s proposal are consistent with the ANOFR, the Policy
Statement and the continued development of the competitive retail market for the
customers, but other parts are nol. Therefore, we suggest revisions lo make the
small C&I customer plan more market-responsive as well.

DO DIRECT ENERGY AND RESA SUPPORT DUQUESNE’s POLR PLAN
FOR LARGE C&I CUSTOMERS?

Yes.
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Duquesne’s POLR IV Proposal for Residential and
Small C&T Customers is Flawed

PLEASE EXPLAIN WHY DIRECT ENERGY AND RESA DO NOT
SUPPORT THE RESIDENTIAL AND SMALL C&I CUSTOMER POLR
PLAN AS PROPOSED BY DUQUESNE.

The residential and small C&I customer plans proposed by Dugquesne: 1) are
anticompetitive; 2) are not consistent with the Electric Choice Act and will not
lead to POLR prices that will be reflective of the prevailing market prices at the
times customers receive POLR service; and 3) are inconsistent with the vision
outlined by the Commission in its post-rate cap Default Service ANOFR and
Policy Statement orders.

WHAT IS THE SINGLE BIGGEST PROBLEM WITH DUQUESNE’S
POLR PLAN?

The most problematic aspect of the POLR IV plan is the long-term nature of the
default prices for residential and small C&I customers. The root of the anti-
competitiveness lies in the long-term POLR prices that are not adjusted to
prevailing market conditions and prices at the time the POLR service is being
provided. By "long-term" I mean one year or longer.

COULD YOU PLEASE EXPLAIN WHY LONG-TERM DEFAULT
SERVICE PRICING IS ANTICOMPETITIVE?

Long-term default service prices established well in advance of the service period
result in a POLR price that becomes completely divorced from the prevailing
market price of electricity when the POLR service is provided. Duquesne has
proposed that its POLR price for residential customers, which it submitted in
January 2007 will be the exact same for the entire 47-month period ending

December 31, 2010 (POLR IV period plus the regulatory review period). If there
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1s one thing that is certain with electricity market prices, it is that the prevailing
market price will not be flat for the next 47 months. In some instances, like the
most recently established Pike County POLR prices, the POLR rates will become
significantly above true prevailing market prices. In other instances, the POLR
rates will become significantly below true prevailing market prices. In either
instance, a competitive supplier is disadvantaged. The supplier will not be able to
establish a long-term viable business because of the risk that POLR prices will
remain below the market price for extended periods of time. This is the same
phenomenon that has caused a complete lack of retail choice activity around the
Commonweaith during the rate cap transition phase of restructuring. The long-
term default service prices give the incumbent EDC an inherent anti-competitive
advantage in the retail electricity markets.

CAN YOU PLEASE EXPLAIN HOW THAT PRICE DIVERGENCE
PLAYS ITSELF OUT IN THE REAL WORLD?

Sure. If Duquesne sets a default service rate that is reflective of the true
prevailing market price today, competitive suppliers could technically, compete
fairly against that price at any time during the POLR period. However, suppose
general inflation 1s 3% per year, and that rate impacts all of a supplier’s costs. By
the end of the third year, there would be a distortion in price and cost with wiich
no entity could compete. If this were a gas station, Duquesne would set its gas
price at $2.50 per gallon today. During the ensuing three years, suppliers would
compete on day one at $2.50 per gallon, but then their costs would increase due to
inflation so that at the end of the POLR period, their costs would be almost $2.75

per gallon. Gas suppliers would not be inclined to enter a market structured with
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these types of incumbent advantages. Similarly, EGSs are not inclined to invest
substantial amounts of capital to enter a market in which they are so sigmficantly
disadvantaged.

GIVEN THE SCENARIO YOU JUST DESCRIBED, ISN’T A LONG-
TERM FIXED POLR PRICE A BETTER RESULT FOR CUSTOMERS?

No. First of all, short-term prices will be less expensive over time, than long-term
prices. Additionally, inflation only considers a small part of the equation. Tuse
the example above because the impact of inflalion is a generally understood
concept. General energy price movement also has an impact on supplicrs’
abilitics to compete. A downward market pricing trend could result from a
fundamental shift in the underlying fuel commodities markets. Electricity prices
could decrease by 50% over the course of three years, yet suppliers are still not
likely to enter the market despite all of the potential savings, or "headroom”,
because of the risk of being non-competitive for long periods of tume afier the
next POLR price is set. In fact, this scenario is what happened in Pike County,
prior to the establishment of that service territory’s customer aggregation
program. It is also happening in Maryland and Delaware for residential and small
Cé&! customers where default prices are significantly above the retail rates, yet
suppliers cannot be competitive on a sustainable basis, so they have not invested
capital to enter those respective markets. Long-term POLR pricing results in
higher POLR rates than necessary and suppressed levels of competition,
particularly for the residential and smail C&I customers.

HAVE YOU REVIEWED MR. FISHER’Ss EXPLANATION OF HOW

DUQUESNE ARRIVED AT THE FIXED-PRICES FOR RESIDENTIAL
AND SMALIL C&I CUSTOMERS?
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I have.
DO YOU AGREE WITH MR. FISHER THAT DUQUESNE HAS

ARRIVED AT A PREVAILING MARKET PRICE FOR THE POLR IV
PERIOD?

No. Mr. Fisher has performed all sorts of calculations that appear to be an effort
to justify a price, not to determine a price. [ believe that the prices Duquesne
proposed represent a fair proxy for where market prices are today in the Duquesne
service territory. Unfortunately, these prices could be completely disconnected
from the prevailing market prices by the time the Commission meets to discuss
the POLR IV proposal, when Duquesne's supplier actually fully contracts for
power to serve the POLR load for the period, or when the POLR service is
actually provided. Duquesne’s own witness, Mr. Fisher, calculated that in any 6
month period, “there is a 10% probability that market prices could increase by
more than 23%." He describes that scenario as “costly” to Duquesne. It is
arguably more costly to suppliers and customers because, in fact, it completely
eliminates for residential and small C&I customers any semblance of competitive
market activity in the territory as well. This ill-conceived theory of prevailing
market price will continue to impose unnecessarily high prices on customers and
mitigate customer choices.

COULD YOU PLEASE SUMMARIZE WHY YOU BELIEVE

DUQUESNE’Ss POLR PRICING FOR RESIDENTIAL AND SMALL C&l
CUSTOMERS SHOULD BE MARKET-REFLECTIVE,

Yes. Among other reasons, it allows customers to see true energy price signals

and it empowers customers with the product and pricing options of a viable

Duquesne St. No. 3 (Fisher), p. 56.
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competitive retail electric market. Point-in-time pricing, on the other hand, is in
essence rolling the dice on what prices will be, completely removing the
customers from the equation. Duquesne may have made a good roll. Duquesne
may have made a bad roll. We will not know whether the roll of the dice was
good or bad until the end of this plan, if it is adopted, but by then, it is too late.
Duquesne’s proposal is not a “custotner choice” proposal; this is Duquesne setting
a rate and passing it through to their “rate payers”.

CAN YOU PLEASE EXPLAIN WHY DUQUESNE’s POLR IV PROPOSAL
IS INCONSISTENT WITH THE ELECTRIC CHOICE ACT?

Certainly. The Electric Choice Act says, among other things, that electricity for
POLR service in the post-rate cap period must be acquired for POLR customers at
“prevailing market prices”, Duquesne's frozen long-term prices, established by
Duquesne in a vacuum, will not represent the prevailing market prices of
electricity for the entirety of the three-year POLR TV period. It is simply not
known what the prevailing market price will be when a customer signs up for
Duquesne’s POLR service or otherwise receives the service. This customer could
be a new customer to the territory or a customer whose supplier fails to deliver
power, or a customer who has opted to use POLR service for its electricity needs.
Long-term default service prices based upon a fixed price set in 2 vacuum
at a singular point in time may be far above the prevailing market prices,
subjecting customers to much higher POLR rates than if the rates more closely
tracked the wholesale market. Alternatively, the POLR prices may end up being
well below the actual prevailing market prices during the time the POLR service

is being provided. The only result certain from Duquesne’s pricing proposal is

10
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that the resulting POLR prices to custorﬁem will not be the “prevailing market
prices” at the time customers take delivery of the power. No expert can determine
with any degree of certainty how much prices will change from the time the price
was fixed (January 2007) to December 31, 2010. All experts would unanimously
agree, however, that the prevailing price of energy will fluctuate over the POLR
IV period. Indeed, Mr. Fisher admits that forward prices are difficult to predict
because "[flor a given period of time (e.g., three years) it is hard to know whéther
a proposed and known fixed price for a future supply period will later turn out to
be higher or lower than a short-term fixed price (e.g., 6 months) followed by some
uncertain future market prices over the remainder of the period."®

CAN YOU PLEASE EXPLAIN WHY YOU BELIEVE DUQUESNE's

LONG-TERM FIXED PRICES ARE INCONSISTENT WITH THE
COMMISSION’S ANOFR AND POLICY STATEMENT ORDERS?

Yes. Inits ANOFR and Policy Statement orders, the Commission declared its
intent to implement several competitively neutral aspects into the electricity
markets, several of which are not included in Duguesne’s plan. Irecognize that
Duquesne’s plan was filed in advance of the issuance of the ANOFR and Policy
Statement orders. Duquesne, however, shouid amend its POLR IV plan to
incorporate those competitive market design aspecits that its plan is lacking.
Specifically, the plan is lacking in six different areas: 1) a quarterly-adjusted
market-reflective price for residential customers; 2) a quarterly- or more
frequently-adjusted market reflective price for small C&I customers; 3)

generation supply not being acquired through a competitive bid sclicitation

Direct/RESA Exh. FPL-2 (Duquesne's response to Direct Energy I-5(a)}.

11
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process; 4) no inclusion of any type of customer referral program; and $) no
employee designated by Duquesne as the retail choice ombudsman. It seems
reasonable that Duquesne could implement these changes in its POLR [V plan in

a timely marmer.’

Dugquesne Should Offer a POLR Plan that Empowers Customers with
Choices and Alternatives

DO YOU HAVE ANY RECOMMENDED MODIFICATIONS TO THE
POLR IV PLAN THAT WOULD MOVE IT CLOSER TO THE YISION
OUTLINED BY THE COMMISSION IN THE ANOFR AND POLICY
STATEMENT ORDERS?

Yes. First of all, RESA believes Duquesne should implement a quarterly auction
for its residential and small C&I customers. This auction process should include a
transparent and competitive auction mechanism such that a contemporary
prevailing market price can be achieved for any customer who wishes to return to
POLR service, or if a customer’s supplier fails to deliver power. The Maryland
utilities will be implementing quarterly auctions in April for their mid-sized
customers.® Additionally, we believe that Duquesne should implement customer
education and referral programs, Finally, the Commission suggested that the
utilities enable utility consolidated billing through a “rate ready” billing system,

Duquesne already has a “rate ready” billing system. RESA believes that

PPL stated in its reply ¢xceptions in it Competitive Bridge Plan (Docket No. P-00062227) that it
would not need a “substantial time period” to adjust its plan to meet the requirernents laid out in
the ANOFR and Policy Statement orders. It would seem to follow that Duquesne could similarly
respond to the Commission's orders.

It is interesting to note that in Maryland, 67% of the Type IT custotner load is being served by
competitive suppliers. See http://www.psc.state.md usipsc/electric/enrollmentrpt. html). In June,
2006, the Maryland Commission instituted a market-responsive default rate that changed twice per
year. In June, 2007, the default rate will change on a quarterly basis. Because suppliers have seen
a steady movement to competitive markets, they have entered the market in droves for this
customer segment in Maryland. In less than one year of market-responsive default service being
implemented, two-thirds of the market in Maryland is on competitive supply.

12
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Duquesne should offer both “rate ready™ and “bill ready” billing systems,
consistent with what other utilities in the Commonwealth offer.
DO YOU BELIEVE QUARTERLY PRICING ADJUSTMENTS WOULD

RESULT IN POLR PRICES THAT REFLECT THE PREVAILING
MARKET PRICES?

1 believe that if Duquesne held quarterly auctions for its residential load, the
residential POLR customers would see what I would describe as a “practical
application” of prevailing market prices. Quarterly pricing is close enough to true
prevailing market pricing that EGSs would likely enter the market for residential
customers. Ultimately, [ believe that all default service customers should be able
to benefit frora a monthly — or more frequent interval — price. [ believe that the
small C&I customers can act in a much more deliberate manner already and
should be entitled to benefit from monthly-priced auctions.

DO YOU BELIEVE THAT DUQUESNE’s PROPOSAL FOR ITS LARGE

C&I CUSTOMERS RESULTS IN THOSE CUSTOMERS SEEING A
POLR PRICE THAT REFLECTS THE PREVAILING MARKET PRICE?

Yes, I do. Direct Energy and RESA support the hourly default pricing proposal
put forward by Duquesne in its POLR IV plan. By this reference, I incorporate
the Direct Testimony of Richard Hudson on behalf of Strategic Energy in this
matter supporting Duquesne’s POLR plan for large C&I customers.

WHY IS MARKET-REFLECTIVE DEFAULT PRICING A BETTER
POLICY OPTION THAN LONG-TERM PRICING?

First and foremost, the least-cost option — over time — will always be the shorter
term, market-reflective pricing. Longer contracts have risk premiums for market
risk, migration risk, regulatory risk and others embedded within their prices.

These risks are minimized or eliminated with quartetly or monthly procurement.

13
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In fact, Dugquesne’s own witnesses speak to the significance of the risks inherent
in the long-term nature of their proposal on several separate occasions. Duquesne
CEO and witness, Morgan O’Brien says “[p]rice volatility poses significant risks
for any supplier that commits to sell electricity at a fixed price:".9 O’Brien further
states that “Duquesne Power faces a wide range of risks, including changes in
prices, quantity, length of regulatory review period, changes in load shape due to
shopping, and other risks in agreeing to provide full requirements, default supply

for Duquesne Light's customers. The risks are built into the prices proposed in

the Default Service Plan.”’® Dugquesne witness Fisher agrees, stating that

“Dugquesne’s Default Service Plan continues to compensate for the costs and nisks,

including the significant risks assumed by proposing fixed prices for one or three

years and holding these rate offers open during the regulatory review period and
thereafter.”!! Mr. Fisher describes the magnitude of these “numerous risks” in
some detail later in his testimony."” In the recent commenis on the Commission’s
ANOFR and Policy Statement orders, both Duquesne and the Pennsylvania Office
of Consumer Advocate (“OCA”), in addition to other entities, recognized that
these long-term contracts bear risk premiums."” Dugquesne’s three-year fixed
price residential POLR price and its one-year fixed price for small C&I customers

both contain premiums to cover these risks, although they may not be stated

Duquesne St No. 1 (O’Brien), p. 13 (emphasis added).
id., p. 22 (emphasis added).

Duquesne St. No. 3 (Figher), p. 7 (emphasis added).
Id., pp. 4445,

ANOFR/Policy Statement Comments of OCA, pp. 15, 60; Comments of Duquesne Light, pp. 13
n 17,19,

14
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explicitly. Moving toward a market-reflective default service will eliminate these
costs for POLR customers, and open up the market so that customers desiring
terms of service that differ from a market-reflective POLR service can have
electricity choices to select from.

DO YOU HAVE ANY EVIDENCE TO SUPPORT YOUR CONCLUSION

THAT SHORT-TERM POLR PRICING IS THE LEAST COST OPTION
FOR CONSUMERS?

Yes. Direct Energy retained a consulting firm 1o conduct a study to compare
Duquesne’s tariff rate during POLR III to a monthly price based on the PIM
clearing prices for the Duquesne zone."* The time period studied was from
January 1, 2005 through November 30, 2006, or the first 23 months of
Duquesne’s POLR III plan. That study, which is attached as Direct/RESA
Exhibit FPL-3, shows that in 18 of the 23 months studied, residential customers
would have paid less for electricity had Duquesne procured power on a monthly |
basis. Not surprisingly, four of the five higher priced months were in the
immediate time horizon of Hurricanes Katrina and Rita. The net impact of the
short-term procurement is that Pittsburgh area residents could have saved almost
$77 million in the first 23 months of POLR IIL

DID YOUR STUDY ANALYZE THE IMPACT OF SHORT-TERM POLR
PRICING ON SMALL C&I CUSTOMERS?

Yes. The results were similar. In al] but five of the 23 months analyzed, a typical
small C&I customer would have paid less bad Duquesne procured power on a
monthly basis. The net impact to those customers would have been a savings of

approximately $28 million over the first 23 months of POLR III. In total, over

See Direct/RESA Exh. FPL-3, Intclometry [nc., Power Price Report, Pittsburgh Market
{Duquesne Light), 1-1-05 to 11-30/06, December 2006.

15
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$100 million was taken out of the Pittsburgh economy due to the long-term

pricing of Duquesne’s POLR 11 plan.
ARE THERE ANY OTHER REASONS WHY YOU BELIEVE MARKET-

REFLECTIVE DEFAULT SERVICE PRICING IS A BETTER POLICY
OPTION THAN LONG-TERM PRICING?

Market-reflective pricing smoothes out wholesale market swings and results in
less dramatic price changes from month-to-month than long-term prices or
adjustments. More frequent but less dramatic price changes are more acceptable
to customers than abrupt price increases. Customers understand that the prices
may go up one month but down others. A market-reflective POLR structure also
conveys to retail customers accurate price signals. Absent these signals,
customers will not be able to leam of the real costs of their electric usage.
Without these signals, competitive electric suppliers will not have the ability to
design the specific products to meet individual customers’ needs. In other words,
market-reflective pricing is the key to empowering customers with the tools
necessary to manage their own electricity costs.

DO CUSTOMERS SUPPORT SHORT-TERM DEFAULT SERVICE
PRICES?

I believe they do. In the Commission’s ANOFR and Policy Statement dockets,
the Economic Growth Through Competitive Energy Markets Coalition (“CEM”),
which represents 4,000 business electricity consumers “interested in achieving
an enhanced competitive electricity market in Pennsylvania,” filed comments.
CEM’s first principle is job growth. Iis second principle calls for “cffective retail
energy competition”. CEM specifically “supports the cancept of regular

adjustment of default service rates.” (CEM Comments at pp. 1-2) It is clear that

16
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CEM understands the benefits of effective retail energy competition on its
member businesses, and on the overall economy. It is obviously clear to them
that they understand the linkage between market-reflective default prices and the

development of customer options and solutions.

Duguesne should adopt other market enhancements to expand customers’
options and benefits

YOU ALSO REFERENCED THE CUSTOMER REFERRAL PROGRAM
SUGGESTED BY THE COMMISSION IN ITS POLICY STATEMENT.
CAN YOU PLEASE EXPLAIN WHAT YOUR VISION IS FOR A
CUSTOMER REFERRAL PROGRAM?

A customer referral program is in essence, a customer education program that is
implemented by the utility call center. Whenever a customer calls with a concemn
about his or her bill, a customer representative in the call center educates the
inbound caller about competitive market options. The customer should be
allowed to switch providers on that call. Of course, the competitive providers
must be active participants in this process, as they need to be able to accept
customers on the spot. A customer referral program should also implement
customer education in the utilities' routine communications to customers.
Duquesne witness Fred Eichenmiller describes two channels, the monthly

newsletter and the "New Movers Guide,"®

currently utilized by Duquesne to-
enhance communications with its customers. These communications channels
would be very appropniate vehicles for customer education and customer referral

tools. The monthly newsletter could contain information about competitive

15

Duquesne St. No. 2 (Eichenmiller), p. 23.

17
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options. The New Movers Guide could instruct customers to shop and compare
products and prices, with guidance on where to look for information.

YOU ALSO REFERENCED THE RETAIL CHOICE OMBUDSMAN
SUGGESTED BY THE COMMISSION IN ITS POLICY STATEMENT.

CAN YOU PLEASE EXPLAIN WHAT YOUR VISION IS FOR A RETAIL
CHOICE OMBUDSMAN?

The retail choice ombudsman should be a facilitator for the utility and EGS
communifies to ensure the retail market is functioning at an acceptably efficient
and optimal level for the benefit of consumers. The ombudsman should be
incentivized based on the success of retail market development in the utility
footprint. The ombudsman would facilitate discussions about customer education
ideas, for example, determining what the New Mover Guide should say to
promote competitive alternatives. The ombudsman could also work with the
Commission to ensure that the utilities are properly incentivized to promote
competitive altematives. Many other related responsibilities would fall naturally
into the ombudsman’s lap as the communications unfurl.

EARLIER, YOU MENTIONED THAT OTHER EDCs IN THE
COMMONWEALTH OFFER BOTH “RATE READY” AND “BILL

READY” CONSOLIDATED EDC BILLING SYSTEMS. CAN YOU
EXPLAIN THE DIFFERENCE BETWEEN THE TWQ?

Yes. The rate-ready system requires EGSs to furnish to the EDC in advance of
each billing cycle the rates, rate codes or prices, billing information and biit
messages. The EDC uses this information to calculate the customers’ charges and
then incorporates this information into a single consolidated bill that is the EDC
issues to the customers.

The bill-ready system requires EGSs, after receiving customers’ electric

usage data, to use this data {o calculate the customers’ charges and send these
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calculations along with all necessary billing information and bill messages to the
electric distribution company ("EDC") through an electronic transaction in a
format compatible with the EDC’s bill format. The EDC then incorporates this
information into a single consolidated bill that the EDC issues to the customers.

More simply put, “rate-ready” systems require the EDC’s inlernal systems
to “do the math,” while “bill-ready” systems require the EGS’s systems to “do the
math”.

WHICH EDC CONSOLIDATED BILLING SYSTEM DOES DUQUESNE
CURRENTLY EMPLOY?

Dugquesne currently employs the rate-ready EDC consolidated billing system.

WHY ARE BOTH EDC CONSOLIDATED BILLING SYSTEMS
NEEDED?

The “rate-ready” practice is useful for customers who receive fixed-price products
from competitive EGSs. Under the current state of market development in
Pennsylvania, this would include most, if not all residential and small C&I
customers. A “bili-ready” system is more practical for billing complex energy
products tailored to customers that tend to be highly sophisticated energy users
who desire more complex products such as variable price and hybrid products that
incorporate fixed and variable, spot market prices.

A "bill-ready” system enables the EGS to calculate its customer's
complete bill and through an electronic transaction submit the “bottom line” to the
utility for processing and billing at or very close to the time of the customer’s next
meter read. Thus, the “bill ready” system ensures that the EGS calculation
accurately reflects the variable-price portion of the customer’s charges. The lack

of a “bill-ready” consolidated billing system creates a substantial disincentive for
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EGSs serving the large C&T market from participating in Duquesne’s
consclidated billing program, thereby closing off a billing option for these
customers who choose to take competitive EGS scrvice.

WHAT IS THE APPROPRIATE REMEDY FOR THIS SITUATION?

RESA believes that the appropriate solution is for the utilities in the
Commonwealth to offer both “bill-ready” and “rate-ready” EDC consolidated
billing systems. This would facilitate a larger number of suppliers entering the
market, and participating in consolidated billing, which in turn maximizes the
availability of consolidated billing for a wider spectrum of customers who make
the affirmative choice to parficipate in the retail markets. This result is wholly
consistent with Pennsylvania policy to develop competitive retail markets.

ARE ANY OF THE PENNSYLVANIA EDCs PROVIDING BOTH “BILL-
READY” AND “RATE-READY” CONSOLIDATED BILLING OFTIONS?

Yes. Itis my understanding that Aliegheny Power and the FirstEnergy Utilities
(MetEd, Penelec and Penn Power) offer both bill-ready and rate-ready EDC
consolidated billing practices as billing options in their service territories.
THERE ARE OTHER AREAS OF THE ANOFR AND POLICY

STATEMENT THAT YOU HAVE NOT ADDRESSED IN THE CONTEXT
OF DUQUESNE'S POLR IV PLAN. CAN YOU PLEASE EXPLAIN WHY?

There are a few reasons I would have not addressed guidance from the ANOFR
and/or Policy Statement for Duquesne's plan. First, not all elements of the orders
will apply to all default service providers. Secondly, Duquesne has implemented
some of the elements of the ANOFR and Policy Statement Orders, especially with
respect to the large C&I customer part of the plan. While Direct Energy and

RESA support many of these aspects, [ do not believe it is necessary to address
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each of these points individually. Finally, not all aspects of the Commission’s
order are favorable to the development of competitive markets. Direct Energy
and RESA addressed those aspects of the ANOFR and Policy Statement orders in

their respective Comments and Reply Comments in those dockets.

The Purchase of Receivables program is a significant market enhancement
and is in the public interest

DID YOU REVIEW THE TESTIMONY OF NANCY KRAJOVIC?

I did.

THE MAJORITY OF HER TESTIMONY FOCUSED ON THE
PURCHASE OF RECEIVABLES (“POR”) PROGRAM THAT WAS
NEGOTIATED AS PART OF THE SETTLEMENT OF THE

DISTRIBUTION RATE CASE. DID YOU PARTICIPATE IN THOSE
NEGOTIATIONS?

I participated actively in the negotiations on behalf of Direct Energy and RESA.

DOES HER TESTIMONY ACCURATELY REFLECT THE PROCESS
AND THE NEGOTIATIONS AMONG THE PARTIES?

Yes. This was a complex negotiation. Several different interests were involved,
including sometimes divergent interests of individual EGSs, customer
representatives and Duquesne Light, and, of course, the entire issue of unbundling
of Duquesne’s distribution rates.

MS. KRAJOVIC DESCRIBED BENEFITS OF POR PROGRAM

ACCRUING TO ALL OF THE STAKEHOLDERS IN THE PROCESS. DO
YOU CONCUR WITH THAT ASSESSMENT?

The POR program is a win-win-win program. Customers, particularly those
whose credit or payment history may be tarnished, are the biggest beneficiaries of
this program. Of course, benefits and efficiencies will accrue to the market

generally, to Duquesne and to the EGSs participating in the program,
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MS. KRAJOVIC IS REQUESTING A WAIVER OF A COMMISSION
GUIDELINE STATING THAT AN EDC CAN NOT USE THE CHAPTER
56 TERMINATION PROCESS FOR NONPAYMENT OF EGS SUPPLY
CHARGES. DO YOU AGREE THAT THIS IS AN IMPORTANT
WAIVER?
Yes. This is an important waiver. Based on the provisions contained in the POR
agreement and the recent recommendation in the Commission’s Policy Statement
order supporting POR programs, the Commission should grant this request.
Specifically, the provisions of the POR agreement dictate, as Ms. Krajovic
explained, “the basis for the payment to aveid termination or accomplish
reconnection will be the lower of: a) EGS charges for commodity plus
[Duquesne’s] delivery charges or b) the amount the customer would have been
billed for service if the customer had received POLR supply from Duquesne
during the non-payment period.”'®

The POR program is in the public interest. It is a win-win-win program
benefiting customers, Duquesne and the EGSs that opt to use the Duquesne
consolidated bill program. Waiving these guidelines given the protections built
into the POR agreement would be a sound policy decision.

Conclusion

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes, at this time.

16
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Frank Lacey

Director, Government and Regulatory Affairs
Direct Energy Services, LLC

724-941-2149
Frank.lacevy(@directenergy.com

Professional Experience:

Mr. Lacey is the Director of Government and Regulatory Affairs for Direct Energy,
responsible for achieving desirable regulatory and legislative results in the Mid-Atlantic
Region of the US. In this his primary responsibility is to advocate for competitive market
design structures in emerging electricity markets. Additionally, he provides market
development strategy and market entry planning and guidance to corporate officers. He
also works with counsel to develop legal analysis and strategies re: market issues.

Prior to Direct Energy, Mr. Lacey held a similar position with Strategic Energy, LLC, a
competitive energy supplier. Mr. Lacey has been involved in restructuring and
restructured electricity markets since 1993. He gained experience in restructuring the
transmission segment of the industry while at Arthur Andersen, where he was principally
engaged in forming RTOs, ISOs, Transcos and other transmission entities. His
experience in the generation segment of comes predominantly from his tenure at Putnam,
Hayes and Bartlett, Inc., where he was involved in several generation asset valuation and
transaction projects.

Education:

Mr. Lacey eamed his MBA from Camegie Mellon University, with concentrations in
finance, entrepreneurship and environmental management. His coursework included
classes from the Heinz School of Public Policy and the engineering department. His
undergraduate degree is a Bachelor of Science in Transportation and Logistics from the
University of Maryland.

Testimony:

Mr. Lacey has been qualified as an expert and has testified in many different
jurisdictions. He has provided written and oral testimony to various regulatory
commissions and state legislatures:

Prepared Direct Testimony of Frank Lacey On Behalf of Strategic Energy, LLC,
before the Public Utilities Commission of the State of California in the matter of
the Order Instituting Rulemaking Regarding the Implementation of the

Suspension of Direct Access Pursuant to Assembly Bill 1.X and Decision 01-09-
060. Docket No, R. 02-01-011, June 6, 2002.

Prepared Rebuttal Testimony of Frank Lacey On Behalf of Strategic Energy, LLC
before the Public Utilities Commission of the State of California in the matter of
the Order Instituting Rulemalking Regarding the Implementation of the
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Suspension of Direct Access Pursuant to Assembly Bill 1X and Decision (1-09-
060. Docket No. R. 02-01-011. June 20, 2002

Cross Examination testimony of On Behalf of Strategic Encrgy, LLC before the
Public Utilities Commission of the State of California in the matter of the Order
Instituting Rulemalang Regarding the Implementation of the Suspension of Direct
Access Pursuant to Assembly Bill 1X and Decision (01-09-060. Docket No. R. 02-
01-011. July2002.

Prepared Testimony of Frank Lacey on the subject of truing up the CERS Fee On
Behalf of Strategic Energy, LLC before the Public Utilities Commission Of the
State Of California in the matter of the Order Instituting Rulemaking Regarding
the Implementation of the Suspension of Direct Access Pursuant to Assembly Bill
1X and Decision 01-09-060. Docket No. R. 02-01-011. March 19, 2003

Prepared Direct Testimony of Frank Lacey on behalf of Strategic Energy L.L.C.
before the Pennsylvania Public Utility Commission in the matter Pennsylvania
Public Utility Commission, et al. v.Duquesne Light Company, Docket Nos. R-
00038092, R-00038092C0001 and R-00038092C0002. January 2003.

Prepared Rebuttal Testimony of Frank Lacey on behalf of Strategic Energy L.L.
C. Before the Pennsylvania Public Utility Commission in the matter Pennsylvanria
Public Utility Commission, et al. v. Duguesne Light Company Docket Nos. R-
00038092, R-00038092C0001 and R-00038092C0002. February 2003.

Prepared Supplemental Testimony of Frank Lacey on behalf of Strategic Energy
L.L.C. before the Pennsylvania Public Utility Commission in the matter
Pennsylvania Public Utility Commission, et al. v. Duguesne Light Company
Docket Nos. R-00038092, R-00038092C0001, R-00038092C0002. November
2003

Cross Examination testimony of Frank Lacey on behalf of Strategic Energy
L.L.C. before the Pennsylvania Public Utility Commission in the matter
Pennsyivania Public Utility Commission, et al. v. Duguesne Light Company
Docket Nos. R-00038092, R-00038092C0001, R-00038092C0002. July 1, 2003.

Prepared Direct Testimony of Frank Lacey submiited on behalf of Strategic
Energy L.L.C. and Dominion Retail, Inc. before the Public Utilities Commission
of Ohio in the matters of the Continuation of the Rate Freeze and Extension of the
Market Development Period for The Dayton Power and Light Company Case No.
02-2779-EL-ATA and the dpplication of The Dayton Power and Light Company
for Certain Accounting Authority Pursuant to Section 4905. 13, Chio Revised
Code Case No. 02-2879-EL-AAM. May 19, 2003.

Prepared Supplemental Testimony of Frank Lacey submitted on behalf of
Strategic Energy L.L.C. and Dominion Retail, Inc. before the Public Utilities
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Commission of Ohio in the matters of the Continuation of the Rate Freeze and
Extension of the Market Development Period for The Dayton Power and Light
Company Case No. 02-2779-EL-ATA and the Application of The Dayton Power
and Light Company for Certain Accounting Authority Pursuant to Section
4905.13. OQhio Revised Code Case No. 02-2879-EL-AAM. June 12, 2003.

Deposition Testimony of Frank Lacey submitted on behalf of Strategic Energy
L.L.C. and Dominion Retail, Inc. before the Public Utilities Commission of Ohio
in the matters of the Continuation of the Rate Freeze and Extension of the Market
Development Period for The Dayton Power and Light Company Case No. 02-
2779-EL-ATA and the Application of The Dayton Power and Light Company for
Certain Accounting Authority Pursuant to Section 4905.13, Ohic Revised Code
Case No. 02-2879-EL-AAM. May 2003 and June 2003.

Cross Examination testimony of Frank Lacey on behalf of Strategic Energy
L.L.C. and Dominion Retail, Inc. before the Public Utilities Commission of Ohio

in the matters of the Continuation of the Rate Freeze and Extension of the Market
Development Period for The Dayton Power and Light Company Case No. 02~
2779-EL-ATA and the Application of The Dayton Power and Light Company for

Certain Accounting Authority Pursuant to Section 4905.13, Ohio Revised Code
Case No. 02-2879-EL-AAM. June 2003.

Oral Testimony of Frank Lacey before the Standing Committee on Energy of the
New York State Assembly on the issue of Ensuring a Reliable Supply of
Electricity to the People of New York, Chairman Paul D Tonko, presiding.
March 6, 2003

Prepared Direct Testimony of Frank Lacey on behalf of Strategic Energy, L.L.C.
before the Pennsylvania Public Utility Commission in the matter of the Petition of
Dugquesne Light Company for Approval of Plan for Post-Transition Period
Provider of Last Resort Service. Docket No. P-00032071. February 2004,

Prepared Rebuttal Testimony of Frank Lacey on behalf of Strategic Energy,
L.L.C. before the Pennsylvania Public Utility Commission in the matter of the
Petition of Duguesne Light Company for Approval of Plan for Post-Transition
Period Provider of Last Resort Service. Docket No. P-00032071. February 2004.

Cross Examination testimony of Frank Lacey on behalf of Strategic Energy,
L.L.C. before the Pennsylvania Public Utility Commission in the matter of the
Petition of Duquesne Light Company for Approval of Plan for Post-Transition
Period Provider of Last Resort Service. Docket No. P-00032071. April 1, 2004.

Oral Testimony of Frank Lacey at the POLR Roundtable before the Pennsylvania
Public Utility Commission re; Optimal Future POLR Design models. May 3,
2004.
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Prepared Direct Testimony of Frank Lacey on behalf of Strategic Energy, L.L.C.
and Mid-American Energy Company before the Public Utilities Commission of
Ohio in the matters of The Application of the Cincinnati Gas & Electric Company
to Modify its Non-Residential Generation Rates to Provide for Market-Based
Standard Service Offer Pricing and to Establish a Pilot Alternative Competitively-
Bid Service Rate Option Subsequent to Market Development Period, Case No. 03-

93-BEL-ATA, The Application of the Cincinnati Gas & Electric Company for

Authority to Modify Current Accounting Procedures for Certain Costs Associated

with the Midwest ISO, Case No. 03-2079-EL-AAM, and The Application of the

Cincinnati Gas & Electric Company for Authority to Modify Current Accountin
Procedures for Capital investment in its Electric Transmission and Distribution
System and to Establish a Capital Investment Reliability Rider to be Effective
After the Market Development Period, Case Nos. 03-2080-EL-AAM and 03-
2080-EL-ATA. May 6, 2003.

Deposition of Frank Lacey in the matters of The Application of the Cincinnati
Gas & Electric Company to Modify its Non-Residential Generation Rates to
Provide for Market-Based Standard Service Offer Pricing and to Establish a Pilot
Alternative Competitively-Bid Service Rate Option Subsequent to Market
Development Period, Case No. 03-93-EL-ATA, The Application of the Cincinnati

Gas & Electric Company for Authority to Modify Current Accounting Procedures
for Certain Costs Associated with the Midwest ISO, Case No. 03-2079-EL-AAM,
and The Application of the Cincinnati Gas & Electric Company for Authority to
Modify Current Accounting Procedures for Capital invesiment in its Electric
Transmission and Distribution System and to Establish a Capital Investment

Reliability Rider to be Effective After the Market Development Period, Case Nos.
03-2080-EL-AAM and 03-2080-EL-ATA. May 2003.

Cross Examination Testimony of Frank Lacey on behalf of Strategic Energy,
L.L.C. and Mid-American Energy Company before the Public Utilities
Commission of OChio in the matters of The Application of the Cincinngti Gas &
Electric Company to Modify its Non-Residential Generation Rates to Provide for
Market-Based Standard Service Offer Pricing and to Establish a Pilot Alternative
Competitively-Bid Service Rate Option Subsequent to Market Development
Period, Case No. 03-93-EL-ATA, The Application of the Cincinnati Gas &
Electric Company for Authority to Modify Current Accounting Procedures for
Certain Costs Associated with the Midwest ISQ, Case No. 03-2079-BL-AAM, and
The Application of the Cincinnati Gas & Electric Company for Authority to
Modify Current Accounting Procedures for Capital investment in its Electric
Transmission and Distribution System and to Establish a Capital Investment
Reliability Rider to be Effective After the Market Development Period, Case Nos.
03-2080-EL-AAM and 03-2080-EL.-ATA. May 18, 2003.

Oral Testimony of Frank Lacey before the Michigan Senate Committee on
Technology and Energy on the subject of revision to Public Act 141, the
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Michigan Electricity Choice and Restructuring Act, Chairman Bruce Patterson,
Presiding. May 19, 2004.

Oral Testimony of Frank Lacey on behalf of Direct Energy Services, LLC before
the Maryland Senate Finance Committee on Senate Bill 561 on the subject of
communications between electric companies and suppliers to enhance the
development of competitive electric markets, Chairman Thomas Middleton,
Presiding. March 7, 2006.

Oral Testimony of Frank Lacey on behalf of Direct Energy Services, LLC before
the Maryland Senate Finance Committee on Senate Bills 814, 1048, 1051 and
1078 on the subject of retail electricity market design, Chairman Thomas
Middleton, Presiding. March 14, 2006.

Oral Testimony of Frank Lacey on behalf of Direct Energy Services, LLC before
the Maryland House of Delegates Economic Matters Committee on House Bills
1334, 1654 and 1712 on the subject of retail electricity market design, Chairman
Dereck Davis, Presiding, March 14, 2006.

Oral Testimony of Frank Lacey on behalf of Direct Energy Services, LLC before
the Pennsylvania Public Utility Commission in the Matter of Petition of Direct
Energy Services, LLC for Emergency Order, Docket No. P-00062205, April 11,
2006.

Oral Testimony of Frank Lacey on behalf of Direct Energy Services, LLC before
the Pennsylvania Public Utility Commission in the Matter of Policies to Mitigate
Potential Electricity Price [ncreases, Docket No. M-00061957, June 22, 2006.

Prepared Direct Testimony of Frank Lacey on behalf of Direct Energy Services,
L.L.C. before the Pennsylvania Public Utility Commission in the matter of the
Duquesne Light Company Base Rate Case. Docket No. R-00061346. July 2006.

Prepared Rebuttal Testimony of Frank Lacey on behalf of Direct Energy Services,
L.L.C. before the Pennsylvania Public Utility Commission in the matter of the

Duguesne Light Company Base Rate Case. Docket No. R-00061346. August
2006.




DIRECT/RESA Exh. FPL-2

Duquesne Light Company Direct J-5
Default Service Plan
Docket No, P-00072247 Neil Fisher
Direct Energy
Interrogatories Set 1

5. (a)  Has Duquesne Light, Duguesne Power or any affiliate of Duguesne Light
undertaken any study that compares the price differentials between a three-year
full requirements wholesale contract and full requirements wholesale contracts of
shorter terms (less than one year), for service during the entirety or any portion of
the POLR IV period? If so, please provide a copy of any such study. Ifnot,
please explain why not.

(b)  Does Duquesne Light, Duquesne Power or any affiliate of Duquesne Light
have any such study in its pessession? If so, please provide a copy.

Response:

Dugquesne Light notes that it has objected to this question and is providing an answer that
is consistent with its objection.

(a) In formulating its default service plan for each of the customer classes, Duquesne
Light considered altemative price adjustment periods ranging from hourly to three-year
fixed prices. Price differentials were one of many factors considered, however, looking
forward such price comparisons are difficult to make. For 2 given period of time (e.g.,
three years) it is hard to know whether a proposed and known fixed price for a future
supply period will later turn out to be higher or lower than a short-term fixed price (e.g., 6
months) followed by some uncertain future market prices over the remainder of the
period. Other features considered by the Company include potential price volatility, the
concerns expressed by customer advocates, the concerns expressed by retail suppliers, the
level of retail competition for the particular market, etc. Taking into account all these
filxctors, the Company developed a default service plan that was tailored to each customer
class.

During its evaluation, Duquesne Light did observe that Commonwealth Edison’s recent
solicitation for full-requirements default service supply resulted in a 41-month fixed
supply rate to serve residential and small C&I customers that was slightly fower than the
17-month fixed supply rate. Both solicitations were conducted at the same time and for
the same customer classes. The Company also observed before its filing that forward
prices for energy and capacity were fairly flat over the three year period suggesting that
ma:_k::lt prices were not expected to increase or decrease significantly over the time
period.

(b) Seeresponsetoa.
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Power Price Report — Direct Energy

Pittsburgh Market (Duquesne Light) - 1/1/2005 — 11/30/2006
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Introduction

This document presents the results and findings of an analysis conducted by Intelometry,
Inc. (“Intelometry™) that assessed historical electricity prices in the Pittsburgh, Pennsylvania
region, The study compared historical Duquesne Light (‘DQE”) tariff prices paid by typical
residential and small commercial customers to prices these same customers would have paid.
had electric supply and associated services been procured directly from the wholesale
market. Intelometry conducted this study at the request of Direct Energy Services, LLC
(“Direct Energy”), who seeks to capture historical price differentials between regional
regulated default rates and competitive market prices. Intelometry will update this study on
a monthly basis, as new DQE tariff and market prices become available.

The DQE analysis findings presented in this report were derived for the period of January
[, 2005 through November 30“‘, 2006. For all future report updates Intelometry will base
analysis period end dates on the most recent full month for which complete DQE tariff and
PJM data is available.

The study analyzed historic DQE regulated tariff and PJM market prices encompassing
generation service only. As a basic construct, generation service essentiaily refers to the
combined cost of energy, capacity, ancillary services, line losses, and other retail supply
costs not categorized as distribution or network transmission service costs.

The remainder of this report provides a comparison between historical regulated and
unregulated residential and small commercial generation service prices for the DQE region
as computed by Intelometry during the course of this study. More detailed illustrations of
prices generated, sources utilized, and methodologies employed are presented in Appendix
A, provided at the conclusion of this document.

Copyright 2006 Intelometry, Inc.
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Study Result Totals

This section provides combined analysis period and individual monthly market and tariff
price results.

Analysis Period Prices and Volatilities

Weighted Average Prices

Historical Weighted Average Prices for Generation Service ($ per MWh)
DQE Tariff v PJM Market
Customer Type Start Date End Date DQE Tariff PJM Market Delta % Defta
Residential 1M/2005 11/30/2006 $63.03 $65.62 $7.42 12%
Small Commercial 17112005 11/30/2006 $62.53 $56.53 $6.00 10%

| SO——

* Prices above include energy, capacity, ancillary services, line losses, surcharges, and GRT

Market and Tariff Price Volatilities

Weighted Average Monthly Price Volatility Across Analysis Period
{Standard Deviation / Mean)

DQE Tariff v PJM Market

Customer Type Start Date End Date DQE Tariff PJM Market
Residential 1/1/2005 11/30/2008 0% 20%
Small Commercial 1/1/2005 11/30/2006 2% 18%

Copyright 2006 Intelometry, Inc. 4
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Monthly Results for Residential Analysis

Residential Weighted Average Prices for Generation Service
DQE Tariff v PJM Market
($ per MWh)
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Residential Weighted Average Prices for Generation Service ($ perr MWR)
DQE Tariff v PJM Market

Price Period DQE Tariff PJM Market Delta % Deita
Jan-0s £63.03 545.05 $17.98 29%
Fen-05 553.03 £43.90 519.13 30%
Mar-05 $63.03 554.94 $B.08 3%
Apr-05 $63,03 554,07 $8.06 14%
May-05 $63.03 s42.71 $20.32 2%
Junw05 $63.03 §58.73 53.30 5%
Jul-08 563.03 $67.08 (54.08) (6%
Aug-05 $63.03 $76.06 513.03) 21%)
Sep-05 $63.03 $60.89 155.66) (9%
Oet-05 S63.03 558.80 54.24 1%
Nov-05 $63.03 §57.92 £5,12 8%
Dec-05 $63.03 579,98 (516.95) 27%)
Jan-06 $63.03 548,81 514.22 23%
Feb-06 $63.03 $4B.42 514.61 23%
Mar-06 $63.03 $47.24 £15.79 25%
Apr-06 $63.03 $49,82 $13.21 21%
May-06 $63.03 §47.34 $15.59 25%
Jun-06 $63.03 548,11 $14.93 24%
Jul-06 563.03 $59.87 $3.16 5%
Aug-06 $63.03 $85.75 (52.72) (4%)
Sep-06 $63.03 $41.12 $21.91 35%
Oct-08 $63.03 $47.00 516.03 26%
Nov-06 $B3.03 $45.33 $13.70 22%

Copyright 2006 Intelometry, Inc.
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Monthly Results for Small Commercial Analysis

Small Commercial Weighted Average Prices for Generation Service |
DQE Tariff v PJM Market
(§ per MWh}
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Small Commercial Weighted Average Prices for Generation Service (§ per MWh)
DQE Tariff v PJM Market

DQE Tariff PJM Market Delta % Delta

Price Period

! Jan-05 $61.47 34553 £15.93 26%

' Feb-05 $63.18 544,78 316.39 20%
Mar-05 $61.47 $56.21 $5.26 8%

i Apr-0s $63.28 356,32 $4.05 8%

‘ May-05 $64.43 $46.30 $18.14 28%

: Jun-05 $62.45 $5B.28 $4.17 7%

] Jul-05 $62.83 $66.49 153.68) (6%)
Aug-05 $61.05 $74.04 ($13.86) (23%)

! Sep-05 $62.42 366,30 (56.88) (11%)

i Oct.05 $63.06 562,60 $0.46 1%

i Nov-05 $63.46 $57.92 $5.58 9%
Dac-05 61,21 38118 (519.96) {33%;)

[ Jamo6 $561.37 546.42 $11.95 18%
Feb-06 s63.22 $48.82 $14.40 23%

: Mar-08 $81:60 24505 $i2.585 20%
Apr0G 383,72 535.26 $8.46 13%

' May-06 $63.84 $50.85 $13.19 21%
Jun-08 362.43 $45.85 $12.56 20%
Jul-08 $82.61 $58.22 $3.20 5%
Aug-06 $61.41 $65.16 {$4,05) (7%)
Sep.08 $62.89 $41.74 $21.14 4%

! -Oct-06 $62.60 $49.50 $14.06 22%

i Nov-08 $63,37 55166 311.51 18%
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Tariff and Market Price Components

This section provides a breakdown of individual components that were incorporated in
analysis result totals.

Tariff Price Components and Results
Historical tariff generation service prices were estimated for the analysis period utilizing

DQE tariff residential service Rate RS and small commercial service Rate GS/GM. Tariff
analysis price results are provided below.

Residential Tariff Generation Service Prices
(Per DQE Tariff PA. P.U.C. No. 23 - Rate RS)

Tariff Generation Tariff Generation Service
Month

Service (Total §) ($ per MWh)

Jan-05 $69.67 $63.03
Feb-05 $60.67 $63.03
Mar-05 $63.27 $63.03
Apr-05 $46.50 $63.03
May-05 $42.87 $63.03
Jun-05 $59.05 $63.03

Jul-05 $70.17 $63.03
Aug-05 $67.15 $63.03
Sep-05 $46.68 $63.03
Oct-05 $44.11 $63.03
Nov-05 $51.69 $63.03
Dec-05 $71.50 $63.03
Jan-06 $70.25 $63.03
Feb-08 $60.77 $63.03
Mar-06 $62.54 $63.03
Apr-06 $46.58 $63.03
May-06 $42.40 $63.03
Jun-06 $59.97 $63.03
Jul-08 $70.91 $63.03
Aug-06 $66.29 $63.03
Sep-06 $46.34 $63.03
Qct-06 $44.36 $63.03
Nov-06 $52.28 $63.03

Copyright 2006 Intelometry, Inc.
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Small Commercial Tariff Generation Service Prices
(Per DQE Tariff PA. P.U.C. No. 23 - Rate GS/GM)

- _ . - .
Generation Service Component Costs

|

|

Month Demand Energy(Total Demandand Total - Demand and Energyl

: (Total §) $) Energy (Total $) (in $ per MWh) f

Jan-05 $40.62 $188.31 $228.93 $61.47 }
Feb-05 $37.42 $176.57 $214.00 $63.18
‘ Mar-05 $39.29 $186.56 $225.84 $61.47
Apr-05 $37.72 $176.52 $214.24 $683.28
May-05 $44.32 $179.68 $224.00 $64.43

Jun-05 $53.59 $200.07 $253.66 $62.45 :

Jul-05 $57.12 $202.53 $259.65 $62.83 '
Aug-05 $53.98 $208.12 $262.09 $61.05
Sep-05 $47.25 $192.21 $239.46 $62.42
Qct-05 $45.42 $186.92 $232.34 $63.06
Nov-05 $42.90 $182.05 $224.95 $63.46
. Dec-05 $41.66 $190.94 $232.59 $61.21
| Jan-06 $40.62 $188.80 $229.42 $61.37
1 Feb-06 $37.42 $176.39 $213.81 $63.22
; Mar-06 $39.29 $185.94 $225.22 $61.60
| Apr-06 $37.72 $174.73 $212.45 $63.72
May-06 $44.32 $182.15 $226.47 $63.84
Jun-06 $53.59 $200.18 $253.77 $62.43
! Jul-06 $57.12 $203.66 $260.77 $62.61
! Aug-06 $53.98 $207.79 $261.77 $61.11
: Sep-06 $47.25 $190.00 $237.25 $62.89
| Oct-06 $45.42 $188.67 $234.09 $62.68
: Nov-06 $42.90 $182.45 $225.35 $63.37

e e e e e e
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Market Price Component Results

Market prices for generation service encompassed historical energy and capacity costs,
ancillary services costs, and applicable surcharges. A breakdown of market price analysis
results by customer type and component is provided below.

Copyright 2006 Intelometry, Inc.

i Small Commercial ($ per MWH) . }
f— —
Compenent Totals .
Total Generation  GRT Tax - Total Generation
; Service Rate ' Service Cost
Eno a Ancibla '
Month Cap’:c“:w sﬂwicg Surcharges ;
Jan-08 54056 §1.08 80,64 $42.37 5.06% ] $45.05
Feb-05 $30.99 30.66 $0.64 $41.29 5.96% : £43.90
Mar-05 $50.27 50.73 50,67 $51.66 5.96% 1 554.84
ADIi-08 $49,35 50.81 50.69 $50.85 5.96% ' $54.07
May-05 $38.08 51.40 $0.68 $40.17 5.96% sa2.11
Jun-05 $54.11 §1.43 50.84 $56.17 5.96% | $59,73
Juk05 $50.73 §1,77 50.59 $63.08 5.96% I $67.08
Aug-D5 $69.22 $1.75 $0.56 §71.53 5.96% $76.08
‘Sep-08 $62.07 §1.92 $0.60 $64.50 5.96% 568.69
D05 $52.98 51,70 $0.80 $5529 5.96% $56.80
Nov-05 852,44 $1.39 $0.63 $54.46 5.96% $57.92
Dec-05 §72.82 $1.75 $0.64 §75.21 5.96% $79.98
Jan-06 $44.42 50.89 56.62 $4593 5.90% 548,81
Feb-06 $44.12 50.83 SO.61 $45,57 5.90% 548,42
Mar-06 $43.00 $0.80 $6.65 $44.45 5.90% $47.24
Apr-06 $45.37 s0.82 50.89 $46,68 5.90% $49.82
May-06 $42,95 $0.95 50.65 $44.55 5.90% $47.34
Jun06 $43.74 $0.86 $6.67 $45.27 5.90% $48.11
Jul-06 $54.61 $1.16 50.67 $56.34 5.90% 59 87
Aug:05 $59.90 $1.31 S0.67 $61.87 5.90% $65.75
Sep06 $87.14 50.89 $0.67 $38.70 5.90% 541,12
Ce1-06 84272 50.84 $0.67 $44.23 5.90% $47.00
Nov-06 $44.86 50.89 $0.67 $46.42 5.80% $49.33
[ Small Commercial {$ per MWh) ]
e O, I R - e —
) Component Totals | .
. Total Generation  GRT Tax | Total Generation
. ! . Service Rate ' Service Cost
H Energy & Anciltary
Month i Cagacity Services Surcharges
Jan-05 $41.00 $1.17 50,84 542.82 6% | | 345.53.
Feb-D5 $40.67 $0.60 $0.64 $42.11 5.96% 34478
Mar-05 $51.92 $0.67 $0.67 ) $52.88 5 96% ! 556.21
Apr-05 ) $53,17 $0.98 $0.69. §54.85 5.96% \ $58.32
May-05 . §41.37 51,49 $0.68 $43.54 5.96% $46.30
Jun-05 ' $52.74 §1.42 5063 $54.80 586% | $58.28
Jul-65 $60.12 51.82 50.58 §62.52 596% ' 566,48
Aug-05 $58.13 $1.78 50.56 57047 596% $74.64
S6p-05 . £62.59 §1,98 50.60 $65.17 5.96% $69.30
0ct-05 ' §56.45 $1.82 50,60 $58.87 5.96% 562,60
Nov-05 $52,38 $1.46 5063 554.47 5.96% 857,92
Dec-05 $73.85 51,84 50,64 57634 556% | $81,18
Jan-06 $44.89 $1.01 5061 $46.51 580% 548.42
Feb-06 $44.36 $0.97 50.61 §45.94 550% 548,62
Mar-06 $44.50 $0,92 $085 $46.18 550% ! $49.05.
Apr-06 $50.37 $0.94 5069 $52,00 890% | §55.26-
May-06 $46.02 $1.00 £0.64 54767 580% | §50.65
Jun-08 $46.31 8095 5086 $46.92 5.50% ! $49.86
Jukoe $53.90 $1.26 50,66 555,82 5.90% | $50.32
Aug-5 §59.29 51,36 5066 56131 6.90% . $65.16
Sep-08 $37.70 50.92 $0.66 53928 580% | ' $41.74
Oct-06 $44.18 $0.87 50,66 545,72 5.90% ! $48.59
‘Now-05 347,16 £0,98 50.67 548.80 580% | §51,88.
9
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Generation Service Cost Totals by Class

This section provides a breakdown by month of the estimated total cost for generation
service incurred by DQE residential and small commercial customer classes for the analysis
period.

Estimated Residential Ciass Generation Service Cost {Total §)
DQE Tariff v PJM Market

Approximate Number of DOE Estimated Gonaration Estimated Gonaration

Price Parlod R R Sarvice Tariff Cast for Sorvise Market Cost Deitn
ato RS Gustomaers Resldential Class for Rosidontial Class
dan-05 498,828 $34,820,071 524,745,880 $9,874,403
Feb-05 4048820 $30.147,022 320,966,078 59,147,044
Mar-G5 408,628 531.428.054 327,402,338 54,038,718
Apr-05 ABG.006 $23.108.801 $710.624.7058 $32,284,035
May-05 498,826 521,301,099 514,434,388 56.866,713
Hun-05 498,628 520,245,500 527,811,193 51,534,748
JU-05 495,928 534,671,882 337,118,301 (52,244,619
Aug-05 408,828 $33,289.230 $40.268.875 (58,809,225
Sep-05 406,626 523,167,407 $25.278,788 {$2,081,381)
Qel-05 “06.026 $23,920,214 520,447,427 £1,472.880
Nov-05 400,826 525,857,738 323,603,147 52,084,503
Dac-0% 498,028 335,530,732 $45.084.830 (39,553.867)
Janos 498,826 $34,910,348 527,033,871 57,876,475
Feb.08 408,028 $30.199.453 323,200,319 58,900,134
-Mar-C8 408,026 531,079,006 523,283,743 57,785,322
Apr-ot 408,028 523,147,173 356,264,623 $4.852.550
May-08 400,028 $21,069,408 335,825,791 55243815
Jun-08 498,026 520,801,672 322,744,881 37,057,081
Ju-O% 408,626, 535,236,042 333,471,078 $1,765.884
Aug-08 496,826 532,940,517 $34,362,842 £51,422,225)
Sap-06 496,026 523,028,883 $15.024,081 58,004,002
Oet-08 496,928 $22,045,287 510,430,842 55,806,745
Nov-08 408,626 325,980,851 20,333,130 55,847,511
Tetal for Analysis.-Porlod 3853.070.085 $577.040,204 376,938,761

*T'he number of cuntomern Fgurce were obtained fram DQE' 4 quarter of 2005 FHRC PORM 1.

Estimated Small Commercial Class Generation Service Cost (Total §)
DQE Tariff v PJM Markot
T T Tt - -7 -7 - . - Estlmated Geheration T
Estimated Genoration
Price Pariod Apz::l:;z:n::mu:z;t;zQE Servico Tarlff Cost for 'irrsv:;lngtx‘:;z;?;l Dalta
Small Commaearcial Class Class
| JanG5 54,628 $12.506.172 $9.254,243 $3.244,929
| Fab-05 54,628 511,680,119 58.284.761 53 403,338
! Mar0S 54,828 $12,337,315 $11.281.571 $1,055,744
Apr-05 54,628 511,703,245 310,786,975 $916,270
Mey-05 54,628 $12,236,720 $8.702,244 53,444,275
Jun-5 54,628 $13.857,155 £12,931.169 $825,586
[ Jukas 54,628 $14,1B4,112 $15.008.778 ($926.865)
; Aug-05 54, 628 314,317,688 %17.573.958 {s3.z586. 1)
| Sep-05 54,628 $13,081.150 514,522,046 {51.440.896)
Ocl-0% 54,628 512,682,241 512,600,444 $91.777
Nav-05 54,628 $12.268.807 $11.214.812 51,073,895
i Dac-05 54,828 $12,706,112 $16.046,684 154,142.782)
Jan-06 54,628 512,532,870 510,093,175 52,439,654
| Fab-06 54,628 511,680,028 $9.020.788 52.659.880
l‘ Mar-06 54,628 £12,303 586 £9.798,515 32,507,071
Apr-06 54,628 $11,805,448 $10,065,076 51,540,372
| May-08 54,628 $12.371.626 £9.815.835 32,555,792
! Jun-06 54,8628 313,862,014 311,072,718 52,780,056
JukD5 54,628 514,245,606 212,407,074 $748.50
] Aug-06 54,628 $14.299.904 515.247.014 ($847.411
b Sep-08 54,628 $12 950851 36,603,242 %$4,357 408
' Ge106 s4.628 $12.787.912 $9.912,528 £2,875,384
! Nov-06 54,628 $12,310,182 310,074,443 32,235,749
Total for Analysis Period $294,561.474 $266,311.856 528,249,608

*The number of customers figurcs were obtained from DQE's 4™ quarer of 2005 FERC FORM 1,

Copyright 2006 Intelometry, Inc. 10
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Appendix A

The goal of this study was to isolate and compare historical residential and small
commercial regulated generation service prices to spot market prices for equivalent service.
For purposes of the study the term “generation service” was defined to include:

+ Lnergy;

-+ Capacity:

w» Ancillary Services;

+» Line Losses;

+ Related Service Charges.

In addition, generation service was defined to exclude distribution costs, network
transmission costs, and any surcharges related to those costs.

As discussed previously, this study encompassed estimating historical tariff and spot market
based generation service prices for typical residential and small commercial customers
located in the DQE region. Conducting this study entailed performing three primary tasks,
including:

Task 1: Defining and constructing a “typical” residential and small commercial
customer load shape for the DQE region;

Task 2:  Computing historical prices typical residential and small commercial
customers would have paid to receive DQE tariff based generation service for
the analysis period;

Task 3: Combine historical PJM market and tariff prices for energy, capacity,
ancillary services, and associated costs to derive prices residential and small
commercial customers would have paid had generation service been procured
directly from the market.

The remainder of this document provides detailed illustrations of prices generated, sources
utilized, and methodologies employed in producing the historical DQE generation service
price report. Intelometry notes that all prices generated are estimates based on the best data
and information available at the time the work was performed. Reasonable assumptions
were employed in cases where all necessary data and/or information could not be obtained.
As such, all residential and small commercial historical costs derived represent proxies of
what actual historical costs may have been.

Copyright 2006 Intelometry, Inc. I
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Typical Residential and Small Commercial Customers

The purpose of the profile exercise was to create residential and small commercial hourly
load shapes that met two criteria. First, the profiles needed to typify regional usage patterns
and demand levels of standard residential and small commercial customers located in the
local area, and second the profiles were required to demonstrate annual consumption levels
consistent with residential and small commercial profiles employed in the analyses of
remaining utilities included as part of this study. To meet these requirements, standard
utility residential and small commercial rate class profiles were first obtained for the annual
2005 period. 2005 was chosen as the base period because it was the most recent full year for
which profiles were available, and because it was the most common annual period for which
profiles were provided across utilities. Once acceptable standard profiles were obtained,
profiles were adjusted to meet base annual consumption levels of 11,000 kWh for residential
profiles, and 45,000 kWh for small commercial profiles. Each adjusted annual profile was
then mapped to the date periods remaining in each regional analysis period via a weekday to
weekday, weekend day to weekend day, and holiday to holiday calendar mapping method.

Some utilities included as part of this study did not provided 2005 profiles, did not make
profiles available at all, or provided profiling methodologies without the necessary inputs to
employ these methodologies. In cases where standard annual profiles were only available
for periods other than the 2005 base year, standard profiles for the closest calendar year
available were employed instead. In cases where utility standard profiles were either
completely unavailable, or could not be derived, standard profiles for the nearest utility
which did have them available were used.

DQE Praofiles

DQE does not make standard profiles publicly available, and is therefore an exception when
compared to most utilities. As a result, Ohio Power Company (“OPC”) standard profiles
were deemed an acceptable substitute, since OPC’s service area is located in close proximity
to DQE (approximately 60 miles), and so weather patterns impacting consumer behavior are
similar. The tables below provide the profile inputs, sources, as well as the calculations and
assumptions employed in creating typical residential and small commercial profiles for
DQE.

Available OPC 2005 standard profiles were used to construct typical residential and small
commercial load shapes. The OPC OPRES standard profile was used to construct the
residential load shape, while the OPC GS2 standard profile was used to construct the small
commercial load shape. Each standard profile was modified per the methodology discussed
above to derive each load shape.

Monthly representations of the DQE residential and commercial load shapes derived and
utilized in this study are provided below.

Copyright 2006 Intelometry, Inc.
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Residentiai Small Commercial
- - - 9

Month kWh kw Month kWh kW
Jan-05 1,105 2.3 Jan-05 3,724 9.4
Feb-05 862 2.1 Feb-05 3,387 9.0
Mar-05 1,004 2.0 Mar-05 3,874 9.2
Apr-05 738 1.8 Apr-05 3,386 9.1

May-05 680 1.5 May-05 3,478 9.8

Jun-05 937 2.6 Jun-05 4,062 10.8
Jul-05 1,113 2.6 Jul-08 4,133 11.2
Aug-05 1,065 238 Aug-05 4,293 10.8
Sep-05 741 19 Sep-05 3,836 10.1
Oct-05 700 1.8 Qct-05 3,684 9.9
Nov-05 820 2.1 Nov-05 3,545 9.8
Dec-05 1,134 2.3 Dec-086 3,800 a.5
Jan-06 1,115 23 Jan-08 3,738 94
Feb-06 964 2.1 Feb-06 3,382 9.0
Mar-06 992 2.0 Mar-06 3,656, 9.2
Apr-06 739 1.8 Apr-06 3,334 9.1

May-06 673 1.5 May-06 3,547 9.8

Jun-06 851 26 Jun-06 4,085 10.8
Jul-06 1,125 25 ) Jul-06 4,165 11.2
Aug-06 1,082 2.8 Aug-06 4,284 10:8
Sep-05 735 1.9 Sep-06 3,773 10.1
QOct-08 704 1.6 Oct-06 3,735 9.9

Nov-08 829 2.1 Nov-06 3,556 9.6

* The figures above represent monthly summaries of hourly load utilized in the DQE analysis. The
summaries do not include losses.

Historical Tariff Price Analysis

The purpose of the historical tariff price analysis was to determine historical prices paid by
typical residential and small commercial customers for regulated default generation service
for their respective regions. The primary challenge involved in this exercise was to isolate
generation service components from utility regulated tariff prices where individual costs
associated with generation service items are not always transparent. The tariff analysis
involved first obtaining relevant historical residential and small commercial regulated tariff
prices for each analysis period. The tariffs utilized in the analysis for each utility were the
most general for each respective rate classes, so as to capture the most common tariff price
scenario for each region. Generation service components were then separated from the
remaining components of each tariff, and calculated against the appropriate customer load
shapes previously created.

DQE Tariff Price Analysis

Monthly residential and small commercial generation service prices were calculated for the
analysis period based on historical DQE residential service Rate RS and small commercial

Copyright 2006 Intelometry, Inc. I3
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service Rate GS/GM. Monthly residential and small commercial prices were generated by
pricing each load shape against energy and capacity charges of both tariff schedules.

Historical Spot Market Price Analysis

The purpose of the historical spot market price analysis was to determine the price that a
typical residential and small commercial customer would pay to receive generation service
had generation service for these customers been procured directly from the wholesale spot
market instead of the local regulated tariff or default price. The crux of this exercise
entailed constructing historical estimations of wholesale market costs for each individual
component embedded in the corresponding regulated tariff price, and then estimating
historical residential and small commercial market generation service costs by computing
each individual market cost component against the typical residential and small commercial
load shapes previously derived.

DQE Spot Market Analysis

Since DQE is part of the PIM ISO, data sources utilized to construct this analysis
encompassed a combination of PJM market indices and documents, along with PJM tariffs.
To remain in step with costs embedded in the DQE generation service tariff price, cost
components computed in this exercise fell into one of three categories, including:

1. Energy and Capacity;
2. Ancillary Services;
3. PJM Surcharges.

Computed results of the individual charges embedded in each component above, as well as
the methodologies utilized in calculating each charge are provided in the remainder of this
section.

Energy and Capacity

To derive the energy component it was assumed that 95% of a customer’s electricity
requirement was purchased in the day-ahead market with the remaining 5% purchased in the
real-time market. Using this weighting, historical hourly day-ahead and real-time prices
were computed using historical hourly day ahead and real time LMP prices obtained from
PIM for the DQE zone. These price curves were then multiplied against the hourly
residential and small commercial load curves previously derived adjusted for applicable line
losses.

Capacity prices were derived by first estimating historical residential and small commercial
capacity obligations utilizing PIM’s 5CP method, and then muitiplying these obligations
against historical prices obtained for the appropriate PJM capacity market.

Copyright 2006 Intelometry, Inc. 14
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Historical residential and small commercial DQE energy and capacity prices estimated as
part of this exercise are provided in the tables below.

[ Residential (Total $) |
Energy Capacity
Month 95% Day Ahead 5% Real Time Unforced
LMP LMP Capacity
Jan-05 $38.40 $2.26 $0.00089
Feb-0s5 $38.02 $1.96 $0.0008
Mar-ps $47.77 $2.49 $0.0022
Apr0s $47.04 $2.31 $0.0028
May-05 $36.16 $1.92 $0.0000
Jun.os $51.58 $2.53 $0.0000
Jul-gs $57.81 $2.92 $0.0020
AuUg-05 $65.74 $£3.48 $0.0019
Sep-0s5 $59.40 $2.67 $0.002%
Oct-05 $50.40 $2.54 $0.0413
MNov-05 $49.86 $2.55 30,0318
Dec-05 $69.19 $3.63 $0.0008
Jan.os $41.77 $2.19 $0.4570
Feb.o6 $41.92 $2.17 $0.0295
Mar-06 $40.79 $2.20 $0.0081
Apr-06 $43.18 $2.18 $0.0072
May.-06 $40.69 $2.26 $0.0067
Jun.og $41.70 $2.03 $0.0112
Jul-06 $51.37 $2.90 $0.2471
Aug-06 $56.56 $3.32 $0.0239
Sep-06 $35.25 $1.84 $0.05089
Oct-06 $40.51 $2.20 $0.0075
Nov-08 $42.64 $2.22 $0.0041
Small Commercial ($ per MWh)
Energy Capacity
95% Day Ahoad &% Reoal Time Untorced
Month LMP LmMpP Capacity
Jan-05 $38.74 32,27 $0.001S
Feb.os $38.65 $2.02 $0.0012
Mar-05 $48.70 52.62 $0.0033
Apr-05 $50.64 $2.53 $0.0033
May-05 $39.19 $2.17 $0:0000
Jun-os $50.27 $2.47 $0.0000
Jul-05 $57.20 £2.91 £0.0029
Aug-05 $64.73 $3.41 $0:0026
Sep-05 $59.76 $2.82 $0.0030 .
Qctos ‘ $53.62 $2.79 £0.0426 .
Nowv.05 $49.80 £2.54 $0.0397
Dec-05 $70.18 $3.70 . $0.0012
Jan-pg $41.91 $2 24 $0.7401
Feb.-08 $42.11 $2.21 $0.0456
Mar-o6 $42.23 $2.35 $0.0119
Apr-o6 $47.91 52,45 $0.0087
May-06 £43.51 $2.50 $0.0069
Jun=06 $43.16 $2. 14 $0.0143
Jul-08 $50.63 $2.90 $0.3625
Aug-06 $55.92 $3.34 $0.0319
Sep-06 $35 76 $1.89 $0.0539
Qct.06 $41.89 3228 $0.0076
Nov-06 $44.84 $2.32 $0.0052

Copyright 2006 Intelometry, Inc. 13
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Ancillary Services

Residential and small commercial ancillary services costs were derived using historical PIM
prices for market based ancillaries, and PJM tariff calculations for cost based anciliaries.
Once all ancillary services costs were obtained, each was computed against the appropriate
residential and small commercial load profile measurements to estimate ancillary services

coSsts.

Historical residential and small commercial DQE ancillary services prices estimated as part
of this exercise are provided in the tables below.

[ Residential (Total $) |
Market Based Cost Based
95% Day Ahead 5% Roal Time
Spinning Black Start
Menth Resorve Regulation Operating Oparating Reactive Service Service.
. Reserve Roserva
Jan-05 30,0920 $0.5650 $0.1479 $6.0956 $0.1578 $0.0009
Feb-05 $0,0200 $0.3358 $0.0805 $0.0581 $0.1803 $0.0011
Mar-0§ $0.0129 $0.4412 $0.0509 $0.0484 $0.1735 $0.0010
Ape05 $0.0820 $0.4186 $0.0547 $0.0403 $0.2360 $0.0014
May-05 $0.0043 $0.9505 $0.1365 $0.0493 $G.2560 50.0015
Jun-05 $0.0214 $1.0118 $0.0440 $0.1851 $0.1858 $0.0011
Jul-05 $0.0453 $1.2920 $0.0350 §0G.2420 $0.1564 $0.0009
Aug-05 $0.0643 $1.2695 $0.0278 £0.2244 $0.1634 $0.0010
Sep-05 301489 $1.2300 $0.0458 £0.2558 $0,2351 $0.0014
Oct-05 $0.0261 $0.8830 $0.0851 $0.3605 50,2488 £0.0015
Now05 $0.2480 $0.7012 $0.0892 $0.1428 $0,2123 §0.0012
Dec-05 $0.2662 $1.0133 50.1588 $0.1550 $0.1535 $0.0009
Jan-Ce $0.0094 $0.5559 $0.1081 $0.0618 $0.1562 $0.0009
Feb-06 50.0058 $0.5071 $0.0714 $0.0625 $0.1808 30.0011
Mar-06 $0.0060 $0.5093 $0.0773 $0.0351 $0.1755 $0.0010
Apr-08 se.onT $0,4382 $0.0989 $0.0334 $0.23586 $0.0014
May-06 $0.0244 $0.5209 $0.1042 $0.0449 $0.2888 $0.0015
Jun-06 $0.0182 $0.5297 $0.0683 £0.0589 $0,1830 $0.0011
Jul-06 $0.0248 $0.7900 $0.0803 50.1208 $0.1548 $0.0008
Aug-06 30.0015 09176 $0.0838 $0,1588 50,1656 $0.0010
‘Sep-06 $0,0003 $0.4780 $0,1091 $0.0668 50.2388 $0.0014
Oct-06 $0.0008 $0.4410 $0.0878 $0,0624 $0.2474 $0.0014
Nov-08 $0.0013 $0.5375 $0.0710 $0.0679 30.2099 $0.0012
Small Commercial ($ per MWh) I
Market Based 1 Cost Based J
L 25% Day Ahead 5% Real Time
Manth ?::::: Regulation Qperating Operating Reactive Service Elsa::v?ct:n ‘
_ Reserva Reserve
Jan-05 $0.0883 $0.5534 $0.1354 $0.0959 50,2978 $0.0016 !
Feb-05 $0.0140 $0.3444 $0.0553 50,0880 . $0.3275 $0.0018 !
Mar-05 $0.0125 $0.4801 $6.0516 50,0453 $0.3019 $0.0016 |
Apr-05 $0.0925 $0.4700 $0.0520 $0.0398 $0.3276 $0.0018 r
May-05 $0.0024 $1.0073 $0.1136 $0.0482 ! 503191 20.0017 ‘
Jun-G5 $0.0215 $0.9292 $0,0422 $0.1565 o $0.2731 $0.0015
Jul-05 $0.0488 $1.2181 $0.0335 $0.2535 ' $0.2684 $0.0015
Aug-05 $0,0545 $1.2234 $0.024C 50.2157 §0,2584 $0.0014
Sep-05 50,1614 $1.2101 $0.0435 $0.2738 : $0,28%1 $0.0016
Oct-08 $0.0310 $1.0210 $0.0825 50.3847 $0.3011 $0.00186
Now-05 $0.2215 $0.6802 $0.0939 $0.1504 $0.3129 $0.0017
Pec-05 50.2266 $1.0096 $0.1554 $0.1594 | $0.2919 $0.0016 l
Jan-06 $0.0074 $0.5355 $0.,1029 $0.0624 | $0.2867 $0.0016
Feb-06 $0.0049 $0.5032 $0.0708 $0.0641 ! $0.8280 $0.0018 i
Mar-06 $0.0061 $0,4929 $0.0763 $0.0350 : $0.3034 30.0016
Apr-06 $0.0289 30.4530 $0.0881 30.0350 . $0.3327 $0.0018 |
May-08 $0.0337 $0,5095 $0.1007 $0.0464 I $0.3127 $0.0017 ‘
Jun:08 300145 $0.5138 £0.0626 £0.0827 1 502728 00015
JU-06 $0.0177 $0.7847 $0.0570 30,1354 | | $0.2663 $0.0014 .
Aug-06 $0.0009 50.8744 $0.0617 $0.1578 [N $0.2589 $0.0014 I
Sep-05 $C.0003 $0.4487 50,7058 $0.0665 i $0.2940 $0.0016
Oet-06 $0.0009 $0.4321 $0,0743 $0.0647 $0.2970 $0.0016 1
Mow0& $0.0009 $0,5206 $0.0593 30.0738 | $0.3119 $0.0017
16
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PJIM Surcharges

[n addition to PIM energy, capacity, and ancillary services charges, PIM charges various
administrative and operational fees. Historical PIJM surcharges applicable to the residential
and small commercial DQE customers previously created were estimated for of the analysis
period.

Historicai residential and small commercial PJM surcharges estimated as part of this
exercise are provided in the tables below.

] Residential {Total $) J

DOE Schaduli Reguistion and , CPE Organization of PJW
5 chaauing:  Gontrol Arsa  PUM Markel Frequancy Asouret A0 pERG Annual  Cgoanaation O Expansion Cost
ystems Control & Ad Obligation Statas, Inc. (OPS])
miniztration Support Sarvice Responsa Chargae Recovery B Recovery
Dispateh Service L . Managemenl ($ Funding
Month Administration
per CapObl)
Jan0§ $0.0574 $0.1882 $0.0607 $0.2849 SO0040 $0.0585 £0.0008 $0.0025
Fab-05 §0.0574 $0.186% $0.0887 $0.2859 $0.0041 $0.0565 $0 0006 50.0029
Mar-05 $0.0574 §0.1952 50 0687 50.2865 $0.0044 $0.0565 $0.0006 500028
Apt-05 $0.0574 $0.2127 $0.0887 £0.268¢ $0.0057 $0.0565 $0.0006 50.0038
May-05 $0.0574 $0.2038 50.0687 $0.2888 $0.0084 $0.05685 $0.0008 $0.0041
Jun-0S $0.0574 %0.1801 $0.0867 $0.2889 500045 $0.0565 $0.0006 $0.0030
JuDs $0.0574 50,1087 $0.0637 $0 2869 £0.0038 $0.0565 50.0006 $0.002%
Aug-05 $0.0574 sc.opo8 $0.0687 $0 2869 $0.0041 $0.0565 $0.0006 $0.0028
Sop-05 $0.0574 $0.1238 50 0687 $0.2889 $0.0057 $0.0565 $0.0008 $0.0038
Oat-05 $0.0574 $0.1224 £0.0687 $0 2869 $0.6062 $0.0565 $0.0006 $0.0040
Nov-05 $0.0574 $0.1484 §0.0687 $0.266% 50.0052 $0.0565 §0.0006 $0.0034
Doc-05 $0.0574 $0.1684 $0.0687 $0 2655 50.0039 $0.0585 300006 $0.0025
Jan-06 $0.0574 $0.1473 5§0.0604 $0.2888 £0.0030 $0.0585 §0.0006 50.0025
Fab-05. $0.0574 $0.1441 $0.0604 $0.2889 50.0041 $0.0585 $0.0008 $0.0028
Mar-06 $0.0574 $0.1820 $0.0804 $0 2889 $0.0044 $0.0365 $0.0008 $0.0028
Ape-06 $0.0574 502180 $0.0604 $0.2859 £0.0057 $0.0565 $0.0006 $0.0038
May-08 $0.0574 $0.1733 $0.0604 £0.2880 $0.0085 §0.0565 $0.0008 $0.0042
Jun-06 $0.0574 sa.2101 $0.0477 $0.2889 §0.0048 §0.0585 $0.0006 $0.002%
Juk08 $0.0574 $0 2101 $0.0477 $0.2860 $0.0040 $0.0565 $0.0006 $0.0025
Aug-06 00574 sa.n01 $0.0477 30.288% $0.0043 500565 $0.0006 300027
Sep-06 $0.0574 $0.2101 50.0477 $0 2885 $0.0060 $0.0565 $0.0008 $0.0036
oot-06 $0.0574 so.2101 $0.0477 $0.2889 $0.0085 $0.0565 £0.0006 $0.0040
Nov-06 $0.0574 502101 £0.0477 $0 2889 $0.0053 $0.0585 560008 $0.0034
[ Small Commercial ($ per MWh) ]
Capacity .
Ragutation and _
DQE Schaduling, Contrel Area PJM Market Fraquency Ruosaurca and FERC Annual Organization of PUM Expansion Cost
Systams Control & Adeministrati s Sarvi R Obllgation States, Inc. {OPSI) R
Dispateh Service ministration Support Sarvice eTponse Managemant {$ Chargs Recovery Fundin ecovary
Month Administration g 9 :
per £apObi} i
Jan-d5 $0.0583 $0.1659 $0.0681 $0.2846 $0.0084 $0.0561 $0 0008 $0.0044 1
Fab-05 $0.0563 $0,1658 $0.0681 50.2846 50,0063 50.0561 $0.0006 $0.0049 !
Mar-0s $0.0569 50.1938 $0.0631 $0.2848 $0.0085 $0.0561 $0.0006 $0.0045 "
Ape-Db $0.055% $0.2170 $0.0681 50.2846 £0.0083 $0,0561 50.0008 $0.0048 ,
May-05 50,0569 §0.2001 $0.0881 $6.2848 $0 0088 50.0561 $0.0006 $0 0048 }
- Juns $0.0569 $4.1588 50.058% 50.2846 $0.0057 50 0561 $0.0008 $0.0041
Jukos $0.0569 $0.1078 $0.068% $0 2848 $0.0057 $0.0561 $0.0008 500040 |
Aug-05 $0.0559 $0.0802 500681 $0.2848 $0.0055 500561 80.C008 50.0020 ‘
Sop-05 $0.056% 503229 50,0881 507284 $0.0060 $0.0561 $0.0006 50.0043 |
ou-05 . $0.0569 501214 $0.0681 50 2848 50.0064 $0.0581 $0.0006 50.0045 h
Nov-05 $0.0569 £0.1482 $0 0E81 $0.2845 §0.0065 $0.0561 50.0006 $0.0047
Dec-05 $0.0569 $0.1650 $0.0681 50.2846 §0.0082 $0.0581 $0.0006 50.0044
Jan8 $0.0569 $0.148% $0.0508 £0 2448 $0.0084 $0.0%81 $1.0008 $0.0044
.Feb-08 50 0569 $0.1428 $0.0599 S0 2046 500083 500561 §0.0006 50.0048
Mar-06 : $0.056% $0,1806 §0.0580 $0 2848 $0.0085 §0.0561 $0.0006 £0.0045
Apr-06 $0.0569 502172 $0.0599 502848 $0,0069 $0.0%61 $0.0006 50.0050
May-08 ' $0.055% 50,1718 $0.0589 $0.2848 50.0067 $0.0561 $0.0006 50.0047
Jun-08 | $0.0568 502084 $0.0473 $0.2846 £0.0058 $0.0581 £0.0008 §0.0041
Jut-08 50.0569 $0.2084 $0.0473 502848 $0.0058 50.0561 $0.0008 $0 6040
Aug-06 $0.0569 §0 2084 $0.0473 502846 $0.0058 $0.0581 $6.0006 $0 0038
Sep-06 $0.0569 $0.2084 $0.0473 50.2848 $0.0063 $0.0561 $0.0008 S0 0044
Oct08 $0.0589 $0.2084 $0.0473 $02849 $0.0068 50.0561 $0.0008 £0.0044
Nov-03 | §0.0569 80.2004 §0.0473 $0.2848 £$0.0067 $£0.0581 S0 0008 50.0047 !

Copyright 2006 Intelometry, Inc.
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PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

Frank Lacey. My business address is 263 Tresser Boulevard, 8 Floor, Stamford, CT
06901,

HAVE YOU PREVIOUSLY SUBMITTED TESTIMONY IN THIS
PROCEEDING?

Yes. [ submitted direct testimony on behalf of Direct Energy Services, LLC (*Direct
Energy”) and the Retail Energy Supply Association (“RESA™).

WHAT IS THE SUBJECT OF YOUR REBUTTAL TESTIMONY?

I am responding to the direct testimony of the Office of Consumer Advocate (“OCA™)
witness Matthew Kahal and the Office of Small Business Advocate (“OSBA”) witness
Brian Kalcic.

HAVE YOU REVIEWED THE TESTIMONY OF OCA WITNESS KAHAL?

I have.

COULD YOU PLEASE SUMMARIZE HIS TESTIMONY?

Mr. Kahal supports Duquesne’s proposals for residential customers. He believes that
POLR service should be designed to ensure that electricity service remains stable and
affordable, and should be characterized by: (i) the lowest reasonable level of rates; (11)
stability in rates; (iii) a diversified power supply arrangement if needed to facilitate rate
stability and mitigate risk; and (iv) the potential availability of cost-cffective demand-side
management and energy efficiency resources to provide residential customers an
opportunity to better manage electric power costs.'

WHAT IS YOUR REACTION TO HIS POSITION?

Kahal Direct Testimony, p. 9.

HAR:72533.1/DIRD23-242252 1
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To me, it demonstrates a lack of historical perspective and understanding of why the
industry pursued a path of deregulation. His list of criteria is essentially the same as the
list that would have been applied to electric generation rate setting prior to restructuring.
That regulatory process did not work. We don’t have to go back to far to see how the
utility industry demonstrated that it was incapable of providing low rates and absorbing
the nisks of increasing generation costs. In fact, Duquesne Light rates were amongst the
highest in the country prior to undergoing restructuring. History, however, is irrelevant
to the current debate and restructuring in Pennsylvania. Currently, we must turn to the
Electric Choice Act? adopted by Pennsylvania as the policy directive of the
Commonwealth. Nowhere does the Electric Choice Act state that POLR rates should be
“the lowest reasonable level” or that the POLR provider should procure “a diversified
power supply arrangement . . . to facilitate rate stability and mitigate risk™. In fact, just
the opposite, the Electric Choice Act declares that “{c]ompetitive market forces are more
effective than economic regulation in controlling the cost of generating electricity.”® The
Act also requires the POLR provider to procure power at prevailing market prices at the
time the customer receives POLR service. The Act explicitly gives consumers the right
to choose their generation supplier, not have a government mandated portfolio of power
supply contracts be imposed upon them. In drafting the Act, the legislature concluded *it

is now in the public interest to permit retail customers to obtain dircct access to a

Electricity Generation Customer Choice and Competition Act, 66 Pa. C.S. §§ 2801-2812.

66 Pa.C.S. § 2802(5).

HAR:72533.1/DIR023-242252 -2-
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competitive generation market, as long as safe and affordable service® is available at
levels of reliability” that are the same as were in place when the legislation was written.’
MR. KAHAL BELIEVES THAT PREVAILING MARKET PRICES “ARE NOT
SIMPLY SPOT PRICES FROM AN ORGANIZED MARKET” BUT INSTEAD
“REFLECT THE TERM OVER WHICH THE PRODUCT IS PROVIDED AND

THE POINT(S) IN TIME WHEN THE POWER IS ACQUIRED.” DO YOU
CONCUR?

No. Again Mr. Kahal is mistaken. His interpretation could be described more precisely
in one of two ways. If the price he is referring to was gencrated through an auction
process, then the price should be described as the “contract price”. Alternatively, if the
price was generated in an opaque manner, like the current Duquesne price proposal was
generated, then the best way to describe the price would be a “cost of service” price,
Neither interpretation comes close to “prevailing market price.”

MR. KAHAL SUGGESTS THAT IT IS IMPORTANT TO KEEP POLR PRICES
AT THE LOWEST REASONABLE COST BECAUSE THE VAST MAJORITY

OF RESIDENTIAL CUSTOMERS WILL RELY ON POLR SERVICE, AT
LEAST IN THE NEAR TERM. HOW DO YOU RESPOND?

Under the proposals submitted by Duquesne and endorsed by the OCA, his observation is
likely true, because the proposals are anti-competitive and result in an encrmous
incumbent advantage in the market. Competition would be extremely limited for all
products if the government’s objective was keep the monopoly supplier’s cost.of that
product as low as possible. It should be noted however that it is the “objective” of low

prices that eliminates competition. It is not low prices themselves. In fact, in a

See Direct/RESA St. No. 1 at 15 regarding the risk premiums embedded in long term
contracts. See also, Direct/RESA Exh. FPL-3 attached to Direct/RESA St. No. |
comparing monthly procurement pricing to Duquesne’s POLR 11 pricing.

66 Pa.C.S. § 2802(3).

HAR:72533.1/DIR023-242252 -3-
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competitive market, better prices and praducts will evolve. True competition will drive
efficiencies in the market.

ARE YOU SUGGESTING THAT DUQUESNE SHOULD INCREASE ITS POLR
RATES SO THAT COMPETITORS CAN ENTER THE MARKET?

Absolutely not. The level of the POLR price does not create economic sustainability for
competitive suppliers. Competitive POLR prices enable suppliers to enter the market and
remain there for the long-term. The arguments we present would be no different if you
raise the POLR prices by a penny or lower them by a penny. The only long-term
economic impact either of those price movements would have would be on Duquesne’s
earnings.

DO YOU HAVE ANY OTHER SUPPORT FOR THIS ASSERTION?

Yes. The federal Energy Policy Act of 2005 created an “Electric Energy Market
Competition Task Force™ consisting of five members, one each from the Department of
Justice, the Federal Energy Regulatory Commission (“FERC"), the Federal Trade
Commission (“FTC™), the Department of Energy and the Rural Utilities Service. The
Task Force was required to conduct a study of competition in the wholesale and retail
electricity markets in the United States and submit a report to Congress. The Task force
recently submitted its report, which is available on FERC's website.® The Report
basically concludes that, while the key POLR service design decisions that affect market
entry by competitive suppliers are pricing of POLR service, the duration of the POLR
obligation, and acquisition of POLR Supply (Report, pages 100-102), the POLR service

price must approximate the competitive market price in order not to distort consumption

http:#/elibrary FERC gov/idmws/file hist.asp?accession num=20070405-4006

HAR:72533.1/DIR023-242252 Y
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and investment decisions (Report, pages 104-05). The Report also concluded that the
lack of competitive market based pricing distorts the development of retail electric
markets (Report, pages 105-06).

HAVE YOU REVIEWED MR. KALCIC’S TESTIMONY ON BEHALF OF
OSBA?

I have.

WHAT ARE HIS PRIMARY RECOMMENDATIONS?

Mr. Kalcic’s primary recommendation on POLR pricing is that the rates for Small C&I

Customers be fixed for three years.

DO YOU SUPPORT THAT RECOMMENDATION?

No. All customers should benefit from a market-reflective POLR price.

WHY SHOULD THE SMALL COMMERCIAL CUSTOMERS SEE A MARKET-
REFLECTIVE POLR PRICE?

Aside from the direct and substantial economic benefit outlined in my direct testimony,
these customers will see a variety of options from competitive suppliers. They will be
able to respond better to energy price signals and they will have a better ability to manage

the expenses of their respective businesses.

BUT WHAT IF THESE CUSTOMERS JUST WANT PRICE STABILITY?

The competitive supply market will offer the products that these customers desire, as

shown in Duquesne’s Large C&I Customer market.

ACCORDING TO MR. KALCIC, APPROXIMATELY 73% OF GM
CUSTOMERS ARE CURRENTLY PAYING, ON AVERAGE, ALMOST 1¢ PER
KWH OVER THE PREVAILING MARKET PRICE OF ELECTRICITY, AND
STILL HAVE NOT CHOSEN TO SHOP IN SIGNIFICANT NUMBERS. HE
EXPRESSES DIFFICULTY IMAGINING THAT REDUCING THEIR DEFAULT
SERVICE RATE TO MARKET WOQULD BE LIKELY TO CAUSE MORE OF
THESE CUSTOMERS TO SHOP, WITH OR WITHOUT SUBSEQUENT
ANNUAL “MARKET PRICE” ADJUSTMENTS. HOW DO YOU RESPOND?

HAR:72533.1/DIR023-242252 -5-
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These customers have not shopped because there are few competitive suppliers in the
market that are serving this market segment— and this lack of market penetration is
directly related to POLR design flaws. It is not a coincidence that EGSs are serving
nearly the entirety of the large customers in Duquesne’s service territory, yet shopping is
much less robust where POLR prices have been fixed for three-year increments, as for
Duquesne’s small commercial and residential customers during the POLR I penod.
EGSs can build a sustainable business where POLR prices reflect prevailing markets.
The investment in markets where the POLR price is disconnected to the market price is
too risky.

IS MR. KALCIC’S ARGUMENT THAT TIIE COMMISSION’S RECENT

ORDERS ON DEFAULT SERVICE SUPPORT HIS PROPOSAL FOR THREE-
YEAR FIXED PRICES FOR SMALL C&I CUSTOMERS VALID?

No. Mr. Kalcic supports his position that Small C&I customers should have a three-year
fixed price using the Commission’s ANOFR and Policy Statement Orders that propose
treating residential and Small C&I customers alike, and relying on Duquesne’s three-year
fixed price proposal for residential customers. First, I disagree with Mr. Kalcic’s
interpretation of the Commission’s ANOFR and Policy Statement Orders. These Orders
have proposed the same minimum frequency in adjustments for residential and small C&I
customer default service rates. They also suggest “different strategies for different
customer classes, consistent with the level of energy kmowledge, financial resources, and
opportunity to shop associated with these groups.”” Second, the Orders are wholly
inconsistent with Mr. Kalcic’s recommendation for three-year fixed prices. In fact, these

Orders, provide for quarterly adjusted default service rates and are more conststent with

Proposed Policy Statement Order, Docket No. L-00070183 at 4.

HAR:72533.1/DIR023-242252 -6-
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Direct Energy's and RESA’s recommendation for default service in this proceeding.
Fundamentally, I believe that residential and small C&I customers should be treated the
same and should both benefit from market reflective default service rates.
DOES ANY OTHER WITNESS TESTIMONY SUPPORT YOUR ARGUMENT
THAT DUQUESNE’S PROPOSAL IS NOT REFLECTIVE OF PREVAILING
MARKET PRICES?
Yes. Mr. Kahal essentially supports that conclusion as well. Mr. Kahal suggests that
Duquesne re-engineer its RH rates so that the RH rate remains below the RS rate in 2010.
I have taken no position generally on the rate designs and design changes proposed by
Duguesne. However, I think Mr. Kahal's statements about the RH rates prove that he
doesn’t really believe that the prices in Duquesne’s proposal reflect prevailing market
prices. If they did, then no adjustment would be warranted. The rales outlined by
Duquesne are either market-reflective or they are not. Direct Energy and RESA believe
that they are not market-reflective rather they are merely manufactured rates — not the
product of a competitive market and not the product of a cost-based regulatory regime.
Mr. Kalcic implicitly agrees that Duquesne's proposed rates are simply engineered under
an arbitrary framework.

In fact, retail suppliers argued this issue three years ago in the POLR 1II
proceeding. While Duquesne submitted rates then that it claimed were representative of
prevailing market prices for six years, we now hear from Duquesne witness Pfrommer

that many customers are paying “below market” rates or rates that do not reflect

prevailing market prices.® The rates proposed by Duquesne in POLR 1T, like the rates

See direct testimony of Duquesne witness Pfrommer: “This is an important consideration
for heating class customers who currently have rates that are below market prices”. (p.
4). “Rate GM customers are bifled for metered demand in excess of 5 kilowatts (“kW™)

HAR:72533.1/DIR023-242252 -7-
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proposed in POLR IV, were rates that were engineered in a cost of service manner. For
the POLR [V pertod, Duquesne proposes (and OCA supports) the magic “black box”
calculation which will somehow transform these non-market reflective rates to prices that
will, through a series of mechanical changes over the next three years, reflect "prevailing
market prices.” If is not logical to believe that these enginecred rates — proposed with
design changes over the next threc years — will move rates from “below market” to
“prevailing market” prices, while at the same time reflect the "prevailing market price”.
Additionally, it is only logical that under the POLR III rates, since Duquesne
earned a reasonable profit on POLR service, a significant cross-subsidy occurred.
According to Duquesne witness Pfrommer, several classes of customers are “under-
paying”. Itis only rcasonable to assume other classes of customers were (and are) “over-
paying”. Again, this would make those rates not reflective of “prevailing market prices”.
For the POLR 1V period, it is only logical to assume that the “under-paying” customers
who are being transitioned to “market prices” will continue to be subsidized at some level

by the customers allegedly paying the “prevailing market prices”. Economically, this is

at $9.28/kW and for energy at a declining block energy rate of 3.4824 ¢/kWh, neither of
which reflect current market prices.” {p. 7). “the current energy rate for the second block
(3.0442 ¢/xWh) is also below current market prices.” (p. 7) “By 2010, Dugquesne will
eliminate existing demand charges that do not reflect current market prices and eliminate
declining energy block rates that are below market levels and discourage conservations.
Demand charges of the current magnitude are not reflective of market prices...."” (p. 8)

HAR:73533.1/DIR023-242252 -8-
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the only feasible outcome. The end result is that ng customers are truly paying the
“prevailing market price”. They are all paying an engineered price.

Direct Energy and RESA respectfully submit that the type of price setting
framework proposed by Duquesnc is the worst possible outcome for customers as
customers nether have the disciphine of the market nor cost-based regulation to ensure
just and rcasonable rates. The policy of the Commonwealth correctly recognizes that
competitive market forces are more effective in determurung the cost of electricity.
Therefore, Duquesne’s customers must be granted market reflective default service rates
and access to the competitive generation market.

Q. DOES THAT COMPLETE YOUR REBUTTAL TESTIMONY?

A, Yes.

HAR:72533.UDIR023-242252 -9
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Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A. Frank Lacey. My business address is 263 Tresser Boulevard, 8" Floor, Stamford, CT

06901.

Q. HAVE YOU PREVIOUSLY SUBMITTED TESTIMONY IN THIS
PROCEEDING?

A, Yes. 1 submitted direct and rebuttal testimony on behalf of Direct Energy Services, LLC

(“Direct Energy”) and the Retail Energy Supply Association (“RESA™).

Q. WHAT IS THE SUBJECT OF YOUR SURREBUTTAL TESTIMONY?

A. [ am responding to the rebuttal testimony of Duquesne witness Neil Fisher, the Office of
Consumer Advocate (“OCA”) witnesses Matthew Kahal and Barbara Alexander, and the
Office of Small Business Advocate (“OSBA™) witness Brian Kalcic.

Q. WHAT IS YOUR OVERALL RESPONSE TO THE REBUTTAL TESTIMONY
OF THESE WITNESSES?

A While these witnesses (except Ms. Alexander) criticize the methodology of the
Intelometry study submitted with my direct testimony as Direct/RESA Exhibit FPL-3,
they do not dispute my statements that short-tenn prices will be less expensive, over time,
than long-term prices (pp. 8, 13-15 of my direct testimony). Mr. Fisher appears to
disagree, but his rationale and logic and analogy are all flawed, as I explain below.

Intelometry is responding directly to the criticisms of the study methodology, but these

RESA’s members include Consolidated Edison Solutions, Inc; Direct Energy Services,
LLC,; Hess Corporation; Reliant Energy Retail Services, LLC; Sempra Energy Solutions;
Strategic Energy, LLC; SUEZ Energy Resources NA, Inc. and US Energy Savings Corp.
The opinions expressed in this filing represent the position of RESA as an organization
but may not represent the view of all members of RESA. In addition, Reliant Energy
Retail Services, LLC, is not participating as part of RESA in this proceeding.
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A.

criticisims change only the magnitude of the study's results — not the study's conclusion
that market reflective pricing will save customers millions of dollars annually.

Otherwise, the rebuttal testimony of these witnesses largely restates their policy
arguments. [ do not need to rchash our opposing policy arguments again here, but [ do
want to emphasize that the Task Force report issued by FERC in conjunction with four
other federal agencies that I mentioned in my rebuttal testimony comes down on the side
of our policy arguments concerning what 1s needed to develop robust, sustainable retail
competition; that is, the POLR service price must approximate the competitive market
price in order not to distort consumption and investment decisions, and the lack of
competitive market based pricing distorts the development of retail electric markets. 1
have attached a copy of the Task Force report, which is a publicly available document, to
this testimony as Direct/RESA Exh. FPL-4.

[ also find it very interesting that the general tenor of Duquesne's policy
arguments 1s that they know best how to develop competitive retail markets, and they
take the position that the Direct Energy and RESA opinions (and now, what the Task
Force has determined) about the tools necessary to develop sustained retail market
competition are flawed or lacking. The ultimate irony is that RESA members have over
30 million customer relationships globally, the majority of which are residential and
small commercial customers, primarily served in fully competitive energy markets.

Duquesne Light and its affiliates, to the best of my knowledge, serve no residential or

small commercial customers in competitive markets.

HAVE YOU REVIEWED THE REBUTTAL TESTIMONY OF DUQUESNE
WITNESS FISHER, OCA WITNESSES KAHAL AND ALEXANDER, AND OSBA
WITNESS KALCIC?

[ have.
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Q. Mr. Fisher claims that the least cost POLR option for customers is not always short-
term pricing. How do you respond?

A. Mr. Fisher's rationale and logic and analogy are all flawed. First of all, it is clear that the
market price moves up and the market price moves down. That is exactly why Direct
Energy and RESA advocate for market-responsive POLR pricing. This is not related to
the concept of long-term POLR costs versus short-term POLR costs. My direct
testimony was very clear and cited many Duquesne witnesses festifying about the nisk
premiums and costs associated with long-term contracts that are not present in short-term
contracts. Mr. Fisher also uses a health insurance analogy that is particularly disturbing
and illustrates the fundamental difference between the way a utility thinks and behaves
with respect to its rate payers, and the manner in which a competitive supplier will
benefit its customers. Mr. Fisher uses a health insurance analogy and suggests that |
would recommend that customers not purchase heaith insurance because of the cost.
Actually, I would recommend that everybody buy the health insurance that is most
applicable to their needs. Some people are young and healthy. Some are sick. Some are
wealthy and some are financially constrained. Some have desk jobs, while others have
more physically demanding jobs. Some are single and some are married with big
families. I would recommend that every individual analyze his or her needs and insure
appropriately according to those needs. I would never recommend the “universal health
car¢” approach that Mr. Fisher and Duquesne Light are advocating for their customers.

DO YOU WISH TO RESPOND TO THE OTHERS TESTIMONY?

OCA witness Kahal suggests that the Intelometry study is the only basis for my
statements that shorter-term pricing is always the least cost option compared to longer-

term pricing. That is incorrect. Mr. Kahal ignores pages 13-15 of my direct testimony,
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which explains that he risk premiums for market risk, mitigation risk, regulatory risk,
embedded in longer-term prices, are minimized or ¢liminated with shorter-term
procurement. It is simply not true, and not logical to believe, as Mr. Kahal states (p. 4),
that quarterly bids will reflect the same hedging costs, risk premiums, supplier profit
requirements that are part of Duguesne's long-term procurement approach. Ms.
Alexander misses the point about sustainability of market entry completely in stating that
marketers should have sought to make offers to residential customers if the Intelometry
study conclusion and my statements that short-term pricing is the lcast cost option, over
time, are correct (pp. 7-8).

Duquesne witness Fisher argues that short-term POLR rates pass the risk of
market-price volatility onto POLR customers (p. 21). As [ suggest above, customers
should be able to hedge against volatility as they choose, not have the “universal health
care” approach mandated upon them as Duquesne is advocating. This is what the
Electric Choice Act envisions — competitive suppliers, not the POLR provider, providing
the electric products and services retail customers want commensurate with their risk
tolerance.

Q. MR. FISHER ARGUES THAT COMPETITIVE SUPPLIERS CANNOT BE

RELIED UPON TO OFFER FIXED PRICES TO DUQUESNE'S RESIDENTIAL
AND SMALL C&I CUSTOMERS. DO YOU AGREE?

A. No. Direct Energy and other RESA members offer fixed price products of varying terms
in the markets we serve. Virtually all customers in Texas, regardless of size, are now on
competitive electricity supply. The experience of Duquesne's Large C&l customers also
shows that competitive suppliers can be expected to enter the market and provide
customers with the products they want, including longer-term fixed prices, 1f the market

i1s properly designed.
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Q. DO YOU HAVE ANY COMMENTS ON ANY OTHER WITNESS'S REBUTTAL
TESTIMONY?

A. Yes. Reliant witness Ajello suggests that Duquesne's POLR 1V plan, especially for
residential and small C&I customers, will transition customers to a more competitive
market after 2010, and he envisions more robust competition after the POLR TV plan
ends in 2010. Mr. Ajello thus, essentially admits that the POLR [V plan will not provide
the benefits of robust competition to residential and small C&]I customers during 2008-
2010. All Duquesne customers not just the large C&I customers, should benefit from
robust retail competition as soon as possible. As this is Duquesne's fourth POLR
"transition" plan, I suggest that the transition should be completed and not cxtended for
three more years.

Q. DOES THAT COMPLETE YOUR SURREBUTTAL TESTIMONY?

A, Yes.
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EXECUTIVE SUMMARY

A. Congressional Request

The Energy Policy Act of 2005 (EPAct 2005)" was designed 1o provide a comprehensive long-
range energy plan for the United States. Section 1815 of the Act? created an “Electric Energy
Market Competition Task Force™? (Task Force) to conduct a study of competition in wholesale
and retail markets for electricity in the United States. Section 1815(b)(2)(B) required the Task
Force to publish a draft final report for public comment at least 60 days prior to submitting the
final report to Congress. The Task Force published the drafi final report in June 2006 and sought
comment on the preliminary observations contained in the draft. Based on those comments, and
other input received earlier, the Task Force hereby submits this final report to Congress.

B. Task Force Activities
In preparing this report, the Task Force undertook several activities, as follows:

% Section 1815(¢c) of the EPAct 2005 required the Task Force to “consult with and solicit
comments from any advisory entity of the Task Force, the states, representatives of the
electric power industry, and the public.” Accordingly, the Task Force published a
Federal Register notice seeking comment on a variety of issues related to competition in
wholesale and retail electric power markets. Over 80 commeniers provided a variety of
opinions and analyses in response. These commerits are available online for public
review in the Task Force docket maintained by the Federal Energy Regulatory
Commission (FERC) under Docket No. AD0S5-17-000. The list of parties who submitted
comments is attached as Appendix Al

% The Task Force met and discussed competition-related issues with a variety of
representatives of the states, the electric power industry, and other stakcholders in
October-December 2005. These groups are listed in Appendix B.

% The Task Force prepared an annotated bibliography of the public cost/benefit studies that
have attempted to analyze the status of wholesale and retail competition. Appendix C
contains this bibliography.

% The Task Force reviewed the status of retail competition in the states and examined in
detail the experiences of seven states with active retail competition programs: [llinois,
Maryland, Massachusetts, New Jersey, New York, Pennsylvania, and Texas. These

' Pub. L. No. 109-58, 119 Stat. 594 (2005).
! Pub. L. No. 109-58, § 1815, 119 Stat. 594, 1128 (2005).

* The Task Force consists of five members: ([} one employee of the Depariment af Justice, appointed by the Attomey General of the United
States: {2) one employee of the Federal Energy Regulatory Commission, appointed by the Chairperson of that Commission; (3} ene employee of
the Federal Trade Commission, appointed by the Chairperson of that Commission; (4) one employee of the Depanment of Energy, appointed by
the Secretary of Energy; and (5) one employee of the Rural Utilities Service, appointed by the Secretary of Agriculture.

* Abbreviations for those parties are also listed in Appendix A.



states have taken a variety of approaches to introducing retail competition. Appendix D
profiles these retail competition programs, updating information prepared by the Federal
Trade Commission (FTC) staff.

% The Task Force published the drafl final report in the Federal Register for public
comment on June 13, 2006, 71 Fed. Reg. 34,083 (2006). The notice accompanying the
draft requesied comments on the Task Force observations. About 80 different entities
provided comments and suggestions on the draft report. These commenters are listed in
Appendix A. Drafl report comments are available for public review online in the Task
Force docket maintained by FERC under Docket No. AD0Q5-17-000.

% In prepaning the drafi report, the Task Force conducted further research and reviewed the
information from comments and interviews.

C. The Goal of Increasing Competition in Electric Power Markets

Federal and several state policymakers generally introduced competition in the electric power
industry to overcome perceived shortcomings of traditional cost-based regulation. In
competitive markets, prices are expected to guide consumption and investment decisions, leading
to more economically efficient investments and lower prices than under traditional cost of
service monopoly regulation. More specifically, market-based, as compared to regulated, pricing
of electricity would be expected to more accurately reflect the underlying costs of production.
These prices should thus align the price of electricity with the vatue customers place on
electricity, leading to a more efficient allocation of electrical resources and lower overall prices
than would be the case in the absence of market-based prices. These price signals should also
serve to increase price during periods of scarcity, thereby eliciting reductions in consumption,
moderating market power and improving reliability.

D. Observations on Competition in Wholesale Electric Power Markets

Congress has taken a number of steps to facilitate competition in wholesale electric power
markets. The Public Utility Regulatory Policies Act of 1978 (PURPA),” the Energy Policy Act
of 1992 (EPAct 1992),6 and EPAct 2005 promoted competition by lowering entry barriers and
increasing transmission access. Federal electricity policies have sought to strengthen
competition but continue to rely on a combination of competition and regulation.

In assessing wholesale competition, the Task Force addressed the following question: Has
competition in wholesale markets for electricity resulted in sufficient generation supply and
transmission to provide wholesale customers with the kind of choice that generally is associated
with competitive markets?

To answer this question, the Task Force examined whether competition has elicited the
consumption and investment decisions generally associated with competitive wholesale markets.

* Pub. L. No. 95-617, 92 Stat. 3117 (codified in U.S.C. titles 15, 16, 26, 30, 42, and 43) (1978).
¢ Pub. L.. No. 102-486, 106 Stat. 2776 (1992).



The Task Force found this question challenging to address due to a number of complicating
factors. The various U.S. regional wholesale electric power markets developed differently since
the introduction of widespread wholesale competition. There were significant regional
regulatory and structural differences in the electric power industry when Congress enacted
EPAct 1992 and when FERC adopted Order No. 888 in 1996, mandating nondiscriminatory
access to the transmission grid. Even today, the regional markets have different features and
characteristics. As discussed in Chapter 3, these differences make it difficult to identify and
separate the determinants driving consumption and investment decisions and thus make it
difficult for the Task Force to evaluate the degree to which more competitive markets have
influenced such decisions.

Despite the difficulty of directly answering the question at hand, the Task Force’s examination of
wholesale compeltition did yield useful observations, as outlined below.

1. Wholesale Market Structures

Wholesale markets exhibit regional differences and generally rely on one of two types of market
structures to support wholesale transactions.

a. One approach to competition in wholesale markets is to base trades exclusively on
bilateral sales negotiated directly between suppliers and scheduled through individual, non-
regionalized transmission owners. This approach predominates in the Northwest and Southeast.
This traditional trading format allows for somewhat independent operation of transmission
control areas and, in the view of some market participants, better accommodates historical
contracts. However, prices and terms are more transaction-specific and, for some timeframes,
less publicly available than in organized markets, which may result in less efficient generation
dispatch. It can be difficult for system operators to coordinate transmission efficiently in these
sysiems, as congestion costs and impacts are not readily apparent. A lack of centralized, shared
information about generation dispatch and trades on interconnected systems requires a
transmission owner to hold part of its transmission capacity as unused “reserves” (o ensure
reliable system operation. In some of these markets, wholesale customers have difficulty gaining
unqualified access to the transmission needed to access competitively priced generation, thus
limiting their ability to shop for least-cost supply options.

b. Another approach to wholesale competition relies on entities that ar¢ independent of
market participants to control operation of all transmission facilities across a wide region and to
operate trading markets — regional transmission organizations (RTOs) or independent system
operators (ISOs). Variations of this approach predominate in the Northeast, Mid-Atlantic,
Midwest, Texas, and California. The market designs in these regions provide participants with
guaranteed physical access to the transmission system (subject to transmission security
constraints). These customers are responsible for the cost of that access (if they choose to

? Promoting Wholesale Competition Through Open Access Non-Discriminatory Transmission Services by Public Utilities; Recovery of Stranded
Costs by Public Utilities and Transmitting Utilities, Order No. 888, 61 Fed. Reg. 21,540, FERC Stats. & Regs. § 31,036, 31,639 (1996), arder an
reh g, Order No. 888-A, FERC Stats. & Regs. § 31,048 (1997); order on reh g, Order No. 888-B, 81 FERC 4 61,248 (1997), order on reh g,
Order No. 888-C, 82 FERC § 61,046 (1998), aff°d in relevant part sub nom. Transmission Access Policy Study Groug v. FERC, 225 F. 3d 667
(D.C. Cir. 2000), aff"d sub nom. New Yorkv. FERC, 535 1).5. | (2002) [hereinafier Order No. 888].



participate), and thus are exposed to congestion price risks. This more open access to
transmission can increase competitive options for wholesale customers and suppliers as
compared to most bilateral markets. The price transparency in these regional organized markets
can increase the efficiency of the trading process for sellers and buyers and can give clear price
signals indicating the best place and time to build new generation. Concerns have been raised,
however, about the inability to obtain long-term transmission access at predictable prices in these
markets and the impact that this can have on access to competing suppliers and incentives to
construct new generation. Some customers have raised concerns about high and sometimes
volatile commodity price levels in these markets.

2. (eneration Investment in Competitive Wholesale Markets

New generation investrent has varied significantly by region since the adoption of open access
transmission and the growth of competition. The Task Force examined comments on how
competition policy choices have affected investment decisions of both buyers and sellers in
wholesale markets. A number of issues emerged. One was the difficulty of raising capital to
build facilitics whose revenue streams are affected by changing fuel prices, demand fluctuations,
and the potential for regulatory intervention. A related theme was the investment dampening
effects of a perceived lack of long-term contracting options for generation and transmission.
Overall, the Task Force identified several faclors that affect invesiment decisions in wholesale
power markelts.

a. Availability of Long-Term Contracts. Both generators and wholesale customers cited
long-term contracts as critical in obtaining financing for new generation and ensuring adequate
supplies for retail loads at predictable prices. Several explanations were offered for a perceived
lack of long-term contracting opportunities. First, short-term market conditions, particularly in
organized markets with uniform price auctions, may be affecting the availability, pricing, and
terms for long-term power supplies under bilateral contracts. Base-load and mid-merit
generators may see relatively high profits in short-term markets where clearing prices are often
set by higher cost mid-merit and/or peaking plants reliant on oil or natural gas, particularly when
fuel prices rise. Second, generators and marketers may be unwilling to enter into long-term
supply contracts because of limited opportunities to hedge the potential risks of long-term
commitments in highly volatile electricity markets. Third, both generators and customers cited
continuing uncertainties over availability and certainty of long-term delivery options
(transmission). Fourth, long-term contracts may be difficult to arrange because of inherent
uncertainties associated with federal and state regulation of these contracts. Finally, the
uncertainty that distribution utilities face over how much supply they will need to procure for
customers that have an option to switch can also discourage utilities from signing long-term
contracts.

b. Capital Investment. Potential entrants to generation markets must be able to convince
capital markets that generation is a viable profitable undertaking. The availability of long-term
contracts, as noted above, is critical to the ability of nonutility generators to secure capital for
new investment. Transmission access can be vital to supporting competitive options for market
participants. Recently, capital for large investment projects has flowed to traditional utilities



more than to merchant generators. This shift in part reflects reduced profitability of many
merchant generators in recent years.

C. Transmission Infrastructure. The availability of transmission is often key in determining
whether a generating facility is likely to be profitable and, thus, elicit investment. Despite
legislative and regulatory efforts to expand transmission access for competitive generation and to
reduce the potential for discrimination, the perception of discrimination persists. Commenters
reported that such discrimination can increase delivery risk because purchasers fear their
transmission transactions could be terminated for anticompetitive reasons. One response to this
risk is to turn over operation of the regional transmission grid to ISOs and RTOs. Another is to
adopt additional reforms to the Order 888 Open Access Transmission Tariff (OATT). New
federal authorities provided by EPAct 2005 also address transmission infrastructure issues.

3 Pricing and Entry in Wholesale Markets for Electricity

Several options may be used to elicit adequate supply in wholesale markets:

a. One possible, but controversial, way to spur entry is to allow wholesale price spikes when
supply is short. The profits realized during these price spikes can provide incentives for
generators to invest in new capacity. However, if wholesale customers have not hedged (or
cannot hedge) against price spikes, then these spikes can lead to adverse customer reactions.
Unfortunately, it can be difficult to distinguish high prices due to the exercise of market power
from those due to genuine scarcity. Past price spikes have caused regulators and various
wholesale market operators to adopt price caps in certain markets. Although price caps may
limit price spikes and some forms of market manipulation, they can also limit legitimate scarcity
pricing and impede incentives to build generation in the face of scarcity. Not all the caps in
place may be necessary or set al appropriate levels.

b. “Capacity payments” also can help elicit new supply and help moderate price volatility.
Wholesale customers pay suppliers to assure the availability of generation when needed. Where
there are capacity payments in organized wholesale markets, however, it is difficult for
regulators to determine the appropriate level of capacity payments to spur entry without over-
taxing market participants and customers. Also, capacity payments may elicit new generation
when transmission or other responses to price changes might be more affordable and equally
effective. Depending on their format, capacity payments also may discourage entry by paying
uneconomical generation to continue running when market conditions otherwise would have led
to not running, or even decommissioning.

C. Expanding transmission capacity may encourage entry of new generation and/or the more
efficient use of existing generation. However, transmission owners may resist building
transmission facilities if they also own generation and if the proposed upgrades would increase
competition in their sheltered markets. Another challenge is that it is often difficult to assess the
beneficiaries of transmission upgrades, who should pay for the upgrades, and how regulators
should provide for recovery of the investment through rates. This regulatory challenge may
cause uncertainty about the price for transmission and about returmn on investment both for new
generators and for transmission providers.



d. Another option for ensuring adequate generation supply is to exercisc traditional
regulatory authority over electricity generators/suppliers. In this situation, regulated monopoly
utility providers operatc under an obligation to plan and secure adequate generation to meet the
needs of their customers. Regulators allow the utilities to eam a fair rate of return on their
investment, thereby encouraging utility investment. This approach is not without risk to the
utility, as regulators have authority to disallow excessive costs. Furthermore, these traditional
methods are imperfect and can in some cases lead to overinvestment, underinvestment, excessive
spending and unnecessarily high costs. These methods can distort both investment and
consunmption decisions.

E. Observations on Retail Market Competition

In the early 1990s, several states with high electricity prices began exploring opening retail
electric service o competition. While customers would choose their supplier, the local
distribution utility would still handle the delivery of electricity. Retail competition was expected
to result in lower retail prices, innovative services and pricing options. It also was ¢xpected to
shift the risks of assuring adequate new generation construction from ratepayers to competitive
market providers. By 20006, 16 states and the District of Columbia had restructured retail electric
service and allowed competitive suppliers to provide service to some, if not all, retail customers
at prices set in the market,

Most restructured states required the local utility to continue to offer service under regulated
“provider of last resort” (POLR) rates for all retail customers who did not switch suppliers or
who lost or discontinued competitive service. These POLR rates were typically fixed for
extended periods of time. In many of these states, vertically integrated utilities divested or
transferred their generation assets as part of restructuring plans. As a result, in these states the
retail load serving utilities obtain electricity from wholesale markets to meet the needs of their
retail customers, including POLR obligations. Some states also required that the utilities join
RTOs.

1. Retail Competition Experience in Profiled States

The Task Force examined in detail the implementation of retail competition in 1llinois,
Maryland, Massachusetts, New Jersey, New York, Pennsylvania, and Texas. Common goals for
retail competition included:

** lower electricity prices than under traditional cost of service regulation through retail
suppliers’ (and eligible customers’) access o competitive wholesale markets;

+ beitter service and more options for customers;

technological innovation and new products and services for consumers; and

environmental improvements.

s

s

*
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[n most profiled states, retail competition has not developed as expected for all customer classes.
Few residential customers have switched to alternative providers. (Exceptions include
Massachusetts, New York, and Texas.) In most of the profiled states, few residential customers



have a wide variety of alternative suppliers and pricing options. Commercial and industrial
{C&I) customers have more choices and options, but in several states large industrial customers
have become increasingly dissatisfied with retail market prices. To the extent that multiple
suppliers serve retail customers, prices have not decreased as expected, and the range of new
options and services is often limited.

At the same time, there is some evidence that alternative suppliers have offered new retail
products, including “green” products that are more environmentally friendly for residential and
non-residential customers and customized energy management products for large C&l
customers.

Legislative or regulatory limits on POLR prices have hampered entry by competitive suppliers in
retail markets. In the profiled states, regulators often capped the POLR electricity price for
“transitional” multi-year periods that are now just ending. Several states also required price
reductions for POLR service below existing regulated rates (in order to proxy the expected
benefits of competition). Over time, these capped and discounted POLR prices fell below
prevailing wholesale market price levels. These POLR price caps have the unintended effect of
dampening competitive price signals and discouraging entry by competitive suppliers.

The POLR rate caps and the sharp increase in fossil fuel costs affecting all retail suppliers across
the country, complicate Task Force efforts to discern any price differences attributable to the
introduction of competition. The implementation of retail competition is a relatively new
exercise, and retail competition policies involve a number of unresolved issues (including
regulatory issues) that can inhibit vigorous competition. [t should be easier o evaluate the
impact of restructuring in retail electricity markets once some of these issues have been resolved.

2. State Retail Competition Issues

Initial POLR rate discounts, freezes and caps have been lified in several states, and caps in
scveral more expire in 2006 and 2007. When the rate caps expire, states must decide whether to
continue POLR for all customer classes, how POLR providers will secure adequate generation
supplies, and how to price POLR service for each class. The Task Force identified some key
issues that states may wish to consider as they evaluate their retail competition and POLR
policies.

a. Function of POLR Pricing. If regulated POLR service is to be a proxy for efficient price
signals, POLR rates must closely approximate a competitive price, which is based on supply and
demand at any given time. If the POLR service price does not closely match the competitive
price, it is likely to distort consumption and investment decisions.

b. Adjustments to POLR Rates. 1f POLR prices remain fixed while prices for fuel and
wholesale power are rising, customers may experience rate shock when the transition period
ends. This can create public pressure to continue the fixed POLR rates at below-market levels.
One regulatory response may be to phase in the price increase gradually, by deferring recovery
of part of the supplier’s costs. This approach reduces rate shock, but it is likely to distort retail
electricity markets both in the short term (when costs are deferred) and in the long term (when



the deferred costs are recovered). The better practice is to make frequent adjustments to the cap
(at least to reflect changes in fuel costs) or to abandon the cap altogether and use a compeltitive
process to procure supply.

c. Nature of POLR Service. States have different policy goals for establishing and
maintaining POLR service in competitive retail markets. These policies can affect entry of
competitive retail suppliers. POLR service (or an equivalent provision) that is limited to an
obligation to serve customers of a supplier that has left the market, while the customer obtains
another supplier, is the least intrusive form of POLR service. It also is consistent with protecting
consumers against unanticipated loss of electric service. POLR service that goes beyond short-
term access to the wholesale spot market involves providing a bundle of services that electrictty
marketers also could provide. A more expansive version of POLR service may hamper
development of alternative suppliers. The economic rationale for maintaining a POLR service
obligation usually is limited to trying to correct market imperfections. If a state adopts a more
expansive version of POLR service, it should periodically review the rationale for continuing the
service.

d Treatment of Different Customer Classes. States may find that effective retail
competition programs require different POLR service designs for different customer classes.
Large C&I customers are logical leaders for retail choice becausc of their familiarity with cnergy
procurement processes and because they are comfortable with decisions to adjust input use based
on input prices. State policies have allowed POLR rates for these large customers to reflect
wholesale spot market prices more than POLR rates for residenttal customers. This approach
generally has led large customers to switch suppliers more than small customers have. Also,
more suppliers have tried to solicit these large customers.

e. Consumer Education. Customers may find it difficult to find competitive supplier offers
in the first place and to understand the terms and conditions of those offers. It also is unclear
whether the perceived potential cost savings are sufficient to give customers incentives to
undertake the effort to find this information. For these smaller, less sophisticated shoppers,
issues of awareness and access to comparative pricing information should be addressed as retail
customer choice is implemented.

I Customer Aggregation. Competitive provider interest in residential and small business
customers has been slow to develop in most states. While POLR policies have dampened price
signals, the higher per-unit costs of marketing and switching for small customers may also be a
disincentive for providers. Retail aggregation programs can reduce shopping burdens and
uncertainties for individual customers and lower customer acquisition costs for competitive
providers. Several states have approved customer aggregation plans as an alternative approach
to developing retail competition. Opt-out customer aggregations may be worth considering
because they can minimize transaction costs without limiting customer choice.



g Procurement of POLR Supply. In all retail competition states, a substantial number of
retail customers continue to depend on POLR service. Some states have used, or are proposing
to use, auctions to procure POLR supply. Auctions may allow retail customers to get the benefit
of competition in wholesale markets as suppliers compete to supply the necessary load. Various
auction processes have been suggested.

h. Switching Costs. Switching is important for retail electricity competition to work. Rules
and procedures for switching should allow customers to switch easily but should deter
unauthorized switching (slamming).

Section E of Chapler 4 presenis a description of vanous approaches to overcoming some of the
above-mentioned difficulties and to encouraging competition in retail electricity markets.



CHAPTER 1
INDUSTRY STRUCTURE, LEGAL AND REGULATORY
BACKGROUND, TRENDS AND DEVELOPMENTS

For almost all of the 20th Century, the electric power industry was dominated by regulated
monopoly utilities. Beginning in the late 1960s, a number of technological, economic,
regulatory, and political developments led to fundamental changes in the structure of the
industry.

In the 1970s, vertically integrated utility companies (investor-owned, municipal, or cooperative)
controlled over 95 percent of the electric generation in the United States. Typically, a single
local utility sold and delivered electricity 1o retail customers under an exclusive franchise
regulated under state law. Today, the electric power indusiry includes both utility and nonutility
entities, including many new companies that produce, market and deliver electric energy in
wholesale and retail markets. As a result of industry changes, by 2004 electric utilities owned
less than 60 percent of electric gencrating capacity. Increasingly, decisions affecting retail
customers and electricity rates are split among federal, state, and new private, regional entities.
This chapter highlights structural changes in the industry since the late 1960s. It provides an
overview of the important legislative and regulatory changes, as well as trends that have
contributed to increased competition.

A, Industry Structure and Regulation

Participants in the electric power sector in the United States include investor-owned utilities and
electric cooperatives; federal, state, and municipal utilities, public utility districts and irrigation
districts; cogenerators and onsite generators; and nonutility independent power producers (IPPs),
affiliated power producers, power marketers, and independent transmission companies that
generate, distribute, transmit, or sell electricity at wholesale or retail.

In 2004, 3,276 regulated retail electric providers supplied electricity to over 136 million
customers, with retail sales totaling almost $270 billion. Retail customers purchased more than
3.5 billion megawatt hours (MWhs) of electricity. Active retail electric providers include
utilities, federal agencies, and power marketers selling directly to retail customers. These entities
differ greatly in size, ownership, regulation, customer load characteristics, and regional
conditions. These differences are reflected in policy and regulation. Tables 1-1 to 1-5 provide
selected statistics for the electric power sector by type of ownership in 2004 based on
information reported to the Depariment of Energy (DOE), Energy Information Administration
(EIA).

1. Investor-Owned Utilities

Investor-owned utility operating companies (IOUs) are private, shareholder-owned companies
ranging from small local operations serving a retail customer base of a few thousand to giant
multi-state holding companies serving millions of customers. Most IOUs are or are part of a
vertically integrated system that owns or controls generation, transmission, and distribution



facilities/resources to meet the needs of retail customers in their franchise service areas. Many
10Us have undergone significant restructuring and reorganization under state retail competition
plans over the past decade. As a result, many IQUs no longer own generation, but those that sell
electric power to retail customers must procure electricity from wholesale markets. See Chapter
4 and Appendix D of this document for details on state experience with retail competition. [QUs
continue to be a major presence. In 2004 there were 220 IOUs serving approximately 94 million
retail distribution customets, accounting for 68.9 percent of all retail customers and 60.8 percent
of retail electricity sales. 10Us directly owned about 39.6 percent of total electric generating
capacity and accounted for 44.8 percent of generation for retail and wholesale sales in 2004,
I0Us provide service to retail customers under state regulation of territories, finances,
operations, services, and rates. States that have not restructured retail service generally regulate
retail rates under fraditional bundled cost-of-service rate methods. [n states that have
restructured IOUs, distribution services continue to be provided under monopoly cost-of-service
rates, and retail customers obtain generation service either at market rates from alternative
competitive providers or at regulated “provider of last resort” (POLR) rates from the distribution
utility or another designated POLR service provider. 1QUs serve retail customers in every state
but Nebraska.

Under the Federal Power Act (FPA),® the Federal Energy Regulatory Commission (FERC)
regulates wholesale electricity transactions (sales for resale) and unbundled transmission
activities of [OUs as “public utilities” engaged in interstate commerce. The exceptions are I0Us
that do not have direct interconnections with utilities in other states that allow unimpeded flow of
electricity across systems. Thus, IOUs in Alaska, Hawaii, and the Electric Reliability Council of
Texas (ERCOT) region of Texas generally are not subject to FERC jurisdiction.

2. Public Power Systems

The more than 2,000 publicly owned power systems include local, municipal, state, and regional
public power systems. These providers range from tiny municipal distribution companies to
large systems such as the Los Angeles Department of Water and Power. Publicly owned systems
operate in every state but Hawaii. About [,840 of these systems are cities and municipal
governments that own and control the day-to-day operation of their electric utilities.” Public
power systems served over 19.6 million retail customers in 2004, or about 14.4 percent of ali
customers. Together, they generated 10.3 percent of the nation’s power in 2004, accounted for
16.7 percent of total electricity sales and owned about 9.6 percent of total generating capacity.
Many public systems are distribution-only utilities that purchase, rather than generate, power.
According to the American Public Power Association, about 70 percent of public power retail
sales were met from wholesale power purchases, including purchases from municipal joint action
agencics by the agencies’ member systems. Only about 30 percent of the electricity for public
power retail sales comes from power generated by a utility to service its own native load.'®
Publicly owned utilities, thus, depend overwhelmingly on transmission and the wholesale market
to bring eleciricity to their retail customers.

¥ 16 U.5.C- §§ 791a et seq. (2000),
* APPA comments.
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Regulation of public power systems varies among states. In some, the public utility commission
exercises jurisdiction in whole or part over operations and rates of publicly-owned systems. In
most states, public power systems are regulated by local governments or are self-regulated.
Municipal systems usually are governed by a local city council or an independent board elected
by voters or appointed by city officials. Other public power systems are operated by public utility
districts, 1rrigation districts, or special state authorities.

On the whole, state retail restructuring initiatives did not affect retail services in public systems.
However, some states allow public systems to adopt retail choice alternatives voluntarily.

3. Electric Cooperatives

Electric cooperatives are privately-owned, non-profit electric systems owned and controlled by
the members they serve. Members vote directly for the board of directors. In 2004, 884 electric
distribution cooperatives provided retail electric service to almost 16.6 million customers. In
addition, another 65 generation and transmission cooperatives (G&Ts) own and operate
generation and transmission and secure wholesale power and transmission services from others
to meet the needs of their distribution cooperative members’ retail customers and other rural
native load customers. G&T systems and their members engage in joint planning and power
supply operations to achieve some of the savings available under a vertically integrated utility
structure. Electric cooperatives operate in 47 states. Most were originally organized and
financed under the federal rural electrification program and operate in primarily rural areas.
Cooperlz]itives provide electric service in all or parts of 83 percent of the counties in the United
States.

In 2004, electric cooperatives sold more than 345 million MWhs, served 12.2 percent of retail
customers, and accounted for 9.7 percent of electricity sold at retail. Nationwide electric
cooperatives generate about 4.7 percent of total electric generation and own approximately 4.2
percent of generating capacity.

While some cooperative systems generate their own power and sell power in excess of their
members’ needs, most G&Ts and distribution cooperatives are net buyers. Cooperatives
nationwide generated only about half of the power needed by their retail customers. They
secured approximately half of their power needs from other wholesale suppliers in 2004.
Although cooperatives own and operate transmission facilities, almost all rely to some extent on
transmission owned by others to deliver power to their customers.

Regulatory jurisdiction over cooperatives varies among states. Some states exercise considerable
authority over rates and operations, while others exempt cooperatives from state regulation. In
addition to state regulation, cooperatives with outstanding loans under the Rural Electrification
Act of 1936 are subject to financial and operating requirements of the Rural Utilities Service
(RUS), Department of Agriculture. RUS must approve borrowers’ long-term wholesale power

" NRECA comments.
7 U.8.C. 901 et seq.



contracts, operating agreements, and transfers of assets. Cooperatives that have repaid their RUS
loans and that engage in wholesale sales or provide transmission services to others have been
regulated by FERC as public utilities under the FPA. EPAct 2005 gave FERC additional
discretionary jurisdiction over transmission services provided by larger electric cooperatives.

4, Federal Power Systems

Federally-owned or chartered power systems include the federal power marketing
administrations (PMAs), the Tennessee Valley Authority (TVA), and facilities operated by the
U.S. Army Corps of Engineers, the Bureau of Reclamation, the Bureau of Indian Affairs, and the
International Water and Boundary Commission. Wholesale power from federal facilities
(primarily hydroelectric dams) is marketed through four federal power marketing agencies:
Bonneville Power Administration, Western Area Power Administration, Southeastern Power
Administration, and Southwestern Power Administration. The PMAs own and control
transmission to deliver power to wholesale and direct service customers. They also may purchase
power from others to meet contractual needs and may sell surplus power as available to
wholesale markets. Existing legislation requires that the PMAs and TVA give preference in
selling their generation to public power systems and to rural electric cooperatives.

Together, federal systems have an installed generating capacity of approximately 71.4 gigawatts
{(GW) or about 6.9 percent of total capacity. Federal systems provided 7.2 percent of the nation’s
power generation in 2004. Although most federal power sales are at the wholesale level, some
are made to end users. Federal systems nationwide directly served 39,845 retail customers in
2004, mostly industrial customers and about 1.2 percent of retail load.

5. Nonutilities

Nonutilities are entities that generate, transmit, or sell electric power but do not operate regulated
retail distribution franchises. > They include wholesale nonutility affiliates of regulated utilities,
merchant generators, and qualifying facilities (QFs).’* They also include power marketers that
buy and sell power at wholesale or retail but that do not own generation, transmission, or
distribution facilities. Independent transmission companies that own and operate transmission
facilities but do not own generation or retail distribution facilities or sell electricity to retail
customers are also included in this category for EIA reporting purposes.

Non-QF wholesaie generators engaged in wholesale power sales in interstate commerce are
subject to FERC regulation under the FPA. Power marketers selling at wholesale are also
subject to FERC oversight. Power marketers selling only at retail are subject to state jurisdiction
and oversight in states where they operate. FERC regulates interstate transmission services of
independent transmission companies under the FPA. Such companies also may be organized and
regulated as utilities where they are located for planning, siting, permitting, and other purposes.

1 “Nonutilities” — as that term is defined for EIA reporting purposes and as used here — may still be characterized as “utilities” and subject to
public service regulation under state law and regulated as “public utilities™ by FERC.,

" (Fs are small power producers using eligible alternative electric generating technologies and industrial and commercial cogenerators
{corbined heat and power producers) that have speciel status under PURPA,.



As retail electric providers, 152 power marketers reporting to EIA served about 6 million retail
customers or about 4.4 percent of all retail customers and reported revenues of over $28 billion,
on about 11.6 percent of retail electricity sold.

Nonutilities are a growing presence in the industry. In 2004, nonutilities owned or controlled
approximately 408,699 megawatts (MWs) or 39.6 percent of all electric generation capacity,
compared to about 8 percent in 1993. About half of nonutility generation capacity is owned by
nonutility affiliates or subsidiaries of holding companies that also own a regulated electnic
utility.'® Nonutilities accounted for about 33 percent of generation in2004. Tables 1-1 through
1-5 summarize this information.

Table 1-1. U.S. Retail Electric Providers, 2004

Number of

Electricity | Percent of Percent
Ownership Providers Total Number of Customers of Total

Delivery
Full-Service | only* Total

Publicly-owned utilities 2,011 Gl.4 19,628,710 6,125 19,634,835 | 14.4
Investor-owned utilities 220 6.7 90,970,557 2879114 93,849 671 | 68.9
Cooperatives 884 27 16,564,780 12,170 16,576,950 | 12.2
Federal Power Agencies 9 0.3 319,843 2 39,845 | 0.03
Power Marketers 152 [ 46 6,017,611 0 6,017,611 | 4.4
Total 3,276 100 133,221,501 2,897,411 136,118,912 | 100.0
Nores:

*Delivery-only customers represent the number of customers in a utility's service termitory that purchase energy from an aliernative supplier.

** Ninety-eight percent of all power marketers’ full-service customers are in Texas. Investor-owned utilities in the ERCOT region of Texas no
longer report ultimate custormers. Their customers are counted as full-service customers of retail electric providers (REPs), which are classified
by the Energy [nformation Administration as power marketers. The REPs bill customers for full-service and then pay the IOU for the delivery
portion. REPs include the regulated distribution utility’s successor affiliated retail eteetric provider that assumed service for al! reiail customers
that did not select an alternative provider, Docs not include U.S. territories.

Source: Awnerican Public Power Assoeiation, 2006-07 Annual Directory & Statistical Report, from Energy Informaion Administration Form
ElA-861, 2004, data.

¥ EEl comments.
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Table 1-2, U.S Retail Electric Sales, 2004

Sales to Ultimate Consumers in Thousands of MWhs

Ownership Full-Service Energy only Total Percent
Publicly-owned utilities 525,596 65,466 591,062 | 16.7
[nvestor-owned utilities 2,148.151 31,159 2,151,720 | 408
Cooperatives 344,267 890 345,157 | 9.7
Federal Power Agencies 41,169 352 41521 1.2
Power Marketers 207,696 203,202 410,898 | 116
Total 3,267,089 27,3269 3,540,358 | 100.0

Source: American Public Power Association, 2006-07 Annual Directory & Statistical Report, trom Energy Information Administration Form
ElA-861, 2004 data.

Table 1-3. U.S. Retail Electric Providers, 2004, Revenues from Sales to Ultimate
Consumers

Qwnership Sales in $ millions
Full-Service Energy only * Delivery Total **

Publicly-owned utilities $37,734 $5,787 $27 $43,548
Investor-owned utilities $162,691 $128 $8,746 $171,565
Cooperatives 325,448 $37 $7 $25,492
Federal Power Agencies $1,211 %13 3! $1,224
Power Marketers 517,163 $11,000 0 $28,162
Totai 3244 247 $16,965 38,761 $269,992
Noites:

*Energy-only revenue represents revenue from a utility’s sales of energy outside of its own service territory.

** Total shows the amount of revenue each provider group receives iTom both bundled (full-service) and unbundied {retail choice) sales to
ultimate customers. Eighty-five percent of the energy-only revenue autributed to publicly-owned utilities represents revenue from energy procured
for Califomia's investor-owned wiilities by the California Depariment of Water Resources Electric Fund. Ninety-eight percent of pawer
marketers' fuli-service sales and revenues occur in Texas. IOUs in the ERCOT region of Texas no longer report sales or revenue to ultimate
consumers on E1A 861.

Source: American Public Power Association, 2006-07 Annual Directory & Statistical Report, from Energy Information Administration Form
EiA-861, 2004 data



Table 1-4. U.S. Electricity Generation, 2004

Thousands of MWhs and Percent of Total

Ownership Generation Percent of Totai
{thousands of MWhs)

Publicly-owned 397,110 10.3

utilities

Investor-owned 1,734,733 44 8

utilities

Cooperatives 181,899 4.7

Federal Power 278,130 7.2

Agencics

Power Marketers 42 599 1.1

Norutilities 1,235,298 31.9

‘Total 3,869,769 100.0

Source: American Public Power Association, 2006-07 Annual Directory & Statistical Report, from Energy Information Administration Form

E[A-861 and ELA-906/920 for generation. Daia are for 2004, adjusted for joint ownership.

Table 1-5. U.S. Electric Generation Capacity, 2004

Ownership Nameplate Capacity Percent of Total
(in MWs)

Publicly-owned utilities 98,686 9.6

Investor-owned utilities 408,699 39.6

Cooperatives 43225 4.2

Federal Power Agencies 71,394 6.9

Nonutilities 409,689 39.7

Total 1,031,692 100.0

Source: American Public Power Association, 2006-07 Annual Direcrory & Statistical Report, from Energy Information Adminisiration Form

EIA-860 for capacity, including adjustments for joint ownership. Data are for 2004.

B. Growth of the Electric Power Endustry

For a variety of legal, economic, and technological reasons, the electric utility industry in the
United States developed as a collection of separate, mostly vertically-integrated monopoly
franchises with wholesale and retail prices and services extensively regulated under state and
federal law. Many states have elected to maintain this model. The legacy of this vertically-
integrated monopoly structure creates substantial challenges for state and federal efforts to



restructure the industry and to create new institutional arrangements (o facilitate increased
reliance on competitive market prices. This section provides a brief overview of the
evolutionary changes in the electric power industry.

l. The Rise of Electric Utility Monopolies and Public Utility Regulation

In the late 19" Century, electric utilities developed as small central station power plants with
limited local distribution networks. Franchise rights granted by manufacturers and by municipal
governments allowed use of public streets and rights of ways. These franchises were often
exclusive, but in some cities there was head-to-head competition among competing electric
lighting companies. '® In addition, because lighting, electric motors, and traction were the major
uses of electricity, customers could turn to alternatives — natural gas lighting or self-generation in
the case of street railway, commmercial, and industrial customers. 1 Many municipalities elected
to create and operate their own electric utility systems.

Certain characteristics of providing electric service were recognized early on. Utility systems
incurred high fixed costs for investments in generating plants needed to meet peak load and to
extend the delivery system. Because they had relatively low operating costs, their profits were
determined by the percent of time the power plant was in use. Complementary load diversity —
such as balancing daytime traction and electric motor loads with evening lighting loads — could
raise generating plant use and revenues to offset fixed costs and boost profits. The high capital
costs of electric generating plants made investments risky. Steady gains in generation,
transmission, and distribution economies of scale provided incentives to expand the electric
networks. Larger plants produced cheaper ¢lectricity than many smaller plants. The substantial
investment required for electric utility plants also spurred creation of long-ierm financing
structures and the corresponding interest in providing assurances to investors that the entity
would be profitable and would remain [inancially viable long enough to repay the debt.

These characteristics led some to suggest that a single monopoly provider of integrated
generation, transmission and distribution service could provide electric service most
economically and safely. To avoid abuses of this monopoly power, it was suggested that
impartial state agencies should be created to award franchises and establish rates and service
standards. An early associate of Thomas Edison, Samuel Insull of Chicago Edison was among
them and proposed state regulation of private utilities in a speech before the National Electric
Light Association in 1898."® Insull characterized electricity production as a “natural
monopoly.”"? Initially, the proposal for state regulation was poorly received, but as private

¥ LEONARD S. MYMAN, AMERICA'S ELECTRIC UTILITIES: PAST, PRESENT AND FUTURE 64 (Public Utility Reports, Inc. 1988) [hereinafier
HYMAN]. In the City of Chicage, the city council granted 29 different electric franchises between 1882 and 1905; three of them were citywide.

' For more on the history of eleciric atilities, see also U.S. Departmeny of Energy, Energy Information Administration, The Changing Structure

of the Eleciric Power Industry: 1970-1991, a1 57 (March 1993), available ar hup:iitonio.gia.doe.govFTPROG T/electricity/0562.pdf [hercinafier
ElA 1970-1991); U.S. Depastment of Energy, Energy [nformation Administration, The Changing Struciure of the Electric Power Industry 2000:
An Update, Appendix A (October 2000}, available at hiip:/iwww.eia.doe.gov/cneaf/etectricity/chg_stru_update/update2600.himi [hereafter £5A4

Update 2000].

" HyMAN at 68.

" In economic literature, the concept of a “natural monopoly” developed over Lime as a rationalization for the regulation of electric uiilities. In
bricf, a “natural monopoly” is an industry characterized by long-run decreasing costs where a single provider can supply product or service at a
lower cost than competition. ALFRED E. KAHN, THE ECONOMICS OF REGULATION: PRINCIPLES AND INSTITUTIONS, Volurme [, at 11-12 (John
Wiley & Sons, Inc. 1970). Kabn also notes the subsiantial legal and historical “public interest” rationale for regulation of the electric utility
industry, Economists have debated whether the electric utility indusiry or secgments of it are natural monopoties for several decades. This debate



electric companies began to grow and consolidate and concerns were raised over trusts in many
industries, the concept began to gain support. In 1907, Wisconsin adopted legislation regulating
electric utilities and was quickly joined by two other states. By 1916, 33 states had established
statc agencies to oversee private electric utilities.*

Generally, under this approach, the state regulatory commission granted exclusive retail electric
franchises to private companies within specified territories, protecting the utility from
competition. In return, the utility assumed an obligation to provide safe and adequate service to
all retail customers within its territory under just and reasonable rates, terms and conditions
overseen by the state. Often the utility was authorized to use public rights of way and eminent
domain for electric facilities. To meet this obligation to serve, most private utilities built and
controlled the generation, transmission, and distribution facilities needed to provide service to
customers. Rates were set to cover the companies' reasonable costs plus a fair return on
shareholders’ investment. The utility could expect a right to reasonable compensation for its
services, although a specific rate of return was not guaranteed. Retail rates (price) were based on
the average historical system cost of production (including the investors’ fair return on
investment).

In the early 20" Century, private electric utilities continued to expand under this system of state
regulation. Most continued to build their own generation plants and transmission systems,
primarily due to the cost and technological limitations of transmitting electricity over distances.”’
Initially, there was little wholesale trade among utilities. As the industry grew, continued
improvements in technology allowed expansion beyond central cities, and prices for electricity
fell at the same time that demand increased substantially.

Over the same period, electric utility holding companies were created and began to acquire local
private and municipal utilities. While a holding company’s local utility operating companies
were regulated by the state, the holding company and its other affiliates and subsidiaries were
not, and often did business in several states. The proliferation, consolidation, and complexity of
such companies coincided with a number of financial and securities abuses that were
documented in an investigation by the Federal Trade Commission (FTC). These holding
companies often became the sole providers of various services and products to their affiliated
utilities, and their sometimes inflated costs were passed through to the retail customers. By
1932, the eight largest utility holding companies controlled 73 percent of the investor-owned
electric ind'ustry.22

This pattern of consolidated ownership and holding company abuses led to calls for federal
involvement in the electric power industry. As a result of the FTC findings, Congress passed the
Public Utility Holding Company Act of 1935 (PUHCA 1935),% which required the breakup and

focuses an the economic theory rationalization for regutation and not the public policy or legai basis for electric power regulation. See, e.g.,
Vemon Smith, Regulaiory Reform in the Eleciric Power Industry (1995} (working paper, on file with the Deparinent of Economics, University
of Arizona); RICHARD F. HIRSCEH, POWER L05S: THE ORIGINS OF DEREGULATION AND RESTRUCTURING IN THE AMERICAN UTILITY SYSTEM
(MIT Press [999); SHARON BEDER, POWER PLAY: THE FIGHT TO CONTROL THE WORLD'S ELECTRICITY (W.W. Norton 2003},

 HYMAN a1 68,

' See Eld Update 2000.

T HYMAN at 74,

15 U.S.C. §§ 79a et seq. (2000).



stringent federal oversight of the large utility holding companies. The FPA expanded the Federal
Power Commission’s authority to include oversight and regulation of interstate sales of
wholesale power (e.g., sales of power between utility systems) and interstate electricity
transmission at wholesale by “public utilities” (i.e., investor-owned utilities). FPA jurisdiction
over interstate sales closed a gap in electric industry regulation that the Supreme Court had
identified in 1927.%

When the FPA was enacted, wholesale and interstate sales of electricity were limited. Most
wholesale transactions were long-term power supply contracts by investor-owned utilities to sell
and deliver power to neighboring public power and cooperative utilitics. Over time, utilities
became more interconnected via high-voltage transmission networks. Constructed primarily for
reliability, these networks also facilitated more opportunities for interstate trade. However,
wholesale trade was slow to develop.

Until the late 1960s, the vertically integrated monopoly utility model appeared to work
reasonably well. Utilities were able to meet increasing demand for electricity at decreasing
prices as advances in generation technology and transmission provided increased economies of
scale with larger units and decreased costs.?®

2. The Energy Crisis of the 1970s, PURPA. and the Expansion of Nonutility Generation
and Wholesale Power Markets

The shift toward a more competitive marketplace for electricity was precipitated by industry
changes that began in the late 1960s and accelerated throughout the 1970s. Resulting financial
stresses challenged the continued profitability of the large vertically integrated utility model.
They also provoked criticisms of the traditional cost-of-service regulatory model that allowed the
pass-through of higher costs and risks of construction to consumers.

By the end of the 1960s, electricity demand and generation were increasing at an annual rate of
7.5 percent, and residential rates were declining at an average annual rate of 1.5 percent.”

At the same time, the new large nuclear and coal plants built in the 1970s did not yield the
dramatic improvements in economies of scale that earlier technological advances in generating
plant size had produced. The industry’s characterization as a long-term decreasing cost industry
came into question. Periods of rapid inflation and higher interest rates substantially increased the
completion costs of large, base load generating plants.”” New environmental and safety
regulations required addition of pollution controls and design features that added to costs and
construction time. Moreover, ence in operation, many of the new, larger units required more
maintenance and longer downtimes than expected. Thus, by the late 1970s, a newer, arger,
generation facility no longer could be assumed to be more cost-efficient than a smaller plant.

M In Public Utilities Commission of Rkode Island v. Attleboro Steam & Electric Co., 273 U.S. 83 (1927), the Supreme Court ruled that state
regulators were barred by the Commerce Clause from seuting the prices of electricity sold across state lines.

¥ See EIA 1970-199).
* EI4 Update 2000 a1 114-13,

' The costs of constructing new nuclear plants quadrupled between 1971 and 1976. QOver 63 nuclear units were canceled between 1975 and
1980. El4 Update 2000 at 114-15,

 Order No. 888, FERC Stats. & Regs. § 31,036 a1 31,64041.



This experience stimulated interest in smaller, modular, more energy-efficient generating units.
One expression of this interest resulted in commercialization of aeroderivative gas turbine
technology. This technology allowed smaller generation units to be constructed at lower costs,
more quickly, and at less financial risk than large base-load coal and nuclear plants.*® Thus,
construction of [ow-cost generation became an option for utilities that were formerly captive to
high-cost generators and emerged as a viable path for new nonutility generators to enter the
market.

As the difficulties plaguing utilities’ generation construction programs were playing out, utility
fuel prices were escalating rapidly in response to the Arab oil embargo of 1973-1974 and
subsequent world oil market disruptions. Significantly higher energy prices added to inflation
and increased electric rates.”’ Other developments also substantially contributed to the growing
interest in electric utility reforms. First, the 1965 Northeast power blackout raised concerns
about the reliability of weakly coordinated bulk power system operating arrangements among
utilities.*® The nuclear accident at the Three Mile Island plant in Pennsylvania on March 28,
1979, heightened concerns over safety and led to stringent new regulatory requirements for
nuclear plants.

Criticism of the traditional cost-of-service utility regulation model by economists and policy
analysts also increased during the 1970s with suggestions for alternate approaches to regulation
and changes in industry structure. Critics of cost-based regulation argued that the industry
structure limited opportunities for more efficient suppliers to expand, placed insufficient pressure
on less efficient suppliers to improve performance, and insulated customers from the cost
impacts of energy use.”

Congress enacted the Public Utility Regulatory Policies Act (PURPA) as a response to the
energy crises of the 1970s. PURPA’s major goal was to promote energy conservation and
alternative energy technologies and to reduce oil and gas consumption through use of improved
technology and regulatory reforms. A perhaps unanticipated side effect was that PURPA
prompted a number of parties to see potential profits in developing competitive generating
plants;, creating an opportunity for nonutilities to emerge as important electric power producers.

PURPA required electric utilities to interconnect with and purchase power from cogeneration
facilities and small power producers that met statutory criteria for a qualifying facility (QF). A
utility had to pay the QF at the utility’s incremental cost of production. In a departure from cost-
based rate approaches, FERC defined this as the utility’s avoided cost of power.>* Box 1-1

® Id. at 31,641,
3 /d at 31,639, n.9.

> The respanse to the blackout included the formation of regional refiability cotneits and the North American Electric Reliability Council
{NERC}) 10 promote the relizbility and adequacy of bulk power supply. EfA4 Update 2000 at 109,

* Paul'L. Joskow, The Difficult Transition to Competitive Electricity Markets in the U.S. 6-7 {AEl-Brookings Joint Ctr. for Regulatory Swudies,
Working Paper No. 03-13, 2003), available ar hup://www.aci-brookings.org/adminfauthorpdfs/page.php?id=271 [hereinafler Joskow, Difficulr
Transition).

Y See EI4 1970-1991 at 22.

* PURPA specifically set forth eriteria on who and what could qualify as QFs (mainly technology, size, and ownership eriteria). Two types of
QFs were recognized: cogenerators, which sequentially produce electric energy and another form of energy (such as heat or steam) using the
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discusses how implementation of PURPA encouraged nonutility generation suppliers by
guaranteeing a market for the electricity produced.” PURPA changed prevailing views that
vertically integrated public utilitics were the only reliable sources of power®® and showed that
nonutilities could build and operate generation facilities effectively and without disrupting the
reliability of the electric grid. PURPA contributed substantially, both directly and indirectly, to
the creation of an independent competitive generation sector.’’

Box -1
State Implementation of PURPA

PURPA required states to determine each utility’s avoided costs of production. This cost
was used to set the price for purchasing a QF’s power. To encourage renewable and
alternative energy generation, several states, including California, New York,
Massachusetts, Maine, and New Jersey, required utilities to sign long-term contracts with
QFs at prices that eventually ended up being much higher than the utilities’ actual
marginal savings of not producing the power itself (avoided costs). As a result, many
utilities in these states entered into long-term purchase contracts at prices higher than those
available in the competitive wholesale markets. The costs of these QI contracts were
reflected in retail rates as cost pass-throughs. The experience added to the dissatisfaction
with retail rate regulation.

Before passage of PURPA, nonutility generation was confined primarily to commercial and
industrial facilities that generated heat and power for onsite use where it was advantageous to do
so. Although nonutility generation facilities were located across the country, development was
heavily concentrated geographically, with about two-thirds of such facilities located in California
and Texas. Nonutility generation development advanced in states where avoided costs were high
enough to attract interest and where natural gas supplies were available. Federal law largely
precluded electric utilities from constructing new natural gas plants during the decade following
enactment of PURPA, but nonutility generators faced no such restriction and quickly turned to
the new smaller gas turbines as the preferred generating technology.

The response to PURPA was dramatic. Annual QF filings at FERC rose from 29 applications
covering 704 MW in 1980 to 979 in 1986 totaling over 18,000 MW. From 1980 to 1990, FERC
received a total of 4,610 QF applications for a total of 86,612 MW of generating capacity.’®

Following PURPA, continued improvement in generating technology lowered costs and further
contributed to an influx of new entrants in wholesale markets. They could sell electric power

same fuel source, and small power producers, which use waste, renewable energy, or geothermal energy as a primary energy source. See Efd
1970-199] at 5.

*id a2d.
% Qrder No. 888, FERC Stats. & Regs. §31,036 a¢ 31,642

7 See Paul L. Joskow, Deregulation and Regulatory Reform in the U.S. Electric Pewer Sector, at 17 (February 16, 2000) (revised discussion draft
prepared for the Brookings-AEI Conference on Deregulation in Network Industries, Dec. 9-10, 1999) [hereinafter Joskow, Deregulation).

** CONG. RESEARCH SERV., COMM. ON ENERGY AND GOMMERCE, 1020 CONG., ELECTRICITY: A NEW REGULATORY ORDER? 92 (Comm. Print
1991).
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profitably with smaller scale generators, including renewable energy technologies and more
efficient, modular gas turbines.” Other nonutilities that could not meet QF criteria began
building new capacity to compete in bulk power markets to meet the needs of utilities.*® These
new entlities were known as merchant generators or independent power producers (IPPS).41 By
1991, nonutilities (QFs and IPPs) owned about 6 percent of the electric generating capacity and
produced about 9 percent of the total electricity generated in the United States.*? Nonutility
facilities accounted for one-fifth of all additions to generating capacity in the 1980s.
Beginning in the 1980s, FERC allowed many new utility and nonutility generators to sell
elec:f:ricitj,f4 ?t rates negotiated in wholesale markets, rather than established under cost-of-service
formuias.

In 1988, FERC solicited public comments on three notices of proposed rulemaking (NOPRs)
dealing with electricity pricing in wholesale transactions. These NOPRs addressed the following
issues: (1) competitive bidding for new power requirements; (2) treatment of independent power
producers; and (3) determination of avoided costs under PURPA.* These proposals would have
moved FERC towards greater use of a “non-traditional” market-based pricing approach in
ratemaking as opposed to the agency’s “traditional” cost-based approach. The NOPRs, however,
proved controversial, and efforts to establish formal rules or policies were abandoned. However,
the overall policy goals were still pursued on a case-by-case basis.

Between 1983 and 1991, FERC was asked to approve more than 30 non-traditional market-based
rate proposals. These proposals were brought by IPPs, power brokers/marketers, utility-affiliated
power producers, and traditional franchised utilities. FERC approved all but four.*® In
explaining its approach, FERC staff wrote: “The Commission has accepted non-traditional rates
where the seller or its affiliate lacked or had mitigated market power over the buyer, and there
was no potential abuse of affiliate relationships which might directly or indirectly influence the
market price and no potential abuse of reciprocal dealing between the buyer and seller.”* In
determining whether the seller could exercise market power over the buyer, FERC considered

** Order No. 888, FERC Stats. & Regs. 731,036 at 31,644,

“ Joskow, Deregulation at 19.

*' Order No. 888, FERC Stats. & Regs. 431,036 at 31,642.

S EI4 1970-1991 at vii.

B at27.

* See Order No. 888, FERC Stats. & Regs. 31,036 at 31,643,

S See Regulations Governing Bidding Programs, Notice of Proposed Rulemaking, 53 Fed. Reg. 9,324 (Mar. 22, 1988), FERC Stats. & Regs. §
32,455 (1988) (modified by 33 Fed. Reg. 16,882 (May 12, 1988)). This proposal would have adopied competitive bidding into the process of
acquiring and pricing power from QFs and would have largely abandoned the prior avoided cost purchase rates.

See Regulations Governing Independent Power Producers, Notice of Proposed Rulemaking, 53 Fed. Reg. 9,327 (Mar. 22, 1988), FERC Stats. &
Regs. 432,456 (1988) (modified by 53 Fed. Reg. 16882 (May 12, 1988)). This proposal would have relaxed rate review and regulation of
wholesale sales by independent power producers, and other public utilities that did not operate retail disiribution systems.

See Administrative Determination of Full Avoided Costs, Sales af Power to Qualifving Facilities, and Interconnection Facilities, Notice of
Propased Rulemaking, 33 Fed. Reg. 9,331 (Mar. 22 1988), FERC Stats. & Regs. § 32,457 (1988) (modified by 53 Fed. Reg. 16882 (May 12,
1988)). This proposal would have revised the elements used in making administrative determinations of avoided costs for rates for utilities®
PURPA QF purchases.

* learing on National Energy Security Act of 1991 (Title XV) Before the S. Comm. on Energy and Natural Resourees, 102d Cong, 97 {1991)
(statement of Cynthia A. Marlette, Associate General Counsel for Hydroeleetric and Electric, Federal Energy Regulatory Commission).

7 1d. at 100.
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whether the seller or its affiliates owned or controlled transmission that might prevent the buyer
from accessing other power sources. A seller with transmission control might be able to force
the buyer to purchase from the seller, thus limiting competition and significantly influencing
price. The FPA does not allow rates to reflect an exercise of such market power.*®

FERC recognized the potential for control of transmission to create market power and the
challenge such control created in moving to greater reliance on market-based rates. FERC staff
told Congress, “Because the Commission’s very premise of finding market-based rates just and
reasonable under the FPA is the absence or mitigation of market power, or the existence of a
workably competitive market, and because the FPA mandates that the Commission prevent
undue preference and undue discrimination, we believe the Commission is legally required to
prevent abuse of transmission control and affiliate or any other relationships which may
influence the price charged a ratv:ap::lyer."49

Despite these developments, two limitations at that time were perceived to discourage
competitive wholesale generation markets. First, IPPs and other generators of cheaper electric
power could not easily access the transmission grid to reach potential customers.>® Under the
FPA as then writlen, FERC had limited authority to order access. FERC would subsequently
find that "intervening" transmitting utilities would deny or limit transmission service to
competing suppliers of generation to protect demand for wholesale power supplied by their own
facilities.”’ Second, unlike QFs that enjoyed a statutory exemption under PURPA, IPPs were
subject to PUHCA 1935, which discouraged nonutilities from entering the generation business.>

3. The Energy Policy Act of 1992 and FERC Orders Nos. 838 and 889

EPAct 1992 amended the FPA and PUHCA 1935 to address what were then seen as the two
major limitations to the development of a competitive generation sector.

First, EPAct 1992 created a new category of power producers, called exempt wholesale
generators (EWGS).DS An EWG is an entity that directly, or indirectly through one or more
affiliates, owns or operates facilities dedicated exclusively to producing electric power for sale in
wholesale markets.” EWGs are exempted from PUHCA 1935 regulations, thus eliminating a

@y
*1d a 102.

* Order No. 888, FERC Stats. & Regs. 431,036 at 31,642-43.

' Joskow, Deregulation at 21. See Qeder No. 888, FERC Stats. & Regs. § 31,036 at 31,644.

! Joskow, Deregulation m 23, Under PUTHLCA 1935, these public wility holding companies that did not qualify for an exemption were subject:to
extensive regulation of their financial activities and operations. These regulations limited the availability of exemptions and the growth and
expansion of electric ulility companies. PUHCA 1935 restricted utifity operations to a single integrated public-utility system and prevented
utility holding companies from owning other businesses that were not reasonably incidental or functionally related to the utility business.
Further, registered holding companies had to obtain Securities and Exchange Commission. (SEC) approval for the sale and issuance of securities,
for transactions among their affiliztes and subsidiaries and for services, sales, and construction contracts, and they were required to file exiensive
financial reports with the SEC.

Although PUHCA 1935 provided for limiled exemptions, it was long criticized as discouraging new investment in the electric utility industry by
nonutility entitics. Mergers and acquisitions of utilitics subject to PUHCA 1935 have targely been by other domestic and foreign utilities.
Investment by entities outside the industry has been limited, as these entities avoid the extensive regulations imposed by PUIICA 1935.

** Order No. 888, FERC Stats. & Regs. 131,036 at 31,645.

 Joskow, Deregulntion a1 24.

23



major barrier for utility-affiliated and nonaffiliated power producers that wanted to build or
acquire new non-rate-based power plants to sell electricity at wholesale.>

Second, EPAct 1992 expanded FERC’s authority to order transmitting utilities to provide
transmission service for wholesale power sales to any electric utility, federal power marketing
agency, or any person generating electric energy.*® It provided for orders to be issued on a case-
by-case basis following a hearing if certain protective conditions were met. Although FERC
implemented this new mandatory wheeling authority, it ultimately concluded that procedural
limitations restricted its reach and a broader remedy was needed to eliminate pervasive undue
discrimination in transmission service that hindered competition in wholesale markets.

In April 1996, FERC adopted Order No. 888 in exercise of its statutory obligation under the FPA
to remedy undue transmission discrimination. The goal was to ensure that transmission owners
do not use their transmission factlity monopoly to unduly discriminate against IPPs and other
sellers of electric power in wholesale markets. In Order No. 888, FERC found that undue
discrimination and anti-competitive practices existed in transmission service provided by public
utilities in interstate commerce. FERC determined that non-discriminatory open access
transmission service was an appropriate remedy and one of the most critical components.of a
successful transition to competitive wholesale electricity markets. Accordingly, FERC required
all public utilities that own, control or operate facilities used for transmitting electric energy in
interstate commerce to file open access transmission tariffs (OATTs) containing certain non-
price terms and conditions. They also were required to “functionally unbundle” wholesale power
services from transmission services.”” This meant that a public utility was required to: (1) take
wholesale transmission services under the same tariff of general applicability as it offered its
customers; (2) define separate rates for wholesale generation, transmission and ancillary
services; and (3) rely on the same electronic information network that its transmission customers
rely on to obtain information about the utility’s transmission system. >

Concurrent with Order No. 888, FERC issued Order No. 889°” that imposed standards of
conduct governing communications between a utility’s transmission and wholesale power
functions to prevent the utility from giving its power marketing arm preferential access to
transmission.information. Order No. 889 requires each public utility that owns, controls, or
operates facilities used for the transmission of electric energy in interstate commerce to create or
patticipate in an Open Access Same-Time Information System (OASIS). OASIS must provide
information regarding available transmission capacity, prices, and other information that will

5 See E14 1970-1991 a1 30; Joskow, Deregulation at 23.
% Pub. .. No. 102-486, §§ 721-26, 106 Stat. 2776 {1992).
# Order No. 888, FERC Suats. & Regs. §31,036,a1 7 31,654.

8 Id. Order No. 888 also clarified FERC's interpretation of the federal/state jurisdictiona! boundaries over transmission and local distribution.
While it reaffirmed that FERC has exclusive jurisdiction over the rates, terms, and conditions of unbundled retail transmission in interstate
commerce by public utilities, it nevertheless recognized the legitimate concerns of state regulatory authorities for the development of competition
within their states. FERC therefore declined to extend its unbundling requirement to the transmission component of bundled retail sales and
reserved judgment on whether its jurisdiction extends to such transactions. The United States Supreme Court affirmed this element of Order No.
888. New York v. FERC, 535 U.S. 1(2002).

* Open Access Same-Time Information System (Formerly Real-Time Information Networks) and Standards of Conduct, Qrder No. 889, 61 Fed.
Reg. 21,737 (May 10, 1990), FERC Stats. & Regs. 131,035 at 31,583 (1996), order on rek's, Order No. 889-A, FERC Siats. & Regs. ¥ 31,049
(1997), order on.rek'g, Order No. 8§9-B, 81 FERC 61,253 (1997).
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enable tgansmrssmn customers to obtain open access to non-discriminatory transmission
service.

In Order No. 888, FERC also encouraged grid regionalization through the formation of
independent system operators (ISOs). Participating utilities would voluntarily transfer operating
control of their transmission facilities to the ISO to ensure independent operation of the
transmission grid.®! The expectation was that [SO regional control would lead to improved
coordination, reliability, and efficient operation.”” However, ISO participation was voluntary
and was not embraced in all regions.® Together, Order Nos. 888 and 889 serve as the primary
federal regulatory foundation for providing nondiscriminatory transmission service and
iriformation about the availability of transmission service.®

4. Retail Electricity Competition and State Electric Restructuring Initiatives

In the early 1990s, several states with high electricity prices began exploring opening retail
electric service to competition. While customers would choose their supplier, the delivery of
electricity would still be done by the local distribution utility. Retail competition was expected
to result in lower retail prices, innovative services and pricing options, It also was expected to
shift the risks of new generation construction from ratepayers to competitive market providers.
The substantial rate disparity among and between utilities in different states spurred state interest
in retail competition. For example, in 1998, customers in New York paid more than two and
one-half times the rates paid by customers in Kentucky. Rates in California were well over twice
the rates in V\/:«.\shinglon.65 Some of this disparity can be attributed to different natural resource
endowments across regions, such as the availability of hydroelectric resources in the Northwest
and of abundant coal reserves in Kentucky and Wyoming- which were reflected in the low cost
of electricity in these states. In contrast, in more urban states without these resources, utilities
invested heavily in large, new nuclear and coal plants, which often turned out to be more
expensive than anticipated, adding to retail rates. Some utilities in high-cost states also had
entered into long-term PURPA contracts that subsequently resulted in higher prices than in the
wholesale power market.®® These QF contract costs were ultimately reflected in the regulated
retail rates.’

Many large industrial customers viewed these rate disparities among states as a competitive
disadvantage and looked to retail competition as a way to secure lower cost electricity supplies.
Many industrial customers had long objected that they subsidized lower rates for residential
customers under state regulated rates. For example, a survey by the Electricity Consumers
Resource Council in 1986 contended that industrial electricity consumers paid more than $2.5

® Joskow, Deregulation at 29,

Y E14 2000 Update at 66.

€ 14, at 66, 68, 80.

“ id. at 67.

4 Joskow, Deregulation a1 27-28.
5 £14 2000 Update at ix.

 See discussion fnfFa, Bax 1-1.

 Joskow, Deregulation-al 19.
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billion annually in subsidies to other electricity customers (e.g., commercial and residential
customers). %8 It was presumed that allowing industrial customers to choose a new supplier
would avoid these subsidies, thereby resulting in lower electricity prices for such customers.

Thus, it was not surprising that many states adopting plans to restructure retail electric service
were those with higher prices.”” (Figure 4-1 in Chapter 4 shows average retail electricity prices
in 1995.) States with high electricity rates, such as California and those in New England and the
mid-Atlantic region, were among the most aggressive in adopting retail competition and
restructuring electric service in the hope of lowering retail rates. As of 2004, the disparity in
retail prices among the states persisted, as illustrated in Figure 1-1, below.

Figure 1-1. U.S. Electric Power Industry, Average Retail Price of Electricity by State, 2004
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Most states considered the merits and implications of competition and industry restructuring, but
not all adopted retail competition plans. As of July 2000, 24 states and the District of Columbia
had enacted legislation or passed regulatory orders to restructure their electric power industries.
Two states had legislation or regulatory orders pending, while 16 states had ongoing legislative
or regulatory investigations. Only eight states did not formally initiate restructuring studies.”

8 Electricity Consumers Resource Council, FProfiles in Electricity Issues: Cost-of-Service Survey (Mar. 1986).
® Eid 2000 Updare a1 43,
™ Id, a1 81-82,
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The meltdown of California’s electricity markets and the ensuing Western Energy market crisis
0f 2000-2001 are widely perceived to have halted interest by states in restructuring retail
markets. Since 2000, no additional states have announced plans to implement retail competition
programs, and several states that had introduced such programs have delayed, scaled back, or
repealed their programs entirely (see Figure 1-2 below).”"

In 2006, retail customers in 30 states continue to receive service almost exclusively under a
traditional regulated monopoly utility service franchise. These states include 44 percent of all
U.S. retail customers, representing 49 percent of electricity demand. However, 20 states and the
District of Columbia have state restructuring plans in force that allow competitive retail
providers to provide service to some if not all retail customers at prices set in the market.

State retail restructuring plans often involved divestiture of generating assets by local vertically
integrated utilities. As a result, the distribution utilities that sell electricity to retail customers
must procure power from wholesale markets under long- or short-term bilateral contracts and
from wholesale spot markets. These jurisdictions include many of the most populous states,
accounting for over half of all retail customers and loads. With some exceptions, relail
competition has been slow to develop in many of these states, particularly for residential
customers. Without a competitive provider option, most customers continue service under
regulated “provider of last resort” (POLR) rates. In some states, freezes and caps on POLR rates
approved by state regulators under retail restructuring cases are expiring, and POLR rates are
being revised sharply upward to reflect higher market-based wholesale electricity costs. State
experience with electric competition and related issues is discussed in Chapter 4, Retail
Competition, and in Appendix D.

™ Paul L. Joskow, Markets for Power in the United States: An Interim Assessment, ENERGY [. 2 (forthcoming 2006), available ar
hupiifstoft.com/metaPage/tib/Joskow-2006-power-market-assessment.pdf [ hereinafter Joskow, furerim Assessment).
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Figure 1-2. Status of State Electric Industry Restructuring Activity and Retail
Competition, July 2006
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Note: Nevada repealed its retail choice legislation in 2001. It subsequently enacted legislation-allowing siate regulators 1o approve requests from
very lareg C&I customers to progure electricity from altemative suppliers if the contract is found to be in the public interest.

Source: Task Force Comments and EIA, Status of State Eleciricity Industry Restructuring Activity 2003, February 2003, available at
htip:/fwww.ein.doe.govienealielectricity/chg_strirestructure.pdf.

5. The Western Energy Market Crisis 2000-2001,

California opened its retail markets to competition and started spot markets for wholesale
electricity in 1998. In response to the state plan, the three major investor-owned utilities
divested most of their non-nuclear generation and tumed over operation of transmission facilities
to the new California Independent System Operator (CAISO). The 10Us were required to sell
into and purchase power through the new California Power Exchange (CalPX) and the CAISO.
Retail rates were reduced but remained well above the national average. Rates were then frozen
until the utilities recovered their stranded costs. At that point, competitive markets were
expected to drive prices lower. San Diego Gas and Electric (SDG&E) fully recovered its
stranded costs by summer of 1999, and its retail rates were then allowed to reflect the utility’s
cost of obtaining power in the wholesale markets. Retail rates for the other two major utilities
remained frozen.

In late May 2000, the CAISO called its first Stage 2 power alert as system reserves fell below 5
percent. PX prices that had averaged about $27 per MWh in April spiked to over $50 in May
and continued upwards, eventually reaching a high of $450 per MWh in January 2001, These
higher prices were quickly passed through in San Diego, where average customer bills tripled by
mid-summer. California’s other major utilities, Pacific Gas and Electric (PG&E) and Southern
California Edison (SCE), were forced to pay the unexpectedly higher PX wholesale prices, but
could not pass increases on to retail customers as they were still under a rate freeze.

28



Price spikes were not California’s only problems. On June 14, 2000, the CAISO imposed rolling
blackouts in PG&E's San Francisco service area because of shortages attributed to the
maintenance shutdown of several generating plants. These were the first of many power
emergencies and blackouts affecting the state that did not end until July 2001.

Responding to public concern, the California Public Utilities Commission, the state’s attorney
general, and FERC all launched investigations. On August 2, 2000, SDG&E filed a complaint at
FERC against all sellers in the PX and ISO markets and asked for a price cap of $250.”% FERC
opened a formal investigation of wholesale pricing in California and the West in general. A
preliminary FERC staff report in November 2000 found that the market rules and structure were
“seriously flawed” and, coupled with supply and demand imbalance, could result in rates that
were not “just and reasonable.”” The staff report concluded that the state’s market structure
created the potential for abuse of market power when supplies were tight. FERC proposed
interim emergency remedies that were instituted in December 2000.7

As the state’s market problems continued and spread, price spikes affected electricity pricing
hubs and utilities across the West, including states that had not adopted retail competition and
that were not included in the CAISO. The region’s increased power costs were estimated in the
tens of billions and led to retail rate increases in many Western states.”” California declared
multiple power emergencies in December 2000, followed by blackouts in January and March
2001. High wholesale market prices that utilities were not allowed to recover through retail rates
threatened the solvency of the state’s three major [QUs. California sought to end the
procurement difficulties faced by [OUs in the state by entering into long-term contracts to secure
power on behalf of the utilities and to preserve service to retail customers. Contract prices were
set at some of the highest prices prevailing over this period.”® As a condition of assuming
responsibility for power procurement, the state suspended retail competition for all but large
customers that already had contracts with competitive suppliers. In April, PG&E’s retail electric
utility subsidiary, one of the largest in the nation, filed for bankruptcy protection, later joined by
a number of wholesale seller-creditors, because the financially distressed distribution utilities did
not make timely payments to these generators. Power prices did not return to “normal” ranges
until fall of 2001.

Over this period, FERC issued a number of orders setting and lowering price caps, establishing
market monitoring requirements, and opening an investigation of possible market manipulation
in the run-up of natural gas prices in the West. State, federal, and private investigations

ultimately uncovered a number of market abuses and regulatory gaps.” Many FERC and other

* Federal Encrgy Regulatory Commission, The Western Energy Crisis, the Envon Bankruptey, and FERC's Response, available at
hitpetoeww. fere.goviindustries/e lectric/indus-act/wec/chronichronology pdf.

pr I
4 Id

™ Far exarple, the ldaho PUC commented that the pass-through power cost adjustment poriion of retail rates increased between 30 to 50 percent
as a direct result of the impacts of the Western energy crisis. [daho PUC comments.

* See discussion infra, Box 4-3,

! See, e.g., California Attorney General, Energy White Paper: A Law Enforcement Perspective on the California Energy Crisis,
Recommendations for Improving Enforcement and Protecting Consumers in Deregulated Energy Markets (April 2004), available at
hitp:ffag.ca.govipublications/energywhitepaper.pdf [hercinafter Cal. Aty Gen. White Paper]; Federal Energy Regulatory Commission, Final
Report on-Price Manipulation in Western Energy Markets: Fact Finding Investigation of Potential Manipulation of Electric and Naturaf Gas
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proceedings arising out of the dysfunctional California markets continue today.” A number of
energy traders eventually faced criminal charges. The 2000-2001 Western Energy Crisis had
wide repercussions as other regions adapted their market rules and structures to avoid the
problems encountered in the West.

6. Development of Regional Transmission Organizations and Regional Wholesale Markets

After issuing Order Nos. 888 and 889, FERC continued to receive complaints about transmission
owners discriminating against independent generating companies. Transmission customers
remained concerned that implementation of functional unbundling did not produce complete
separation between operating the transmission system and marketing and selling electric power
in wholesale markets. There were also concerns that Order No. 888 made some discriminatory
behavior in transmission access more subtle and difficult to identify and document.

Afier FERC issued Order Nos. 888 and 889, the electric industry continued to evolve in response
to competitive pressures and state retail restructuring initiatives. Ultilities today purchase more
wholesale power to meet load than in the past and are relying more on availability of other utility
transmission facilities to deliver power, Retail competition increased significantly, and state
initiatives brought about the divestiture of generation plants by traditional electric utilities. In
addition, there were a number of mergers among traditional electric utilities and among electric
utilities and gas pipeline companies. The number of power marketers and independent
generation developers increased dramatically, and ISOs were established to manage large parts
of the transmission system. Trade in wholesale power markets has increased significantly, and
the nation's transmission grid is now used more heavily and in new ways.

In December 1999, responding to continuing complaints of discrimination and lack of
transmission availability, FERC issued Order No. 2000.” This order recognized that Order No.
888 set up the {oundation for competitive electric markets, but did not eliminate the potential to
engage in undue discrimination and preference in providing transmission service.* FERC
concluded that regional transmission organizations (RTOs) could eliminate transmission rate
pancaking,®' increase region-wide reliability, and eliminate any residual discrimination in
transmission services where operation of the transmission system remains in the control of a
vertically integrated utility. Accordingly, FERC encouraged voluntary formation of RTOs.

Prices, Docket No. PA02-2-000 {March 26, 2003); U.S. General Accounting Office, Restructured Electricity Markets, Colifornia Market Design
Enabled Exercise of Market Power (June 2002), available at hup://www.gao.govinew.items/d02828.pdf; Lockyer v. FERC, 383 F.3d 1006 {%th
Cir., 2004); U.S. Senate, Committee on Governmental Affairs, Committee Staff Investigation of the Federal Energy Regulatory Commission's
Oversighy of Enron Corp (November 2002), availeble at hup:#hsgac.senate.gav/_tiles/L| 1202 ferememo.pdf.

™ For more on FERC-proceedings, see the FERC webpage, “Addressing the 2000-200 1 Western Energy Crisis,” at
http:/fwww.ferc.gov/industries/electric/indus-act/wec.asp.

” Regional Transmission Organizations, Order No. 2000, FERC Stats. & Regs. 1 31,089, 65 Fed. Reg. 809 (Jan. 6, 2000), order on reh’g, Order
No. 2000-A, FERC Stats, & Regs. 131,092, 65 Fed. Reg. 12,088 (March 8, 2000), aff'd, Public Utility Diserict No. | v. FERC, 272 T.3d 607
(D.C. Cir. 2001) [hereinafter Order No. 2000).

& In Order No. 2000, FERC found that “opportunities for undue discrimination continue to exist thas may not be remedied adequately by [the]
functional unbundling [remedy of Order No. 888].” Order No. 2000, FERC Stats. & Regs. § 31,089 at 31,105.

* The term “rate pancaking™ refers to circumstances in which a transmission customer must pay separate access charges for each utility service
territory crossed by the customer's contract path.
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RTOs are entities set up in response to FERC Order Nos. 888 and 2000 encouraging utilities to
voluntarily enter into arrangements to operate and plan regional transmission systems on a
nondiscriminatory open access basis. RTOs are independent entities that control and operate
regional electric transmission grids for the purpose of promoting efficiency and reliability in the
operation and planning of the transmission grid and for ensuring non-discrimination in the
provision of electric transmission services. RTQOs currently do not own transmission, ¥

FERC has approved RTOs or ISOs in several regions including the Northeast (PJM, New York
[SO, ISO-New England), California, the Midwest (MISO) and the Southwest (SPP), as shown in
Figure 1-3 below. By the end of 2004, regions accounting for 68 percent of all economic activity
in the United States had chosen the RTO 0pti0n.83 In 2004 and 2005, the PIM RTO grid
expanded substantially to include several additional service territories in the Midwest. In 2004,
the territories served by Commonwealth Edison (ComEd), American Electric Power (AEP), and
Dayton Power and Light joined PJM. The expansion continued in 2005 with the addition of
Duguesne Light and Dominion Resources. PJM now covers about 18 percent of total electricity
consumption in the United States and includes utility service territories in the Mid-Atlantic,
Midwest, and parts of the Southeast.®*

In most cases, RTOs have assumed responsibility to calculate the amount of available transfer
capability (ATC) for wholesale trades for member systems across the footprint of the RTO.
RTOs.also are responsible for coordinating regional planning, at least for facilities necessary for
reliability above a certain voltage. As of 2004, all RTOs coordinate dispatch of generators in
their systems and provide transmission services under a single RTO open access tariff. In
addition to operating the regional transmission grid, RTOs operate regional organized energy
markets, including a short-term market which prices energy, congestion, and losses. RTOs in the
East offer day-ahead and real-time markets, while California and Texas offer real-time markets
alone, All current RTOs use or plan to use some form of locational pricing to manage
transmission congestion and have independent market monitors that assess and report on market
activities.* RTOs and regional wholesale markets are described in more detail in Chapter 3.

* Although RTOs do not now own transmission facifities, they are not precluded by regulation from doing so. FERC’s Qrder No. 2000 allows
RTOs that are independent iranscos — ransmission-owning RTOs that do not own or operate generation and are not affiliated with generation
owners or operators. Order No. 2000, FERC Stats. & Regs. 1 31,089 a1 31,036-37.

* Federal Energy Regulatory Commissian, Office of Market Oversight and Investigations, State af the Markets Report: An Assessmen! of Energy
Markets in the United States in 2004, at 51 {2005) [hereinafler FERC State of the Markets Report 2004), availabie at
http:/fwww.fere.gov/legal/stafT-repons.asp.

B fd. a1 53.
* fd. at 52,
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Figure 1-3. RTO Configurations in 2006
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Note: The above map shows the general location of approved RTOs. Not all transmitting utilities within the shaded area of an RTO are
necessarily members of the RTO and some RTO members are not shown in this map.

Source: FERC RTO Regional Map, 2006, created using Plais POWERmap, available ar hup:/iwww ferc.gov/industies/electric/indus-
acuTto/ito-map.asp

The RTO model and regional organized wholesale markets have been voluntarily adopted by
utilities and market participants in the Northeast, Mid-Atlantic, California, and parts of the
Midwest and Southwest. Some states required RTO participation as part of restructuring under
the state retail competition plan. RTQ members include utilities in states that have not adopted
retail competition. State regulators often serve on RTO advisory bodies and have been active in
FERC proceedings involving RTOs. Although RTOs enjoy broad participation by utilities and
competitive power suppliers, some commeits filed with the Task Force® raised concerns over
perceived high costs of RTO implementation and operations and oversight of RTO markets.

In other regions, including most of the Southeast, the West outside of California, and other parts
of the Midwest, RTOs have been considered, but formation has stalled. State regulators and
utilities in these regions have found it difficult to assess the potential benefits and costs of
establishing RTOs. They have been reluctant to create new institutional arrangements that could
diminish local control over transmission facilities and could impose additional costs on retail
customers.

% See, £.g., APPA comments (2); NRECA comments (2); Alliance of State Leaders Protecting Electricity Consumers comments (2); Wisconsin
Load Serving Entities comments {2); Progress and Santee Cooper commenis (2).
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7. August 2003 Blackout

On August 14, 2003, an electrical outage in Ohio precipitated a cascading blackout across seven
other states and as far north as Ontario, Canada, leaving more than 50 million people without
power.87 The August 2003 blackout was the largest in United States history, leaving some parts
of the nation without power for up to four days and costing between $4 billion and $10 billion.®
It affected large portions of the Midwest and Northeast United States and Ontario and an
estimated 61,800 MWs of load. It was the eighth major blackout in North America since the
1965 Northeast Blackout. A Joint U.S.-Canada Power System Outage Task Force issued a final
Blackout Report in April 2004. The report identified factors that were common to some of the
eight major outages from 1965 through the 2003, as shown below:

(1) conductor contact with trees; (2) overestimation of dynamic reactive output of
system generators; (3) inability of system operators or coordinators to visualize
events on the entire system; (4) failure to ensure that system operation was within
safe limits; (5) lack of coordination on systern protection; (6) ineffective
communication; (7) lack of “safety nets;” and (8) inadequate training of operating
personnel.89

In addition to the Joint Study, affected states and NERC™ carried out their own investigations.

8. The Energy Policy Act of 2005

In August 2005, Congress passed EPAct 2005, which amended the core statutes (FPA, PURPA,
PUHCA 1935) governing the electric power industry. Among the notabie provisions of EPAct
2005 are the following:

% Reliability: Section 1211 authorizes FERC to certify an Electric Reliability Organization
to propose and enforce reliability standards for the bulk power system. EPAct 2005
authorized penalties for violation of these mandatory standards.

% Transmission Siting. Section 1221 requires the Secretary of Energy to conduct a study of
electricity congestion within one year of the enactment of EPAct 2005 and every three
years thereafter. It authorizes the Secretary of Energy to designate certain areas
experiencing congestion as “National Interest Electric Transmission Corridors” based on
these studies. In certain limited circumstances, FERC is authorized to approve
construction permits for transmission facilities in designated corridors when states either
lack such authority, or withhold approval for more than one year after filing of an
application or corridor designation. Proponents of this new federal authority argue that it

1.8, Canada Power System Outage Task Force, Final Report on the August 14, 2003 Blackout in the United States and Canada: Causes and
Recommendations (April 2004), a1 1.

* fd. In contrast, the November 1965 Northeast Blackout resulted in the loss of aver 20,000 MWs of load and affected 20 mitlion people.
¥ 1d at 107.

*° See, e.g., New York State Public Service Commission, N¥YPSC Staff Second Report on the August 13-14. 2003 Blackowt (November 2005),
available at hup:/fwww.dps.state.ny.us. Also, see the NERC blackout website materials, avaifable ar hip:/iwww.nerc.com/~filez/blackout.html,
and the reports of the Michigan Public Service Commission, avaifable at http:www.michigan.gov/mpsc.
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will facilitate construction of new transmission and help alleviate transmission congestion
that can impair competition in electric markets.

% Transmission Investment Incentives: Section 1241 requires FERC to establish incentive-
based rate treatments for public utilities’ transmission infrastructure to promote capital
investment in transmission infrastructure, attract new investment with an attractive return
on equity, encourage improvement in transmission technology, and allow for recovery of
prudently incurred costs related to reliability and improved transmission infrastructure.
Proponents contend this will encourage the expansion of transmission capacity and, thus,
help foster greater competition in electric markets.

% PURPA Reform: Section 1253 permits FERC to terminate, prospectively, the obligation
of electric utilities to buy power from QFs, such as industrial cogenerators. FERC may
do so when the QFs in the relevant area have adequate opportunities to make competitive
sales, as defined by EPAct 2005. The premise is that growth in competitive opportunities
in electric markets negates the need for PURPA’s “forced sale” requirements.

s PUHCA 1935 Repeal: Title XVII, subtitle F repeals PUHCA 1935 and replaces it with
new PUHCA 2005. It provides FERC and state access to books and records of holding
companies and their members. It also provides that certain holding companies or states
may obtain FERC-authorized cost allocations for non-power goods or services provided
by an associate company to public utility members in the holding company. PUHCA
2005 also contains a mandatory exemption from the federai books and records access
provisions for entities that are holding companies solely with respect to EWGs, QFs or
foreign utility companies. The goal is to reduce legal obstacles to investment in the
electric utility industry and, thereby, help facilitate the construction of adequate
infrastructure.

C. Recent Trends Related to Competition in the Electric Energy Industry

This section discusses several more recent electric industry policy developments and
characteristics.

1. Increases in Generation and Growth of Nonutility Generation Suppliers

Electric power industry restructuring has been sustained largely by technological improvements
in gas turbines. It is no longer necessary to build a larger generating plant to gain operating
efficiencies. Combined-cycle gas turbines reach maximum efficiency at 400 MW, while aero-
derivative gas turbines can be efficient at sizes as low as 10 MW. These new gas-fired combined
cycle plants can be more energy efficient and less costly than the older oil and gas-fired plants.”’
Because of their smaller footprint and low emissions, gas turbine generators can often be located
close to load, avoiding the need for additional transmission. Coupled with greater transmission
access as a result of Order No. 888, it became feasible for generating plants hundreds of miles
apart to compete with each other, giving customers more choices in electricity suppliers.*

' ElA 2000 Update av ix. The size of the cost improvements depends on the underlying fuel prices.
1 !{1‘
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The market participation of utilities and other generation suppliers began changing in response to
increases in energy costs in the 1970-1990s and the passage of PURPA, which facilitated entry
of nonutility QFs as energy-efficient, environmentally-friendly, alternative sources of electric
power. The change continued through Order No. 888, which opened up the transmission grid to
-competing wholesale electricily suppliers.” Until the early 1980s, electric utilities’ share of
electric power production increased steadily, reaching 97 percent in 1979.94_ By 1991, however,
the trend had reversed itself, and the utilities’ share declined to 91 percent.” By 2004, regulated
electric utilities' share of total generation continued to decline (63.1 percent in 2004 versus 63.4
percent in 2003) as nonutilities’ share increased (28.2 percent versus 27.4 percent in 2003).96

This trend is illustrated by comparing increases in capacity additions for utility and nonutility
generation suppliers, as shown in Figure 1-4 below. While most of the existing capacity and
most of the additions to capacity through the late 1980s were built by electric utilities, their share
of capacity additions declined in the 1990s. Between 1996 and 2004, roughly 74 percent of
electricity capacity additions were made by nonutility power producers.

Figure 1-4. Utility and Nonutility Generation Capacity Additions, 1995-2004
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Source: FERC analysis of Platts PowerDat data.

However, the pattern of merchant generation investment outpacing utility investment may be
shifting. Traditional regulated utilities, including public power and cooperative utilities,

3 1d. a1 23.
S ELL 1970-1991 at vii,
95 fd

% U.S. Depanment of Encrgy, Energy Information Administration, Electric Power Annual 2004, at 2 (November 2005), available at
hup:fwww.cia.doe.govicneafelectricity/epa/epa.pdf [hereinafier El4 Electric Power Annual 2004).
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accounted for about 60 percent of capacity additions from 2005 through May 2006. In
California, six new power plants began operations, including four owned by public utilities and
two owned by 10Us.”’

2, Transmission Investment

Despite these increased investments in new generation, the Edison Electric Institute (EEI) reports
that IOU investment in transmission declined from 1975 through 1999. See Figure 1-5. Over
that period, electricity demand more than doubled, resulting in a significant decrease in
transmission capacity relative to demand. Box 1-2 suggests reasons for this trend. Since 1999,
according to EEI surveys, fransmission investment has increased annually. From 1999 to 2003,
IOU investment increased 12 percent annuaily.98 For 2004 to 2008, 10Us expect to invest about
$28 billion in transmission, an almost 60 percent increase over the prior five-year period.

Figure 1-5. Transmission Construction Expenditures by Investor-Owned Utilities, Actual
and Projected, 1975-2009
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* APPA comments {2).

** Edison Electric Institute, EEf Survey of Transmission Investment: Historical and Planned Capital Expenditeres, at 1 {May 2005).
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Box 1-2
Decline in Transmission Investment

Transmission is the physical link between electricity supply and demand, Without
adequate transmission capacity, wholesale competition cannot function effectively.

Some reasons suggested for the decline in transmission investment between 1975 and
1997 (see Figure 1-5) are a decline in investment in large base-load generating plants
requiring associated new large transmission additions, an overbuilt system prior to 1975,
lack of available capital due to other investment activities by vertically integrated
utilities, the protection of vertically integrated utility generation from competition, and
regulatory uncertainty over recovery of new transmission investment.

Another explanation for the decline in investment is the difficulty of siting new
transmission lines. Siting can bring long delays and negative publicity. Local opposition
can be significant. Also, some states may require a showing of benefits to the state for
approval of a transmission line. This creates challenges for interstate transmission
facilities proposed to primarily benefit interstate commetce.

3. Retail Prices of Residential Flectricity

As seen in Figure 1-6 below, between 1970 and 19835, national average residential electricity
prices more than tripled in nominal terms and increased by 25 percent in real terms (adjusting for
inflation).” U.S. real retail electricity prices began to fall after the mid-1980s until 2000-2001
as fossil fuel prices and interest rates declined and inflation moderated significantly.'”® Real
retail prices stayed flat through 2004, but have begun to increase in all regions reflecting higher
fuel prices and operating costs.

According to the latest information from EIA, residential electric prices in 2005 averaged 9.43
cents per kilowatthour (kWh), an increase of about 5 percent from 2004. Retail electric prices
continue to increase, and the national average price for residential customers in April 2006 was
10.31 cents per kWh, up 12 percent from a year earlier. "' These increases reflect substantially
higher fuel and purchased power costs.'"

* Order No. 388, FERC Stats. & Regs. 31,036 at 31,640,
Y9 Jogkow, Difficult Transition a 7.

™ 5. Department of Energy, Encrgy Information Adminiswration, Electric Power AMonthly, Table 5.3 (July 2006), available at
hup://www.eia.doe.gov/eneafielectricity/epm/epm_sum. himil.

192 According to an analysis for EE1, “Fuel and purchased power costs have risen substantially and are by far the largest cause of recent electricity
price increases. On an industry-wide basis, these account for roughly 95 percent of increases in total operations and maintenance (O&M) costs
experignced by electric utilities in the last five years.” Peter Fox-Penner, et al., Behind the Risc in Prices: Electricity Price Increases Are
Occurring Across the Country, Among all types of Electricity Providers. Why?, ELEC. PERSPECTIVES 53 (July/Augus: 2006).
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Figure 1-6. National Average Retail Prices of Electricity for Residential Customers, 1960-
2005
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Source: EIA, Annual Energy Review 2004, Table 8.10 Average Reiail Prices of Electricity, 1960-2004, and ELA, Monthly Energy Review, July
2006, Table 5-3.

4, Changing Patterns of Fuel Use for Generation — Reaction to Increased Qil Prices and
Clean-Air Environmental Regulations

For many years, coal was the fuel most commonly used to generate electricity, providing 46
percent of utilities’ generation in 1970 and more than 50 percent since 1980, As world oil prices
escalated in the 1970s, oil-fired and gasoline-fired generation’s share of electricity supply began
decreasing and utilities’ use of oil and gas for new generation was restricted by federal law.

Hydroelectric power also has played a large role in the supply of electric power, but its share has
declined relative to other major fuels mainly because there are a limited number of suitable sites
for hydroelectric projects. Nuclear power emerged as the second largest fuel source in 1991 but
was not expeciled to increase. '

" EIA 1970-1991 at 20.
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For nonutilities, natural gas has been the major fuel for new plant additions.'® Indeed, in recent

years, new capacity additions reflect the prevalence of natural gas. 195 As shown in Figure 1-7,
recent plant additions illustrate this change. The Clean Air Act Amendments of 1990 (CAA) and
state clean air requirements also contributed to increased use of natural gas. The CAA sought to
address the most widespread and persistent pollution problems caused by hydrocarbons and
nitrogen oxides, both of which are prevalent with traditional coal and petroleum-based
generation. The CAA fundamentally changed the generation business because emission of air
pollutants would no longer be cost-free. As a result, many generation owners and new plant
developers turned to cleaner-burning natural gas as the fuel source for new generation plants.
Califomial}(}?s depended heavily on gas-fired generation because of its specific air quality
standards.

Figure 1-7. Natural Gas Plants Dominate New Generating Unit Additions
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"™ During the 1990s, with nawral gas prices at an all time low and availability of efficient, modular gas turbines, many ronultilities built natural-
gas gencration facilities to enter wholesale markets. Today, as a result of restructuring-related asset sales and divestitures, nonutilities own and
operate a broad mix of nuclear, coal, natural- gas and renewable generation facilitics that supply wholesale markets. Natural-gas-fired generating
capacity was 57 percent of nonutility generating capacity in 2004. According (0 EPSA, based on EIA data, 36 percent of electricity produced by
competitive gencrators was coal-fired, 30 percent natural pas, 24 percent nuclear, 6 percent hydroclectric and other renewables, and four percent
oil-fired. EPSA commenis (2).

% £14 Electric Power Annual 2004 a1 2.

1% Federal Energy Regulatory Commission, The Western Energy Crisis, The Enron Bankruptcy, & FERC's Response, at |, available at
hitp://www. ferc.gov/industries/eleciric/indus-acv'wec/chron/chronology.pd!l.
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The result of these plant additions through December 2005 is that 49.9 percent of the nation's
electric power was generated at coal-fired plants (Figure [-8). Nuclear plants contributed 19.3
percent; 18.6 percent was generated by natural gas-fired plants, and 2.5 percent was generated at
petroleum liquid-fired plants. Conventional hydroelectric power provided 6.6 percent of the total,
while other renewables (primarily biomass, but also geothermal, solar, and wind) and other
miscellaneous energy sources generated the remaining electric power.

Figure 1-8. Net Generation Shares by Energy Source: Total (All Sectors),
January-December 2005
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Source: EIA, Electric Power Monthly, July 2006, Table 1-1.

The trend toward gas-fueled capacity additions may be changing. There is renewed interest in
coal-fired generation as reflected in utilities’ and nonutilities’ announcements of new coal plant
construction projects. Two major reasons may explain coal’s resurgence: (1) the relative price
of natural gas compared to coal has increased substantially and (2) the cost of environmental
equipment for coal plants, such as scrubbers, has decreased. “Qver the past decade, many
merchant combined-cycle gas-fired units were built on the assumption that natural gas would be
relatively inexpensive and that cleaning technology for coal plants would drive the price of coal
plants significantly higher. Sharp increases in natural gas prices in recent years have challenged
these assumptions.” DOE’s EIA estimated that 573 MWs of new coal generation would be
added nationally in 2005, which compares with an estimate of 15,216 MWs of gas-fired
additions for the same year. For 2009, however, predicted trends shift; the EIA projects that
8,122 MWs of new coal generation will be added that year, whereas only 5,451 MWs of gas-
fired generation additions are predicted.'”’ DOE predicts a resurgence of coal-fired generation
as far into the future as 2025.'%

7 See EIA Electric Power Annual 2004 a1 17, wble 2.4, available at http://www. cia.doe.gov/eneaffelectricity/epalepat2pd.himl.

' See U.S. Department of Encrgy, National Energy Technology Lab, Tracking New Coal-Fired Power Plants, at 3-8, available at
http#fwww.netl.doe.govicoalire (shelfncp.pdf (predicting 85 GWs ol new coal capacity ercated by 2025).
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Higher gas prices and environmental concerns have also spurred renewed interest in nuclear
generation. EPAct 2005 includes a number of provisions intended to encourage and facilitate a
new and improved generation of nuclear power plants.

5. Fuel Price Trends

Natural gas prices have been increasing in recent years, due in part to historically high petroleumn
prices. Natural gas prices increased 51.5 percent between 2002 and 2003, 10.5 percent between
2003 and 2004, and 37.6 percent between 2004 and 2005. Strong demand for natural gas, as
well as natural gas production disruptions in the Gulf of Mexico, contributed to these increases.
As shown in Figure 1-9, for December 2005 the overall price of fossil fuels was influenced by
the price increases in natural gas. In December 2005, the average price for fossil fuels was $3.71
per million Btu (MMBtu), 10.1 percent higher than for November 2005, and 44.4 percent higher
than in December 2004. As natural gas prices increase relative to coal prices, the change may
make development of clean-burning coal plants more economically attractive than they were
when natural gas fuel prices were lower.

Figure 1-9. Fossil Fuel Costs for Electric Generators, 2001-2006
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6. Mergers. Acquisitions, and Power Plant Divestitures of Investor-QOwned Electric
Utilities'®

Many IOUs have fundamentally reassessed their corporate strategies to function more like
competitive, market-driven entities than in their more regulated past.''®  One result is that there
was a wave of mergers and acquisitions in the late 1980s through the late 1990s between
traditional electric utilities and between electric utilities and gas pipeline companies.

IOUs also have divested a substantial number of generation assets to [PPs or transferred them to
an unregulated nonutility subsidiary within the company.'"' Even though FERC-regulated I0Us
have functionally unbundled generation from transmission, and some have formed RTOs and
ISOs, many utilities have divested their power plants because of state requirements. Some states
that opened the electric market to retail competition view the separation of power generation
ownership from power transmission and distribution ownership as a prerequisite for retail

competition. For example, California, Connecticut, Maine, New Hampshire, and Rhode Island

enacted laws requiring utilities 1o divest their power plants. In other states, the state public utility
commission may encourage divestiture to arrive at a quantifiable level of stranded costs for
purposes of recovery during the transition to c':)mpctition.”2

Since 1997, I0Us have divested power generation assets at unprecedented levels,’ ' and these
power plant divestitures have also reduced the total number of 10Us that own generation
capacity.'™ A few utilities have decided to sell their power plants, as a business strategy,
deciding that they cannot compete in a competitive power market. In a few instances, an JOU
has divested power generation capacily to mitigate potential market power resulting from a
merger.''> As described in Table 1-6 below, between 1998 and 2001, over 300 plants,
representing nearly 20 percent of U.S. installed generating capacity, changed ownership.

Since 2001 the merger trends have shifted slightly, as financial difficulties of the merchant
generating sector have prompted the sale or transfer of a substantial share of the merchant fleet.
Some purchasers have been traditional utilities, including public power and cooperative
utilities.''®

'** The information provided in this section is current as of July 2006 and does not reflect any subsequent changes.

"% See U.S. Congress, Office of Technology Asscssment, Eleciric Power Wheeling and Dealing: Technological Considerations for Increasing
Competition, a1 47, OTA-E-409 (Washingion, DC: UL.S. Government Printing Office, May 1989).

Y ElA 2000 Update at 91.
"2 1d, a1 105-06.

W rd, a 105,

™ id a191.

"5 Jd. a1 106.

1 The EIA periodically reporis on generation plant transfers. For a list of plants transferred in 2003- 2006, see the ElA Electric Power Monthly
(July 2006}, available at htip://www.eia.doe.gov/eneallelectricity/epm/tableesd. himl.
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There were no significant electric power company mergers from 2001 to 2004, but in 2004
utilities and financial institutions exhibited growing interest in mergers and acquisitions,
prompting many analysts to herald 2004 as a new round of consolidation in the power sector. '’
One utility-to-utility acquisition closed,''® and three were announced.''® Most electric
acquisitions in 2004 involved the purchase of specific generation assets. Many companies strove
1o stabilize financial profiles through asset sales. In aggregate, almost 36 GW of generation, or
nearly 6 percent of installed capacity, changed hands in 2004.'%

Table 1-6. Power Generation Asset Divestitures by Investor-Owned Electric Utilities, as of
April 2000

GWs and Percent of Total and U.S. Generating Capacity

Status Category Capacity (GW) Percent of Total Percent of Total
U.S.Generation
Capacity

Sold 58.0 37 8

Pending Sale (Buyer 28.2 18 4

Announced)

For Sale (No Buyer 31.9 20 4

Announced)

Transferred to 4.1 3 1

Unregulated

Subsidiary

Pending Transfer to 342 22 5

Unregulated

Subsidiary

Total 156.5 100 22

Source: E1A, The Changing Structiere of the Electric Power Industry 2000: An Update, (October 2000), Table 19.

"1 FERC State of the Markets Report 2004 at 30-32.
""" Announced in December 2003, Ameren closed its acquisition of llinois Power Co. in September 2004. /d. at 31.

" [n-Jangary 2004, Black Hills Corp announced the acquisition of Cheyenne Light, Fuel & Power from Xcel Energy. In July 2004, PNM
Resources, the parent of Public Service Company of New Mexico, announced the intention 10 acquire TNP Enterprises, the parent of Texas New
Mexico Power Company from a group of private equity investors. f¢. at 31-32, In December 2004, Exelon announced its intent to merge with
PSEG, a plan that would create the nation’s fargest utility company by generation ownership, market capitalization, revenues, and net income. /d.
at 32.

" 14 a1 30.
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CHAPTER 2
CONTEXT FOR THE TASK FORCE’S STUDY OF COMPETITION IN
WHOLESALE AND RETAIL ELECTRIC POWER MARKETS

This chapter provides context and theoretical underpinnings to the Task Force’s study of
competition in wholesale and retail electric power markets. [t describes (1) perceived
shortcomings of traditional cost-based regulation that motivated restructuring and reguiatory
reform, (2) the theoretical role competitive market price signals play in guiding consumption and
investment decisions, 12l and (3) a brief discussion of expected benefits of shifting from cost-
based rate regulation to market-based pricing of electricity.

A. Overview of Perceived Shortcomings of Cost-Based Rate Regulation

State and federal policymakers regulated providers of the generation, transmission, and
distribution of electric power as vertically-integrated monopolies for approximately 70 years.
For much of this period it was considered economically inefficient and technologically
challenging to have multiple sources. of generation, transmission, and distribution facilities
serving customers in the same geographic area. Competition was considered impractical and not
in the public interest because it would require costly duplication of facilities and likely engender
competition that would not be sustainable due to economies of scale. Under this model,
competition was expected eventually to result in ratepayers paying for failed facilities without
benefiting from alternative sources of supply.

The traditional “regulatory compact” required an electric power utility to serve all retail
customers in a defined franchise area in exchange both for the opportunity to eam a reasonable
return on its investment and for protection against entry by potential rivals. Consumer prices or
“rates” were based on the regulated utilities’ average historic cost of production plus an adder for
a fair return on investment and ofien adjustments for changing fuel prices. Regulators used this
“cost-based” regulation to try to ensure adequate supplies at reasonable prices for consumers, as
required by state laws. Under most state regulatory policies, utilities could not recover new
investments in rates until regulators determined that the investment was “prudent” and the
facilities were “used and useful” (actually being used to serve customers). Historically, some
states allowed large nuclear cost overruns to be included in the rate base, while other states did
not. In general, disallowances of investments have been rare.

As described in Chapter 1, beginning in the 1970s, the combined effects of a number of changes
— improvements in smaller-scale generation technology, transmission, communications and
control technologies, rising energy prices, environmental policy concerns, increased concerns
about the effectiveness of traditional utility rate regulation, and favorable experience with the
introduction of increased competition in other network industries — began to transform the
structure and regulation of the electric power sector.

"' For a full discussion of the theory of competition in wholesale electricity markets, see STEVEN STOFT, POWER SYSTEM ECONOMICS:
DESIGHING MARKETS FOR ELECTRICITY (EEE Press 2002).
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l. Effects on Electricity Demand and Prices

Under cost-based regulation, end-use, and sometimes wholesale, customers often paid prices for
their electricity that were based on average costs calculated over extended periods of months or
yeéars so that the prices did not vary with consumption or the marginal cost of generation, These
rates were stable and often only varied by season. Although time-based rates and certain
regulated products such as interruptible or curtailable services had been used within the electric
power industry for decades, they had not been applied to the vast majority of retail customers.

The average cost-based pricing formula precludes economically accurate price signals from
guiding consumption decisions. 22 Inefficiency has resulted as consumers purchased either too
much electricity (when the average price was below the efficient price) or too little electricity
(when the average price exceeded the efficient price). Inefficient resource use can translate to
higher production costs and prices. Historical average cost electricity prices, for example, gave
consumers 10 economic reason to conserve electricity when supplies were short or demand was
high. Similarly, suppliers did not receive economically accurate price signals to guide their
short- and long-term sales of generation. In addition, many industrial customers among others
have objected that retail rate structures frequently contained cross-subsidies among customer
classes and thus, further distorted prices.'*

2. Effect on Investment Decisions

Regulators’ influence over generation construction decisions likely also contributed to
inefficiency. Historically, regulators had encouraged local utilities to build or contract for
sufficient generation to serve customers within their territories. Regulators blocked entry by
independent generators or allowed the utilities to do so. This resulted in utilities owning nearly
all generation assets within their service territories and discouraged competition among
generators. While the intent of these policies was partly to keep price down, the unintended
effect was to dampen incentives for cost reduction, investment in new capacity and
innovation.** More competition might have led earlier to technological innovation and lower
generation costs.

The fact that regulators had to agree that a capital investment was necessary and prudent before
rate recovery was allowed'” further discouraged innovation. Utilities were reluctant to take
investment risks that might end up being unrecoverable if regulators deemed their cost
unreasonable. Thus, long-term planners and regulators had significant influence over when and
where generation would be built. In making decisions, regulators struggled 1o strike a balance
between reasonable rates and providing utilities with incentives to make necessary and sufficient
investments.

3 From an economic perspective, retail electricity prices (or rates) that do not closely track wholesale price trends do not send economically
“accurale” price signals when they do not reflect temporal variations in production costs and wholesale market prices within days, across seasons,
or even across years {except after long lags).

' Electricity Consumers Resource Council, Profifes in Electricity Issues: Cost-of-Service Survey (March 1986).

M See, e.g., KIP VISCUSI ET AL., ECONOMICS AND REGULATION OF ANTITRUST 6-7 (MIT Press, 4th ed. 2003} fhereinafier VISCUSI,
ET AL.].

' Most states also regulate the siting of major electrie power facilities,
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This regulatory oversight also possibly encouraged an overcapitalization of the industry, as
generators were assured a rate of return on any approved capital project. It might also have led
to undercapitalization if a regulator was too conservative. Further, if rates were set too high,
utilities could earn a higher return on new generation investments than would be warranted by
the cost of capital. If regulators were unlikely or unable to identify and disallow excessive
construction costs, utilities had little incentive to design new generation plants cost-effectively.
At the same time, regulatory disallowances of some costs imposed risk on utility decisions to
elicit capital and build new generation, and investors sought compensation for this risk when
they supplied capital to utilities.'*

Ultimately, ratepayers were left to bear much of the investment risk, as they had to pay for
regulator-approved projects resulting in overinvestment as well as any subsequent higher costs
from underinvestment (for example, costs of running higher cost generation more often than is
economically efficient).

A 1983 DOE analysis of electric power generation plant construction showed that electric
utilities (regulated under a cost-based regulatory regime) had limited ability to control
construction costs of coal and nuclear plants. During the 1970s and early 1980s, the cost range
per MW to build a nuclear plant varied by nearly 400 percent and by 300 percent for coal plants.
The study showed that some companies were not competent to manage such large-scale, capital-
intensive projects. In addition, they tended to custom design plants, as opposed to using a basic
design and then refining it.'*’

One alternative to traditional cost-based rate-of-return regulation is price cap regulation. Under
this approach, the regulator caps the price a firm is allowed to charge.'*® This alternative may
remedy some of the tncentive problems of cost-based regulation, but comes with its own costs.
Another alternative is the addition of an open, transparent Integrated Resource Planning process
by utilities to consider and support choices about building new generation procuring supplies
from wholesale markets, and/or investing in demand-side options to meet projected load growth.
In some states, regulators are involved in the utility IRP process and may approve the resulting
plan. Even with this oversight mechanism, regulators have few reference points to determine if a
builder’s choices about design, efficiency, and materials for the IRP selected plant are prudent.

" In the academic literature, the risk of utility overinvestment has been explained by the Averch-Johnson Effect, The Averch-Johnson Effect
reflects that “a firm that'is attempling to maximize profits is given, by the form of regulation itseil, incentives to be inefficient. Furthermore, the
aspects of monopely contrel that regulation is intended to address, such as high prices, are not necessarily mitigated, and couid be made werse,
by the regulation.” KENNETH E. TRAIN, OPTIMAL REGULATION 19 (1991) {hereinafter TRAIN]. The Averch-Johnson Effect also prediets that if a
regulator attempts to reduce a firm's profits by reducing its rate of retum, 1he firm will have an incentive to further increase its relative use of
capital. /d. at 56. Thus, (he most obvious regulatory control within cost-base rate regulation creates further distortions. The Averch-Johnson
Effect is sometimes thought ta explain why a regulated firm is led to “gold plate” its facilities, 1., incur excessive costs so long as those
cxpenses can be capitalized.

7.8, Department of Energy, The Future of Electric Power in America: Economic Supply for Economic Growth (June 1983} (DOE/PE-0043).

™ {Inder price cap regulation, a firm can thearetically “produce with the cost-minimizing input mix {and] invest in cost-effective innovation.”
TRAIN at 318, However, this dynamic only occurs where the price cap is fixed over time and the utility receives the benefit of cost reductions and
cost-effective innovations. Further, the benefit of this increased efficiency “acerucs entirely to the firm: consumers do not benefit from the
production efficiency.” /d. Where the price cap is adjusted over time, firms are induced (0 engage in sirategic behavior. Additionally, “if, as . . .
expected, the review of price caps is conducted like the price reviews under cost-base rate regulation, then the distinction blurs between price-cap
regulation and cost-base rate regulation.” fd. at 319. One way for consumers under a rate cap system to share the benefits of efficiency
improvements without eliciting sirategic behavior from the regulated firm is 10 include periodic, automatic reductions in rates based on general
trends in productivity.
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3 Motivation for Change

In part, the stiuggles of regulators to ensure adequate supplies of power at reasonable rates led
policymakers to examine whether competition could provide more timely and efficient
incentives for what to consume and build. Advances in technology also allowed the entry of a
variety of new, nonutility generators and demand response alternatives and weakened the
argument for preserving utilities® monopolies on generation services. These developments set
the stage for considering competitive pricing as an option for eliciting entry by new generators or
expansion by existing generators. Generally, transmission and distribution have continued to be
regulated services.

B. Overview of the Role of Price in Competitive Wholesale and Retail Electric Power
Markets

How much a supplier will produce at a given price is determined by many things, including (in
the long run) how much it must pay for the labor it hires, the land and resources it uses, the
capital it employs, the fuel inputs it must purchase to generate the electric power, the
transmission it must use to deliver the electric power to end users, and the nisks associated with
its investment. Consumers’ overall willingness to pay for a product also 1s determined by a large
variety of factors, such as the existence and prices of substitutes, income, and individual
preferences.

The following is a review of expectations based on economic theory of how competition might
determine prices and discipline investment in the electric utility industry. Chapters 3 and 4
examine how well actual wholesale and retail electricity market structures are meeting these
expectations.

l. Price Affects Customer Consumption

Price changes play an important economic function by encouraging customers and suppliers to
respond to changing market conditions. Price changes signal to customers in wholesale and
retail markets that they should change their decisions about how much and when to consume
electric power. Price increases signal customers to reduce consumption. The more consumers
reduce their consumption in response to an increase in prices, the less market power sellers are
likely to have. Lower prices encourage customers to increase consumption. Consumer price
responsiveness is often referred to as “demand respc:)n'se.”129

The primary purpose of incorporating market driven prices into wholesale and retail electric
power markets is to provide price signals that accurately reflect underlying costs of production
and thereby encourage efficient consumption patterns. Economic analysis suggests that the
market dynamics of this type of pricing will result in lower overall production costs, which will
translate into lower consumer prices.

' U.S. Departmem of Energy, Benefits of Demand Response in Electricity Markets and Recommendations for Achieving Them: A Report to the
United States Congress Pursuant to Section 1252 of the Energy Policy Act af 2005 (February 2006} [hereinalter DOE EPAct Demand Response
Report). The DOE EPAct Demand Response Report discusses the benefits of demand response in electric power markets and makes
recommendations to achieve these benefits.
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Accurate price signals ar¢ expected to improve the efficiency of electric power production by
more closely aligning the price that customers pay for and the value they place on electricity. In
particular, by exposing customers to prices based on marginal production costs, resources can be
allocated more efficiently."® Accurate price signals also reduce cross subsidies between
customers and among customer classes.””' Flat electricity prices based on average costs can lead
customers to “over-consume — relative to an optimally efficient system in hours when electricity
prices are higher than the average rates, and under-consume in hours when the cost of producing
electricity is lower than average rates.”'”? Efficient price signals also have the benefit of
increasing price responge during periods of scarcity and high prices, which can help moderate
generator market power and improve reliability.

Box 2-1
Market Prices

Market prices reflect myriad individual decisions about prices at which to sell or buy.
They act as a mechanism that equalizes the quantity demanded and the quantity supplied.
Rising prices signal consumers to purchase less and producers to supply more. Falling
prices signal consumers to purchase more and producers to supply less. Prices will stop
rising or falling when they reach the new equilibrium price: the price at which the
quantity that consumers demand matches the quantity that producers supply.

When there are many close substitutes for a particular commodity, a relatively small price
increase will result in a relatively large reduction in consumption. For example, if natural gas
were a very good substitute for electric power at prevailing prices, then even a relatively small
increase in electricity prices could persuade many consumers to switch in part or entirely to
natural gas. To induce those consumers to return to electricity, electricity prices would not need
to fall by very much. However, where there are no close substitutes for electric power, the price
of electricity may have to rise substantially to reduce consumption by a significant amount.

Empirical literature shows that, even if the retail price of electricity increases by a large
percentage, consumption of electricity does not decline much. In economic terms, it is said that
the short-run demand for electricity is “inelastic” with respect to price. See Box 2-2. This
inability to substitute other products for electricity in the short run means that changes in supply
conditions (price of input fuels, etc.) are likely to cause wider price fluctuations than would be
the case if customers could easily reduce consumption when prices rise. Furthermore, electric
power has few viable substitutes for key end uses such as refrigeration and lighting, and thus the

3 There is substantial literature on setting rates based on marginal costs in the elgctric sector. See, e.g., M. CREW & P. KLEINDORFER, PUBLIC
UTILITY ECONOMICS (St Martin's Press 1979); B. MITCHELL, W. MANNING, & J. PAUL ACTON, PEAK-LOAD PRICING (Ballinger 1978).
Other papers suggest that selting rates based on marginal costs will result in a misallocation of resources. See §. Borenstein, The Long-Run
Efficiency of Real-Time Pricing, 26:3 ENERGY J. (2005). Nevertheless, the literature also indicates that marginal-cost pricing may result in a
revenue shortfall or excess, and standard rate-making practice is to require an adjustment (presumably o an inelastic component) to reconcile
with embedded cost-of service. Various rale structures to accomplish marginal-cost pricing include two-part tariffs and allocation of shortfails to
rate classes. See VISCUSI, ETAL.

3! The reduction of cross subsidies can be seen as having both pasitive and negative implications for society as a whole - depending on one's
perspective and whether the cross-subsidy supports publicly acceplable goals, such as rural etectrification.

Y2 DOE EPAct Demand Response Report a1 7.
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consequences for supply shortfalls can be significant. '3 In the long run, this effect may be
somewhat muted as customers may have more ability to adjust consumption and fuel sources in
response to price changes.

Box 2-2
Price Elasticity of Demand

The desire and ability of consumers to change the amount of a product they will purchase
when its price increases is at the core of the concept of price elasticity of demand for that

~product, The price elasticity of demand is the ratio of the percent change in the quantity
demanded to the percent change in price. That is, if a 10 percent price increase results ina 5
percent decrease in the quantity demanded, the price elasticity of demand equals -0.5 (-5
percent + 10 percent). If the ratio is close to zero, demand is considered "inelastic," and ‘
demand is more "elastic" as the ratio increases. Short-run elasticities are typically lower than
long-run elasticities.

Experience with retail pricing experiments in New York, Georgia, California, and other states
have demonstrated that customers are able to adjust their electricity consumption and are at least
somewhat responsive to short-run price changes (i.e., have a non-zero short-run price elasticity
of demand). Georgia Power's Real Time Pricing (RTP) tariff option found that certain large
industrial customers who receive RTP based on an hour-ahead market are somewhat price-
responsive (short-run price elasticities ranging from approximately -0.2 at moderate prices, to -
(.28 at prices of $1/kWh or more). Among day-ahead RTP customers, short-run price
elasticities range from approximately -0.04 at moderate prices to -0.13 at high prices. National
Grid also found limited responsiveness to price in its pricing program. 13 A critical peak pricing
(CPP) experiment in California in 2004 determined that a test group of residential and small
business customers responded to price and significantly reduced consumption (13 percent on
average, and as much as 27 percent when automated controls such as controllable thermostats
were installed) during critical peak periods. In addition, the California pilot found that most
customers on the CPP tariffs had a favorable opinicn of the rates and would be interested in
continuing in the program. '’

Customer response to prices requires the following conditions: (1) that time-differentiated price
signals are communicated to customers; (2) that customers have the ability to respond to price
signals (e.g., by reducing consumption and/or turning on an on-site generator); and (3) that
customers have interval meters (i.e., so the utility can determine how much power was used at

' Estimates of the total costs in the United States due to the August 14, 2003, blackout range between 54 billion and $10 billion. Electricity
Consumers Resource Council, The Economic Impacts of the August 2003 Blackout (Feb. 2, 2004).

B¢ Chuck Goldman, &f af., Does Real-Time Pricing Deliver Demand Response? 4 Case Study of Niagara Mohawk's Large Customer RTP Tariff,
Lawrence Berkeley National Laboratory {August 2004), available at hup://drre.Ibl.govipubs/54974.pd1, Nicole Hopper, Charles Goldman and
Bernie Neenan, Demand Response from Day-Ahead Hourly Pricing for Large Customers, 19:3 ELECTRICITY J. 52 (Apr. 2006) [hereinafter
Hopper, et al.|.

3% Charles River Associates, Final Report on the Impact Evaluation of the California Statewide Pricing Pifot (March 16, 2005), available at
http:/fwww.energy.ca.gov/demandresponse/documents/group3_final_reports/2005-03-24_SPP_FINAL_REP.PDF. Customers on a similar CPP
program at Gulf Power also have high satisfaction with the program, which incorporates automated response to CPI® events.
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what time and bill accordingly).”®® Most conventional metering and billing systems are
inadequate for charging time-varying rates, and most customers are not used to considering price
changes in making consumption decisions on a daily or hourly basis. There is, however, a
significant effort underway to improve metering technology and infrastructure to better facilitate
end-use price responsiveness. "’

2. Supplier Responses [nieract with Customer Demand Responses to Drive Production

Generation supply responses are equally important in the theoretical determination of an
appropriate market price. The extent of supply responses will depend on the cost of increasing
or decreasing output. Generally, the longer industry has to adjust to a change in demand, the
lower the cost of expanding output will be. With more time, firms have more opportunity to
change their operations or invest in new capacity.

If the cost of increasing production is small, a relatively small price increase may be enough to
encourage producers to increase production in response to increased demand. If the cost of
increasing electricity output is high, however, suppliers will not increase production unless the
price increases enough to cover the higher costs. In that case, customers would be compelled to
pay significantiy higher prices for additional supply. Additionally, when suppliers are already
delivering as much electric power as they physically can, increased demand can be met only
from new capacity. If prices are to provide incentives for resource additions, suppliers must be
confident that prices will remain high enough for long enough to justify building a new
generating plant.

These supply decisions are complicated because electric power cannot be stored economically,
thus there are generally no inventories of electricity. Therefore, electricity generation must
always exactly match electricity consumption. D% The lack of inventorics means that wholesale
demand is nearly completely determined by end-use demand.'* Moreover, any distant
generation must “travel” over a transmission system with its own limiting physical
characteristics.'*’ Transmission capability must allow customers access to distant generation
sources. The system is further complicated by the dynamics of the AC transmission grid, which
can create network effects and can produce positive externalities {depending on the method used
in accounting for transmission costs)."*! That is to say, where transmission users are not charged
for the congestion impacts of their use patterns, users’ actions can cause costs to others which the
causal party is not obligated to pay. This dynamic can distort the effect of price signals on
dispatch efficiencies.

13 See EEl comments. Pepeo cautions that many customers, particularly residential and commercial customers, are relatively inflexible in
responding to price-changes due to constraints imposed by their operations and equipment. See Pepco comments.,

¥ See DOE EPAct Demand Response Report; Mercatus Center comments (2).
¥ APPA comments.

'3 While the demand for surplus energy in wholesale markets can vary as a function of the cost of owned generation and existing contracts, the

ultimate demand for energy is entirely a function of end-use load.
" Aleoa comments.

HUTAPS comments.
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Another complication derives from the fact that aggregate retail demand fluctuates throughout
the day and over seasons, with typically higher demand during the day than at night. System
operators must maintain a sufficient mix of generating capacity and demand response (plus a
margin of standby generaiion and demand response for system support and reliability purposes)
to meet peak customer demands at all times — even if a substantial share of that resource mix is
only used during a small portion of the day or year. Thus, load-serving entities must supply or
procure (through long-term contracts and/or short-term “spot” market purchases) sufficient
“energy” and demand response to meet varying loads. Generating resources designed to meet
these load changes are generally categorized as “base” load, “intermediate” load and “peak”
load. Base load generation runs more or less constantly and can be expensive to build but
Inexpensive to run once it is built (i.e., large coal and nuclear plants). Intermediate load plants
are designed (o be brought online and shut down quickly to meet fairly predictable daily changes
in load above the base level and below peak. A variety of generating plants can be used for
intermediate loads, including gas turbines, gas- and oil-fired steam boilers and hydro-eiectric

plants. Peak load generation tends to come from units such as combustion turbines that can

respond rapidly o changes in load, are quick and inexpensive to build, but are often expensive to
run., The costs of generating electricity for these different applications can differ substantially.

In any case, a higher price driven by resource scarcity should signal a legitimate opportunity for
economic profit, attracting new resource construction where it is most highly valued. At the
same time customer demand may decrease in response to rising prices. The increase in resources
coupled with a demand response should work together to bring prices down.

3. Customer and Supplier Behavior Responding to Price Changes in Markets

In sum, the combined impact of consumer and supplier responses to changed market conditions
should produce a new market equilibrium price. Current prices must change when they create
an imbalance between the quantity demanded and the quantity supplied. For example, when
demand spikes, short-run prices might have to swing sharply higher to provide incentives for
short-run supply increases. However, consumers do not have many good substitutes for electric
power, and suppliers usually cannot increase output instantly or transport distant available
generation to increase the quantity supplied to a market. Even if higher prices give incentives to
change behavior, consumers and producers may have little ability to do so in the short term.
Over longer time frames, however, they have more options to react to higher prices. The result
1s that long-run price increases usually will be much smaller than the short-run price increases
needed to induce additional generation,

C. Comparing the Benefits to the Costs of Restructuring Markets for Electricity

While the shortcomings of cost-based regulation played a major role in the shift toward
competitive electricity market structures, some market participants question whether the benefits
outweigh the costs associated with establishing such markets. Some question whether electricity
markets are, by nature, sufficiently competitive to warrant expected price reductions.'** They
note the cost of operating ISOs and the cost to consumers of market manipulations and failures.
Respondents to these concerns suggest that these markets are too new to warrant passing such

142 APPA comments.
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judgment. They note that these failures may be a result of ill-advised market designs, and they
find benefits despite such failures.

As various regulatory bodies considered whether to deregulate electricity markets, some
conducted formal cost-benefit studies to address the relative benefits of the status quo versus
proposed policy changes. The Task Force received many comments identifying, endorsing, or
criticizing such studies. The Task Force did not, however, have the resources or time to fully
examine, critique, or draw definitive conclusions from these widely varying studies. An
annotated bibliography of many of these studies is attached as Appendix C. The Task Force also
refers the reader to the summary conclusion of a recent DOE review of RTO benefit cost studies.
See Box 2-3.

Box 2-3
Review of Cost-Benefit Studies

In December 2005, the Department of Energy released a study reviewing recent RTO
Cost/Benefit analyses. This study provides a review of the state of the art in RTO
Cost/Benefit studies and suggests methodological improvements for future studies.
Following is a summary of this study’s conclusions.

In recent years, government and private organizations have issued numerous studies of
the benefits and costs of regional transmission organizations (RTOs) and other electric
market restructuring efforts. Most studies have focused on benefits that can be readily
estimated using traditional production-cost simulation techniques, which compare the
cost of centralized dispatch under an RTQ to dispatch in the region without an RTO,
and on the costs associated with RTQO start-up and operation. Taken as a whole, it is
difficult to draw definitive conclusions from these studies because they have not
examined potentially much larger benefits (and costs) resulting from the impacts of
RTOs on reliability management, generation and transmission investment and
operation, and on wholesale electricity market operation.

Existing studies should not be criticized for often failing to consider these additional
areas of impact, because for the most part neither data nor methods yet exist on which
to base definitive analyses. The primary objective of future studies should be to
establish a more robust empirical basis for ongoing assessment of the electric
industry’s evolution. These efforts should focus on impacts that have not been
adequately examined to date, including reliability management, generation and
transmission investment and operational efficiencies, and wholesale electricity
markets. Systematic consideration of these impacts is neither straightforward nor
possible without improved data collection and analysis.

J. Eto, B. Lesieutre, & D. Hale, A Review of Recent RTO Benefit-Cost Studies:
Toward More Comprehensive Assessments of FERC Electricity Restructuring Policies
(December 2005) (prepared for the Department of Energy).
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CHAPTER 3
COMPETITION IN WHOLESALE ELECTRIC POWER MARKETS

A. Introduction and Overview

As described in the preceding chapters, prior to the introduction of wholesale market
competition, vertically integrated utilities sold their excess electric power to other utilities and to
wholesale customers such as municipalities and cooperatives that had little or no generating
capacity of their own. '3 FERC and its predecessor agency, the Federal Power Commission,
regulated prices, terms and conditions of interstate wholesale sales by investor-owned utilities.
Wholesale purchasers’ desire to escape being captive to a vertically integrated monopoly
supplier of electricity was a fundamental impetus to opening the generation sector to
competition."** Sellers of wholesale power were also interested in accessing more customers.
This desire for competition to play a greater role in determining supply and demand 1s consistent
with standard economic theory, which asserts that effective competition ensures an economically
efficient allocation of resources.

As described in Chapter 2, an important effect of a competitive market operation is that it
provides customers with prices that reflect market conditions (abundance, scarcily, etc.). These
market-based prices are an essential component of effective competition, as they discipline both
consumption and production such that the cost of generating electricity is minimized. However,
the demand for wholesale power is derived entirely from consumption choices at the retail level.
In electricity there has been an impediment to efficiency in that prices of electricity to retail
customers often are not directly connected to the wholesale prices in the market in which
supplies are sold. This is because states have jurisdiction over retail prices, and state regulaiors
generally set retail rates based on average costs. Thus, unlike wholesale market-based prices,
retail prices did not vary with consumption or the cost of production.'*?

The effects of this regulated price disconnect are heightened by one of the shortcomings of cost-
based rate regulation: its difficulty in providing incentives for investors to make economically
efficient decisions concerning when, where, and how to build new generation.'*® If competition
is to allocate resources in an economically efficient manner, customers must have access to a
sufficient number of competing suppliers either via transmission, incumbent generation, demand
response, or new local generation. '’

¥ Wholesale markets involve sales of clectric power among generators, marketers, and load serving entities (i.e., distribution utilities and
competitive retail providers) that ultimately resell the eleciric power to end-use customers (e.g., residential, commercial, and industrial
customers),

144

U.S. v. Otter Tail Power Company, 410 U.8. 366 (1973) (the United States sued a vertically integrated utility when it refused 10 deal with the
Town of Elbow Lake, ME, a town that was secking altemative sources of wholesale power for a planned municipal distribution system}.

"¢ See discussion infra Chapter L.
"¢ Retail price impacts of competition are discussed in this repon's Chapier 4.

"7 In a 2602 report, the then-named General Accounting Office made a related point, connecting increasing competition to structural changes.
U.S. General Accounting Office, GAO-03-271, Lessons Learned From Electric Industry Restructuring, at 21 (2002) (“Increasing the amount of
competition requires structural changes within the electric industry, such as allowing a greater number of sellers and buyers of electricity to enter
the market™).
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Competitive policies in electricily markets were introduced to alleviate these disconnects
between retail demand, wholesale demand, and investment incentives and to create more
efficient markets.'*® In EPAct 1992, Congress determined that competition in wholesale electric
markets would benefit from two changes to the traditional regulatory landscape: (1) expansion
of FERC’s authority to order utilities to transmit, or “wheel,” electric power on behalf of others
over their own transmission lines and (2) reduction of entry barriers so additional nonutilities
could enter the market. The former change permitted wholesale customers to purchase supply
from distant generators, while the latter provided customers with competitive alternatives from
independent entrants.'*

In examining the experience with competition to date, a fundamental question to ask is whether
competition in wholesale markets has resulted in sufficient generation supply and transmission to
provide wholesale customers with the kind of choice that is generally associated with
competitive markets. This is the primary question the Task Force attempts to address in this
chapter. Answering this question has been challenging due to difficulties in identifying
determinants of investment decisions. Each region was al a different regulatory and structural
point when Congress enacted EPAct 1992. For example, some regions began with tight power
pools, while others operated transmission and generation in a less centralized manner. Some
regions had higher population densities and thus more tightly configured transmission networks
than did others. Some regions had access to fuel sources unavailable or less available in other
regions (€.g., natural gas supply in the Southeast, hydropower in the Northwest). Currently,
some regions operate under a transmission open-access regime that has not changed since the
early days of open access, while other regions have well developed independent providers of
transnission services and organized day-ahead exchange markets for electric power and
ancillary services.

This chapter discusses the question at hand anecdotally — by addressing whether and how entry
has occurred in several regions with different forms of competition (i.e., the Midwest, Southeast,
California, the Northwest, Texas, and the Northeast). It includes a discussion of how long-term
purchase and supply contracts, capital requirements, regulatory intervention, and transmission
investment affect supplier and customer decisions. The chapter concludes with observations on
various regional experiences with wholesale competition.”™® These observations highlight the
trade-offs involved with various policy instruments used to introduce competition.

B. Background
One of the overall purposes of EPAct 1992 was “to use the market rather than government

regulation wherever possible both to advance energy security goals and to protect consumers.
Policymakers recognized that vertically integrated utilitics had market power in both

l,!sl

¥ |t is important 10 note that competition in whelesale electric markets may not lead 1o an cfficient allocation of resources involving the services
that prevent network collapse. Where there are “public good™ aspecis to the delivery of » good or service, such as with reliability, regulation may
be the best way to ensure that the correct level of the good or service is provided. [n some circumstances, however, market remedies may be
available that are superior to regufation.

7 See EPAct 1992 House Report, HLR. REP. NO. 102-474(1), a: 138.

'* The New York State Public Service Commission correctly eommented that another metric with which 1o measure competition is its effect on
production efficiencies. FThe Task Forge did not seck to quantify this effect, given the constraints of the Report.

STEPAct 1992 House Repont, H.R. REP. NO. 102-474(1), at 133.
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transmission and generation because they owned all transmission and nearly all generation plants
within certain geographic areas. Congress enhanced FERC’s ability to reduce monopoly power
by enhancing its authority to order utilitics, case by case, to transmit power for alternative
sources of generation supply.

Today, vertically integrated utilities and other entities that operate transmission systems
generally are required to offer transmission service under the terms of the standard Open Access
Transmission Tariff (OATT) adopted by FERC in Order No. 888. "2 Transmission providers
offer two types of long-term transmission service under the OATT: network integration
transmission service (network service) and point-to-point transmission service. Box 3-1
describes both types of transmission service. The OATT seeks to put market participants on
equal footing when it comes to transmission access — making competition more viable. Price has
been predictable and stable for both OATT services over the long term.'>

"2 See discussion infra Chapier | for mere information on FERC Order Na. 888.

133 The demand charge for long-term. point-ta-peint ransmission service is known in advance. For network service, the transmission customer
pays a load-ratio share of the transmission provider's FERC-approved transmisgion revenue requirement. Thus, even if redispatch to relicve
transmission congestion occurs and the costs are charged 1o customers, or expansion is necessary and the expansion costs are added 1o the
revenue requirement, the distribution over the whole system has allowed the charges to individuzi customers o remain refatively stable.
Customers who take either service have a right to continue taking service when their contract expires, although point-to-point customers may
have to pay a different rate (up to the maximum rate in the transmission provider’s wriff} il another customer offers a higher rate.
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Box 3-1
How Transmission Services Are Provided Under the OATT

OATT contracts can be for point-to-point (PTP) or “network” transmission service. Network
integration transmission service allows transmission customers {¢.g., load-serving entities) to
integrate their generation supply and load demand with that of the transmission provider.

A transmission customer taking network service designates “network resources,” which

include all generation owned, purchased or leased by the network customer to serve its
designated load, and individual network loads to which the transmission provider will provide
transmission service. The transmission provider then provides transmission service as
necessary from the customer’s network resources to its network load. The customer pays a
monthly charge for this basic service, based on a “load ratio share” {i.e., the percentage share

of the total load on the system that the customer’s load represents) of the transmission-owning
and operating utility’s “revenue requirement” (i.e., FERC-approved cost-of-service plus a
reasonable rate of return),

In addition to this basic charge, there may be additional charges. For example, when a
transmission customer takes network service, it agrees to “redispatch” its generators as
requested by the transmission provider. Redispatch occurs when a utility, due to congestion,
changes the output of its generators {either by producing more or less energy) to maintain the
energy balance on the system. If the transmission provider redispatches its system due to
congestion to accommodate a network customer’s needs, the costs of that redispatch are
passed through to all of the transmission provider’s network customers, as well as to its own
customers, on the same load-ratio share basis as the basic monthly charge.

The transmission provider must plan, construct, operate and maintain its transmission system
to ensure that its network customers can continue to receive service over the system. To the
extent that upgrades or expansions are needed to maintain service to a network customer, the
costs are included in the transmission-owning utility’s revenue requirement, thus impacting
the load-ratio share paid by network customers.

Point-to-point transmission service, which is available on a firm or non-firm basis and on a
long-term (one year or longer) or short-term basis, provides for transmission between
designated points of receipt and designated points of delivery. Transmission customers that
take this kind of service specify a contract path. A customer taking firm point-to-point
transmission service pays a monthly demand charge based on the amount of capacity it
reserves. Generally, the demand charge may be the higher of the transmission provider’s
embedded costs to provide the service, or the incremental costs of any system expansion
needed to provide the service. If the transmission system is constrained, the demand charge
may reflect the higher of the embedded costs or the transmission provider’s “opportunity”
costs, with the latter capped at incremental expansion costs.

Comments to the Task Force raised several concerns over transmission-dependent customers’
access to alternative generator suppliers via OATTs. [n particular, some commenters noted the
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continued possibility of transmission discrimination in their regions and that the ability for
transmission suppliers to discriminate can block access to alternative suppliers, B Commenters
concluded that transmission discrimination can increase delivery risk because purchasers fear
their transmission transactions might be terminated for anticompetitive reasons by their vertically
integrated rival, if they purchase from a generator that is not affiliated with the transmission
provider. The facts that electricity cannot be stored economically and e¢lectricity demand is very
inelastic in the short term heighten delivery risk.

One response o this risk is to turn over operation of the regional transmission grid o an
independent operator, such as the ISOs and RTOs that now operate in New England, New York,
the Mid-Atlantic, the Midwest, Texas, and Califormia (organized markf:ls).135 RTOs address
deliverability concerns in several ways.'*® The market designs in these regions provide
participants with guaranteed physical access to the transmission system (subject to transmission
sccurity constraints). See Box 3-2 for a discussion of how transmussion is provided in organized
wholesale markets.

*** APPA comments; TAPS comments. See also Midwest Stand-Alone Transmission Companics comments.

' Prior to wholesale competition, several of the regions listed had “power pools” of utilities that undertook some central economic dispatch of
plants and divided the cost savings among the vertically integrated utility members.

'* For example, RTOs using LMP pricing address physical deliverability concemns by giving physical access 1o all users willing to pay the
market-determined price. The potential for high LMPs due to limited transmission availability presents a risk that many market participants
prefer to hedge. Financial ransimission rights (FTRs) have been developed as a means for transimission users to hedge against transmission
pricing risk. The amount of FTR MWs available {or hedging are determined by the transimission capabilities of the grid, so that a holder of an
FTR. gencrally can depend on being able to use the transmissian service covered by the FTR. [n some RTOs, FTRs are allocated on the basis of
historic transmission use. In others, FTRs are allocated either through an auction or through a process that awards FTRs in proportion 1o the total
requests for FTRs for a particular transmission service. Under the latter iwo approaches, some historic transmission users may have to acquire
additional FTRs from other parties in order to hedge their previous levels of transmission use.  In particular, in circumstances where certain
transmission paths have become highly congested, historic transmission users may have to make significant expenditures to maintain traditional
levels ol transmission rights.



Box 3-2
How Transmission Is Priced in an ISO or RTO

ISOs and RTOs (hereinafter RTOs) provide transmission service across a region under a single
transmission tariff. They also operate organized electricity markets for the trading of
wholesale electric power and/or ancillary services. Transmission customers in these regions
schedule with the RTO injections and withdrawals of electric power on the system, instead of
signing contracts for a specific type of transmission service with the transmission owner under
an OATT.

The pricing for transmission service is substantially different in these regions than under a
standard OATT. RTOs generally manage congestion on the transmission grid through a
pricing mechanism called Locational Marginal Pricing (LMP). Under LMP, the price to
withdraw electric power (whether bought in the exchange market or obtained through some
other method) at each location in the grid at any given time reflects the cost of making

- available an additional unit of electric power for purchase at that location and time. In other
words, congestion may require the additional unit of energy to come from a more expensive

~ generating unit than the one that cannot be accessed due to the system congestion, In the

~ absence of transmission congestion, all prices within a given area are the same at any given
time. However, when congestion is present, the prices at various locations typically will not
be the same, and the difference between any two locational prices represents the cost of
transmission system congestion between those locations. This congestion cost constitutes the
only significant “variable cost” of transmission — the fixed costs of infrastructure investment
are recovered through a standard transmission access fee.

Because congestion on the grid changes constantly, a transmission customer may be unable to
determine beforehand the price for electric power at any location. To reduce this uncertainty,
RTOs make a financial form of transmission rights available to transmission customers, as
well as other market participants. Generally known as financial transmission rights (FTRs),
they confer on the holder the right to receive certain congestion payments. Generally, an FTR
allows the holder to collect the congestion costs paid by any user of the transmission system
and collected by the RTO for electricity delivered over the specific path. In short, if a
transmission customer holds an FTR for the path it takes service over, it will pay on net either
no congestion charges (if the FTR matches the path exactly) or lower congestion charges (if
the FTR partially matches), providing a financial “hedge” against the uncertainty.

In general, FTRs are now available for one-year terms (or less) and are allocated to entities
that pay access charges or fixed transmission rates. Pursuant to EPAct 2005, FERC has
adopted rules to ensure the availability of long-term FTRs.

In regions with RTOs, wholesale electricity can be bought and sold through negotiated bilateral
contracts, through “standard commercial products” available in all regions, and through various
products offered by the organized exchange market.

For bilateral contracts, the contract can be individually negotiated with terms and conditions
unique to a single transaction. Standard products are available through brokers and over-the-
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counter (OTC) exchanges such as the NYMEX and InterContinental Exchange (ICE)."’
Standard products have a standard set of specifications so that the main variant is price. Finally,
some RTOs also operate organized exchange markets that offer various products including
electric power and ancillary services. These markets typically involve both real-time and day-
ahead sales. Ancillary services include various categories of generation reserves such as
spinning and non-spinning reserves in addition to Automatic Generation Control (AGC) for
frequency control.

As described above, there is a question as to whether the price signals described in Chapter 2
have functioned to elicit the consumption and investment decisions that were expected to occur
with wholesale market competition.

C. Wholesale Electric Power Markets and Generation Investment by Region

New generation investment has varied significantly by region since the adoption of open access
transmission and the growth of competition. Figure 3-1 shows the overall pattern of new
investment by region. There has been substantial new investment in the Southeast, Midwest, and
Texas, while other regions have not experienced as much investment. Each region has different
pricing formats for transmission services. Moreover, regions that operate exchange markets for
electric power and ancillary services use different forms of locational pricing, price mitigation,
and capacity markets.

"7 Companies can also limil their exposure to price swings through linancial instruments rather than contracts for physical delivery of eleciricity.
Such contracts are essentially a bet between two parties as o the future price level of a commuodity. If the actual price for powerat a given time
and location is higher than a financial comiract price, Party A pays Party B the difference; if the price is lower, Party B pays Party A the
difference. In facs, in the United States electricily markess, such agreements are sometimes called “contracts for differences.” Purely financial
contracts involve no obligation to defiver physical power. [n this repor, the Task Force discusses contracts for physical delivery rather than
linancial contracts, unless otherwise noted.
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Figure 3-1. U.S. Electric Generating Capacity Additions, 1960 — 2005
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These regional differences provide some insight into the impact of different policy choices on
creating markets with sufficient supply choices to support competition and to allocate resources
efficiently.

1. Midwest
a. Wholesale Market Organization

In 2004, the Midwest RTO began providing transmission services to wholesale customers in its
footprint. On April 1, 2005, the Midwest Independent System Operator {(MISO) commenced its
organized electric power market operations. Prior to that, there were no centralized electric

power exchange markets and wholesale customers obtained transmission under each utility’s
QATT.

b. New Generation Investment

Wholesale prices spiked in the Midwest in the summer of 1998,"*® as an increase in demand due

to unusually hot weather combined with unexpected generation outages. A significant amount of

'$* Federa! Energy Regulatory Commission, Staff Report to the Federal Energy Regulatory Commission on the Causes of Wholesale Electric
Pricing Abnormalities in the Midwest During June 1998 (1998).
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new generation was built in response to the price spike, as shown in Table 3-1. For example,
from January 2002 through June 2003, the Midwest added 14,471 MW in capacity.'™

Most of the new generation was gas-fired, even though the region as a whole relies primarily on
coal-fired gem‘:ration.]60 More recently, new generation has been coal fired, in part because of
rising natural gas prices.'®" This entry and the subsequent drop in wholesale power prices has
resulted in (1) merchani generators in the region declaring bankruptcy and (2) vertically
integrated utilities returning certain generation assets from unregulated wholesale affiliates to
rate-base.

2. Southeast
a. Wholesale Market Organization

Wholesale customers in the region obtain transmission under each utility’s OATT (e.g., Entergy
or Southern Companies). There are no centralized electric power markets specific to the region.

b. New Generation Investment

Due to the Southeast’s proximity to natural gas in the Gulf of Mexico and pipelines to transport
it, natural gas is a popular fuel choice for those building plants in the region. The Southeast has
seen considerable new generation construction, as shown in Figure 3-1. More than 23,600 MW
of capacity were added in the Southern control area between 2000 and 2005, %2 and several
generation units owned by merchants or load-serving entities have been built in the Carolinas in
the past few years.

A significant portion of the region’s new generation was nonutility merchant generation, and a
number of merchant companies that built plants in the 1990s have sought bankruptcy protection.
Often, the plants of bankrupt companies have been purchased by local vertically integrated
utilities and cooperatives, such as Mirant’s sale of its Wrightsville plant to Arkansas Electric
Cooperative Corporation and NRG’s sale of its Audrain plant to Ameren.'® Even apart from
bankruptcies, some independent power producers have withdrawn from the region.

'** Federal Energy Regulatory Commission, Office of Market Oversight and investigations, State of the Markets Repori: Assessment af Energy
Markets for the Period January I, 2002 through June 30, 2003, at 109 {2004), available at htip://www.ferc.gov/legal/staff-reports.asp (hereinafter
FERC State.of the Markets Report 2002-2003].

4% 14 at 50,
Y FERC State of the Markets Report 2004 a1 77,
162 Southemn comments.

19 See Fiich Ratings, Wholesale Power Market Update (Mar. 13, 2006}, availabie at
http:/fwww. fitchratings.com/corporate/sectors/special_reports.cfm?sector_flag=2&marketsector=1&detail=&body_content=spl_rpt.
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3. California
a. Wholesale Market Organization

The California ISO began operation in 1998 to provide transmission services. Concurrently, a
separate Power Exchange (PX) operated electric power exchanges. After the 2000-2001 energy

crisis, the PX was dissolved.'%

b. New Generation Investment

Even before the California energy crisis, California depended on imported electric power from
neighboring states. Much of the generation capacity that serves load in Southern California was
built a substantial distance away from the population it serves, making the region heavily
dependent upen transmission. In the past few years, much of the generation in Callforma has
operated under long-term contracts negotiated by the state during the energy crisis.'® Since
2000-2001, California’s demand has increased, but construction of local generation has not kept
pace. Over 6,000 MW of new generation capacity entered California in 2002-2003, but very
little was built in congested, urban areas such as San Francisco, Los Angeles, and San Diego.
Most new generation projects have been in Northemn California.'’” In the past five years,
trangmission investments have improved links between Southern and Northern California, and
accessible generation investment in the Southwest has increased.

166

4. New England

a. Wholesale Market Operation

The New England 1SO (ISO-NE) provides transmission services as well as a centralized electric
power market. Under the electric power pricing mechanism adopted by ISO-NE, certain units
used to maintain local resource adequacy must bid into the energy markets at marginal costs
under must-run reliability contracts. The fixed costs of these high-priced units are recovered
from users in the pertinent reliability zone.

b. New Generation [nvestment

Much of New England’s net new generation has been built in less populated areas of the region,
such as Maine, while most of the demand for power is in southern New England. From January
2002 through June 2003, [SO-NE added 4,159 MW in capacity. 1% There were fewer capacity
additions in 2004 than in the two previous years. In 2004, four generation projects came on line.
Generation retirements in 2004 totaled 343 MW, of which 212 MW are deactivaied reserves.

" Currently, the CAISO aperates only an imbalance encrgy market,

1% See discussion infra Chapter 1, for a more extensive discussion ol the Westem Energy Crisis of 2000-2001.
'® FERC State of the Markets Report 2604 at 69; FERC State of the Markets Report 2002-2003 at 41-43,

7 CAISO comments.

' FERC Sinte of the Markeis Report 2002-2003 a1 109.
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Demand growth in the organized New England markets has led to “load pockets,” areas of high
population density and high peak demand that lack adequate local supply to meet demand and
for which transmission congestion prevents use of distant generation. These pockets have not
seen entry of generation to meet local demand, and transmission has not always been adequate to
bridge this gap. In general, New England needs new generation in the congested areas of Boston
and Southwest Connecticut, increased demand response, or increased transmission investment {o
reduce congestion. Significant transmission upgrades were expected to go into operation in
Boston and Southwest Connecticut during 2006, '

Theoretically, locational prices should elicit generation investment where needed, but this has
been inadequate in load pockets. The ISO-NE pricing methodology often did not allow the
market clearing price to reflect the cost of generation used to serve the congested areas.'”® The
resulting locational prices were not sufficient to attract significant new entry. Several policies
have been adopted 1o provide the needed incentives. In 2003, ISO-NE implemented a temporary
measure known as the Peaking Unit Safe Harbor (PUSH) mechanism, which was intended 1o
enable greater cost recovery for high-cost, low-use units in designated congestion areas;
however, PUSH units were not able to recover all their fixed costs.'”' In June 2006, FERC
approved a settlement establishing a forward capacity market in New England that will project
demand three years in advance and hold annual auctions to purchase power resources for the
region’s needs.'”” The forward capacity market includes a locational component to account for
areas where transmission congestion limits the ability to import capacity necessary to meet local
demand.

3. New York
a. Wholesale Market Operation

NYISO provides transmission services as well as a centralized clectric power market. NY{SO
uses price mitigation to guard against wholesale price spikes, but, in contrast to early ISO-NE
practice, it includes high-cost generators in marginal locational pricing.

b. New Generation Investment

New York traditionally has built generation in less populated areas and transmitted the power to
more populated areas. For example, the New York Power Authority was created, in part, to get
hydroelectric power from the Niagara Falls area into more congested areas of the state. From
January 2002 through June 2003, NYISO added 316 MW in capacity.'” Three generating plants

' ISO New England Inc., Forecast Report of Capacity, Energy, Loads, and Transmission, at 76 (20006), available at http:/harww iso-
ne.com/Arans/celt/report/2006/2006_CELT_Report.pdf.

" FERC State of the Markets Report 2002-2003 at 83 (“These load pockets did not exhibit materially higher locational prices in 2004, probably
because the cost of expensive units used 1o ensure resource adequacy and transmission security in these areas are frequently not eligible to set the
clearing price™}.

. a 36.

™ Devon Power LLC, |15 FERC 4 61,340 (2006); Press Release, 1SO New England Inc., 1ISO New England Announces Broad Stakcholder
Agreement on New Capacity Market Design (Mar. 6, 2006), available at hup:/fwww.iso-ne.com/mwsiss/pr/2006/march_6_setilement_filing,pdf.

'™ FERC State of the Markets Report 2002-2003 at 109.
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with a total summer capacity of 1,258 MW came on line in 2004, Three plants totaling 170 MW
retired in 2004.'7*

Currently, transmission constraints in and around New York City limit competition in the city
and lead to greater use of expensive local generation, which results in high prices. NYISO uses
price mitigation measures designed to avoid mitigating prices resulting from genuine scarcity.
NYISO has separate mitigation rules for New York City. In an effort to lessen distortion of
market signals, NYISO includes the cost of running generators to serve toad pockelts in its
calculation of locational prices. Thus, potential entrants get a more accurate price signal
regarding investment in the load pocket,

In a further effort to spur new construction, NYISO also sets a more generous “reference price”
for new generators in their first three years of operation (bids above the reference prices may
trigger price mitigation).'” Unlike New England, New York is seeing new generation
investment in at least one congested area. Approximately 1,000 MW of new capacity entered
commercial operation in the New York City area in 2006. The fact that New York is better able
than New England to match locational need with investment is likely due to New York’s clearer
market price signals, both in energy markets and capacity markets. However, the Public Utility
Law Project of New York commented that it is the public power agencies and traditional
investor-owned utilities — rather than merchants responding to NYISO prices — that have
invested in new infrastructure.

The effect of load pockets on prices is shown in Figure 3-2, which estimates the annual value of
capacity based on weighted average results of three types of auctions run by the NYISO.
Capacity prices are higher in the tighter supply areas of NYC and Long Island.

Y4 FERC Siate of the Markets Report 2004 at 97.
'™ FERC State of the Markets Report 2002-2003 at 39.

64



Figure 3-2. Estimate of Annual NY Capacity Values
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6. PIM
a. Wholesale Market Operation

The PIJM Interconnection provides transmission services as well as a centralized electric power
market. PJM has both energy and capacity markets. Iis energy market has locational prices, and
FERC recently approved, in principle, PIM’s proposal to shift to locational prices in its capacity
markets.'’® The locational capacity market has not yet been implemented.

b. New Generation Investment

PJM capacity includes a broad mix of fuel types. Recent PIM expansion into new territories has
added significant low-cost coal resources to PJM’s overall generation mix, although the National
Rural Electric Cooperative Association (NRECA) commented that other parts of PIM lack
sufficient generation as a result of inadequate ca;aacily additions. From January 2002 through
June 2003, PIM added 7,458 MW in capacity.'’’ Capacity additions in 2004 were lower than in
the two previous years, especially considering that PJM added significant new territery in 2004.
In 2004, 4,202 MW of new generation was compteted in PJM. During the year, 78 MW of
generation was mothballed and 2,742 MW was retired. 78

7 pM Intereonnection, L.L.C., 115 FERC § 61,079, al 61,236, reh ‘g denied, 117 FERC § 61,33 (2006).
" FERC State of the Markets Report 2002-2003 at 109,
' FERC State of the Markers Report 2004 21 112,
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Like other areas, PJM depends on transmission to move power from areas of low-cost generation
to areas of high demand. The. flow is generally from the western part of PJM, an area with
significant low-cost coal-fired generation, to eastern PJM. The easternmost part of PIM is
limited by transmission line capacity constraints, which at times limit the deliverability of
generation from the west. This means that higher-cost generation must be run in the eastern
region to meel local demand. Furthermore, within the eastern region, there are areas of even
more limited transmission. As a result, in some areas generation that is not economical to run is
given reliability must-run (RMR) contracts to prevent it from retiring and possibly reducing local
reliability.'”? Recently, three utilities in PJM proposed major transmission expansions to
increase capacity for moving power into eastern parts of PJM. " In its comments, PJM contends
that it is experiencing a “robust” level of new transmission investment for reliability upgrades.

7. Texas

a. Wholesale Market Operation

The Electric Reliability Council of Texas (ERCOT) manages power scheduling on an electric
grid consisting of about 77,000 MWs of generation capacity and 38,000 miles of transmission
lines. It also manages financial settlement for market participants in Texas's deregulated
wholesale bulk power and retail electric market. The Public Utility Commission of Texas
regulates ERCOT. ERCOT generally is not subject to FERC jurisdiction because its operations
are not integrated with other electric systems outside of Texas (i.e., there is no interstate electric
transmission). ERCOT is the only market in which regulatory oversight of the wholesale and
retail markets is performed by the same governmental entity.

FEach year, ERCOT determines the set of transmission constraints within its system that it deems
Commercially Significant Constraints (CSCs). Once approved by the ERCOT Board, the CSCs
and the resulting Congestion Zones are used by the ERCOT dispatch process for the next year.
[n 2005, ERCOT had six CSCs and five Congestion Zones. When the CSCs bind, ERCOT
economically dispatches generation units’ bids against load within each zone. To balance the
system in real time, ERCOT issues unit-specific instructions to manage Local (intra-zonal)
Congestion, then clears the zonal Balancing Energy Market. The balancing energy bids from all
the generators are cleared in order of lowest to highest bid. 18!

7 1d. a1 188,

19 AEP proposes to build a new 765-kilovolt (kV) transmission line stretching from West Virginia to New Jersey, with a projected in-service date

of 2014. AEP Interstate Project Summary, available at hitpi/iwww acp.com/newsroom/resources/docs/AEP_InterstateProjectSummary.pdf.
Allegheny Power (Allegheny) proposes 10 construct a new 500-kV transmission line, with a targeted completion date of 2011, which will extend
from southwestemn Pennsylvania to existing substations in West Virginia and Virginia and continue east 1o Dominion Virginia Power's Loudoun
Substation, Allegheny Power Transmission Expansion Proposal, available at hitp:/fwww alleghenypower.com/TrAIL/TrAlL asp. More
recently, Pepco has proposed to build a 500-kv transmission line from Northern Virginia, across the Delmarva Peninsula and into New Jersey.

1 ERCOT Response to the DOE Question Regarding the Energy Policy Act 2005, available at
http/www . oe.energy.gov/DocumenisandMedia/ercot 2. pdf.
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At least one study asserts that when there is local congestion, local market power is mitigated in
ERCOT by ad hoc procedures aimed at keeping prices relatively low while maintaining
transmission flows within limits. The study concludes that, as a result, prices may be too low to
elicit needed investment when there is local scarcity. Since it is difficult for new entrants to
enter local markets at these prices, local monopoly positions are essentially entrenched. 182

b. New Generation Investment

In the late 1990s, developers added more than 16,000 MW of new capacity to the Texas
market.'® Certain aspects of this market may make it attractive to new investment. Texas
consumers directly pay (via their electricity bills}) for transmission system updates made to
accommodate new plants. In other states, FERC often requires developers to pay for system
upgrades upfront and recoup the cost over time through credits against their transmission
rates.'* In addition, the Texas PUC plans to implement an energy-only resource adequacy
market design in the fall of 2006 that requires incrementally raising the energy offer caps over
time. More than 13,000 MWs of new capacity is scheduled to be online in 2009-201 1.1

C. Hybrid Wholesale/Retail Demand Response

ERCOT has a competitive market-based demand response program that allows competitive
retailers, along with willing customers, to respond to market-based price signals. Under the
Load Acting As a Resource Program (LAAR), customers bid demand response into ERCOT's
ancillary services market for responsive reserves through their scheduling agent. '8 If needed by
ERCOT, the load is then paid the market-clearing price for responsive reserve. The LAAR
program is fully subscribed at 1,150 MWs,

8. The Northwest
a. Wholesale Market Organization

Wholesale customers obtain transmission service through agreements executed pursuant to
individual utility OATTs. There are no centralized exchange markets specific to the region, but
there is an active bilateral market for short-term sales within the Northwest and to the Southwest
and California, which makes use of centralized electronic exchange platforms (such as the
InterContinental Exchange). Several trading hubs with significant levels of liquidity provide
price information. Multiple attempts to establish a centralized Northwest transmission operator
have proven unsuccessful for a variety of reasons, including difficulties in applying standard
restructuring ideas to a system dominated by cascading (i.e., interdependent nodes) hydroelectric
generation and difficulties in understanding the potential cost shifts that might result in

1% Ross Baldick and Hui Niu, Lessons Learned: The Texas Expericnce, available at hitp://www ece utexas.edu/~baldick/papers/lessons.pdf.

W18, General Accounting Office, GAO-02-427, Restructured Electricity Markets, Three States' Experiences in Adding Generating Capacity, at
9 (2002) [hereinafter GAQ, Restructured Electricity Markets, Three States ' Experiences).

Wrd, a9,
'8 public Utilities Commission of Texas comments {2).

'™ For more information regarding LAAR, see hap:fiwww.ereot.com/services/programs/load/iaar.
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restructuring contract-based transmission rights. A nascent organization created to enhance
coordinated regional reliability and planning, ColumbiaGrid, has recently seated a board and
begun development of various “functional agreements.” 187

b. New Generation Investment

The Northwest’s generation portfolio is dominated by hydroelectric generation, which comprises
roughly half of all generation resources in the region on an energy basis.'®® Coal and natural gas
resources make up most of the remaining generation, with smaller contributions from wind,
nuclear, and other resources. The hydroelectric share has decreased steadily since the 1960s.

The Northwest’s hydroelectric base allows the region to meet almost any capacity demands
within the region, but the region is susceptible to energy limitations (given the finite amount of
water available to flow through dams). This ability to meet peak demand buffers incentives for
building new generation, which might be needed to assure sufficient energy supplies during
times of drought. In three out of four years, hydro generation can displace much of the existing
thermal generation in the Northwest. However, generation was added in recent years to meet
load growth and to attempt to capitalize on high-prices during the Western energy crisis of 2001-
2002. Due to high power purchase costs during this crisis, some utilities have added thermal
resources as insurance against drought-induced energy shortages and high prices. Altogether,
over 3,800 MWs of new generation has been added to the Northwest Power Pool since 1995. Of
that, 75 percent was commissioned in 2001 or later.

D. Observations on Current Wholesale Market Options
One of the most diffiult questions federal regulators currently face is whether the different forms
of competition in wholesale markets have resulted in an efficient allocation of resources. The

various approaches used by the different regions show the range of available options.

l. Open Access Transmission without an Organized Exchange Market

One option is to rely on the OATT to make generation options available to wholesale customers.
No centralized transmission operator or exchange matket for electric power operates in regions
that rely on this option (the Northwest and Southeast). However, active trading platforms can be
found in these regions. These platforms provide liquidity and price transparency in some day-
ahead or longer-term markets — although the prices do not directly reflect the costs of congestion.
For long-term sales in these markets, wholesale customers shop for alternatives through bilateral
contracts with suppliers. In both cases, customers separately arrange for transmission via the
OATT. With a range of supply options to choose from, long-term bilateral contracts for physical
supply can provide price stability for wholesale customers and send them a rough price signal so
they can determine whether to build or buy. However, prices and terms can be unique to each
transaction and may not be publicly available. Furthermore, the lack of centralized information
about trades leaves transmission operators with system secunty risks that constrain transmission

™ Available at hip://www.columbiagrid.org

'™ For a complete discussion of generation characteristics of the Northwest, see NW Power & Con. Council, The Fifth Northwest Power and
Conservation Plan, Ch. 2 (2005}, available at htp:/fwww.nweouneit.orglenergy/powerplan/plan/De fault.m.
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capacity. The lack of price transparency can add to the difficulty of pricing long-term contracts
in these markets.

‘This model depends significantly on the availability of transmission capacity that is sufficient to
allow buyers and sellers to connect. Thus, it also depends on the accurate calculation and
reporting of available transmission capacity. Short-term availability is not sufficient, even if
accurately reported, to form a basis for long-term decisions such as contracting for supply or
building new generation. Not only must transmission be available, it also must be seen to be
available on a nondiscriminatory basis. As FERC noted in Order 2000, persistent allegations of
discrimination can discourage investment even if they are not proven. Without the assurance of
long-term transmission rights, wholesale customers may remain dependent on local generation
owned by one or only a few sellers, because they cannot access competitive options supplied by
more distant generation. Similarly, new suppliers may have no means of competing with
incumbent generators located close to traditional load.

2, Organized Wholesale Markets

In organized markets, market participants have access to an exchange market where prices for
electric power are set in reference to supply offers by generators and demand by wholesale
customers (including Load-Serving Entities or LSEs). While prices can be set by a number of
mechanisms, all U.S. exchange markets have a uniform price auction to determine the price of
electric power. Uniform price auctions theoretically provide suppliers an incentive to bid their
marginal costs, to maximize their chance of getting dispatched.

The principal alternative to uniform price auctions is a pay-as-bid market.'® Research on
whether pay-as-bid auctions result in lower prices than do uniform price auctions has been
evolving and the results are, at best, mixed. Theoretically, pay-as-bid auctions do not result in
lower market-clearing prices and may even raise prices as suppliers base their bids on forecasts
of market-clearing prices instead of their marginal costs. Recent research suggests that pay-as-
bid can sometimes result in lower costs for customers.'” But the pay-as-bid approach ma
reduce dispatch efficiency, to the extent generator bids deviate from their marginal costs.'”'
From a practical perspective, academics and market designers generally agree that uniform price
auctions in competitively structured markets produce economically efficient prices.

Currently, in uniform price auction markets some generators (e.g., coal- or nuclear-fueled units)
may be earning a return above those typically allowed under cost-based regulation. But other
generators (¢.g., natural gas-fueled units) are earning returns below those typically allowed under
cost-based regulation. In a competitive market, a unit’s profitability in a uniform price auction
will depend on whether, and by how much, its praduction costs are below the market clearing
price. A uniform price auction thus may produce very high prices compared with the costs of

*¥* Under a pay-as-bid markei, sellers are paid their actual bid prices, while under a *single price” or uniform price market, all sellers are paid the
single market-clearing price.

"™ Par Holmberg, Comparing Supply Function Equilibria of Pay-as-Bid and Uniform Price Auctions (2005) (Uppsala University, Sweden
Working Paper 2005:17); G. Federico & D. Rahman, Bidding in an Efectricity Pay-As-Bid Auction (Nuffietd College Discussion Paper No 2001-
W3, 2001); Joskow, Difficult Transition a1 6-7.

! Alfred E. Kahn, et al., Uniformt Pricing or Pay-as-8id Pricing: A Dilenima for California and Beyond (Blue Ribbon Panel Report, study
commissioned by the Catifornia Power Exchange, 2001),
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some generators and yet not high enough to give investors an incentive to build new generation
that could mederate prices going forward. The uniform price auction creates strong incentives
for entry by low-cost generators that will be able to displace high-cost generators in the merit
dispatch order. The sufficiency of entry in uniform price auction markets has been a topic of
discussion among policymakers and market participants. Four policy options have been
suggested.

a. Unmitigated Exchange Market Pricing

One possible, but controversial, way to spur entry is to let wholesale market prices rise with
scarcity.'” As discussed in Chapter 2, the market likely will respond in two ways. First, the
resulting price spikes will attract capital and investment. To assure that the price signals elicit
appropriate investment and consumption decisions, they must reflect the differences in prices of
electricity available to serve particular locations. The costs of supplying customers within the
region may vary where transmission capacity limits the availability of electric power from some
generators within a regional market. Without locational prices, investors may not make wise
choices about where to invest in new generation.

Unfortunately, it is difficult to distinguish high prices due to the exercise of market power from
those due to genuine scarcity. High prices due to scarcity are consistent with the existence of a
competitive market, and therefore perhaps suggest less need for regulatory intervention. High
prices stemming from the exercise of market power in the form of withholding capacity may
Jjustify regulatory intervention. Being able to distinguish between the two situations is therefore
important in markets with market-based pricing. 193

Second, higher prices likely will influence customer decisions about how much and when 1o
consume. Price increases signal customers to reduce the amount they consume. Indeed, during
the Midwest wholesale price spikes in the summer of 1998, consumption fell when prices rose as
customers purchased little supply during those periods.'”* To reduce consumption efficiently,
retail customers must have the ability to react to accurate price signals. As discussed in

Chapter 4, customers often have limited incentive, even in markets with retail competition, to
reduce their consumption when the marginal cost of electricity is high. This is because retail
rates in the short term do not vary to account for the costs of providing the electricity at the
actual time it was consumed.

b. Moderation of Price Volatility with Caps and Capacity Payments

To date, the alternative to unmitigated exchange market pricing has been price and bid caps in
wholesale exchange markets. Although price and bid caps may moderate wide swings in

"*! In theory, a pivotal supplier could bid $1 million or more and set the clearing price, 50 in practice the [SO would have still set a cap, albeit a
high one. in its commems, the Public Uiilities Commission of Texas describes a plan it expects to adopt in summer 2006, to raise offer caps
incremenially in its energy-only market. The Public Utilities Commission of Texas expects to ultimately pay $3000 per MWh for energy in some
hours of the year.

1" See generally Edison Mission Energy, Inc. v. FERC, 394 F.3d 964 (D.C. Cir. 2605).

'™ Robert ). Michaels and Jerry Ellig, Price Spike Redux: A Market Emerged, Remarkably Rational, 137 PuB. UTIL. FORTNIGHTLY 40 (1999).
Wholesale customers with supply conltracts for which ehe prices were tied 1o the market price paid higher prices for electric power during those
hours,
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market-clearing prices, there is disagreement as to the appropriate levet of the caps. Higher caps
may strike a balance between a policy of smoothing out the peaks of the highest price spikes and
one of demonstrating where capital is required and can recover its full investment. Some argue,
however, that high price caps may burden consumers with high prices and yet not allow prices to
rise to the level that will actually ensure that investors will recover the cost of new investment, '*>
Thus prices can nise significantly and yet not attract additional supply that could eventually
moderate price.

Capacity payments are one way to ensure that investors recover f{ixed costs. Such payments can
provide a regular payment stream that, when added to power market income, can make a project
more economically viable. Like any regulatory construct, however, capacity payments have
limitations. 1t is difficult to determine the appropriate level of capacity payments to spur entry
without over-taxing market participants and consumers. In addition, because capacity payments
include a reserve margin added on to demand, capacity markets may be more susceptible to
market power than energy markets. These markets may not be viable unless there is some
mitigation policy, but determining the appropriate mitigation policy is a chatllenge.""6

To the extent that capacity rules change, there is a perception of risk about capacity payments
that may limit their effectiveness in promoting investment and ultimately new generation. When
rules change, builders and investors may take advantage of short-term capacity payment spikes
in a mannet that is inefficient from a longer-term perspective.

If capacity payments are provided for generation, they may prompt generation entry when
transmission or demand response would be more affordable and equally effective. Capacity
payments also may reward traditional utilities and their affiliates disproportionately by providing
significant revenues for units that are fully depreciated. Capacity payments also may discourage
entry by paying uneconomical units to keep running instead of exiting the market. These
concerns can be addressed somewhat by appropriate rules — e.g., NYISO’s rules giving capacity
payment preference to newly-entered units. In general, however, it is difficult to tell whether
capacity payments alone would spur economically efficient entry.

One issue is whether capacity prices should be locational, similar to locational electric power
prices. PJM, ISO-NE and NYISO have either proposed or tmplemented locational capacity
markets that may increase incentives for building in transmission-constrained, high-demand
areas. The combination of high electric power prices and high capacily prices in these areas may
create adequate incentive to build generation in load pockets.'

1% Sometimes, in fact, eatry may not be justified, even in the face of high prices. Potential entrants must consider the benefits as well as the costs
of entry. Some areas may be so costly to enter, that it is more efficient for society as a whole to pay the higher prices rather than pay the high
investment costs to build lower cost generation, institute price-responsive demand programs, or invest in transmission aceess to lower-cost
generation.

1% Making demand response eligible to meet reserve margins may ease these concems.

7 {n the areas that need capacity the most - densely populated areas signilicantly bounded by topographical bamiers such as oceans — land prices,
environmental resirictions, agsihetic considerations, and other faciors may make new generation more (or even prohibitively) expensive. In fact,
there are some environmental restriclions thai serve as de facto bars to new generation entry.
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C. Encouraging Additional Transmission Investment

Building the right transmission facilities may encourage entry of new generation or more
efficient use of existing generation located near, but outside, load pockets. But transmission
expansion fo serve increased or new load raises the difficulty of creating a rate structure that ties
the economic and reliability benefits of transmission to particular consumers. Because
transmission investinents can benefit multiple market participants, it is difficult to assess who
should pay for the upgrade, particularly when some market participants do not require the
transmission to meet their needs. This regulatory challenge may cause uncertainty about the
price for transmission and about return on investment both for new generators and for
transmission providers.

Merchant transmission lines, built by nonutilities, once were thought to be a solution to the need
for long distance transmission lines. However, few merchant lines have been built.
Uncertainties about revenue have made financing difficult. In addition, difficulties in obtaining
needed rights-of-way and environmental approvals have chilled potential merchant projects. '*®
Provisions of EPAct 2005 that allow for federal permitting of transmission projects under certain
circumstances appear to have encouraged interest in new transmission projects, including
merchant projects. 19

Building or expanding transimission capacity, where possible, may remove the congestion that
contributes to higher electricity prices in load pockets and other transmission-constrained areas.
However, the potential for building new transmission may reduce the incentive to build new
generation in the load pockets or develop demand response and thus may sustain the high prices
there. Once new transmission capacity is built, it will increase supply options and decrease or
dampen prices just as newly built generation or demand response would. Building or expanding
transmission may increase supply more cost effectively than building new generation in load
pockets and other constrained areas.

Both generation and merchant transmission builders must deal with an existing transmission
owner or an RTO/ISO to obtain permission to interconnect their facilities. Moreover, there are
substantial difficulties in siting new transmission lines. It is difficult to assess whether these
risks are higher for transmission builders than for generation builders or demand response
programs.

d. Governmental Control of Generation Planning and Entry

The final alternative is a regulatory, rather than market, mechanism to assure that adequate
generation is available to wholesale customers. As a method to spur investment, regulatory
oversight of planning has some positive aspects, but it also has costs. Using regulation through
governmentally determined resource planning to encourage entry could result in more entry than
through market-based solutions, but that entry may not occur where, when, or in a way that most

™ PIM Interconnection, L..1..C., PJAf Regional Transmission Expansion Plan, at 20 (2006), available at hip://www.pjm.com/planning/reg-trans-

expsplan.himl.

1% See supra note 180. AEP and Allegheny are both requesting that their proposed transmission projects be designated as a National Interest
Electric Transmission Comidor under EP Act 2005.
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benefils customers. Regulatory oversight of investment also means regulators can bat entry for
reasons other than efficiency. The stable rate of return on invested capital under rate regulation
can encourage investment. On the other hand, rate regulation can lead to overinvestment,
excessive spending and unnecessarily high costs. Regulation also does not provide the same
market discipline that effective competition provides. Under regulation, ratepayers may bear the
risk of mistakes resulting from where and how investments are made. In competitive markets,
the penalties for such mistakes fall on management and shareholders. Future accountability for
investment decisions can lead to better decision-making at the outset.*®

Some commenters strongly supported Integrated Resource Planning or other governmentally
supervised planning processes to provide optimal fuel diversity.”' In particular, they were
concerned that the market acting alone creates boom-bust cycles where investors overreact to
market signals and too many parties invest in one region. This creates overcapacity, which in
turn leads to lower prices. Regulatory oversight of planning could result in greater fuel diversity,
and thus less exposure to risks associated with changes in fuel prices or availability. Although
IRP often includes consideration of future fuel prices, it is difficult to determine in advance the
appropriate mix of fuels given the difficulty of projecting fuel prices. Regulators and planners
too can make flawed resource decisions and have done so in the past.

3. Market Oversight of Wholesale Energy Markets

Under current law, market oversight to prevent anticompetitive behavior is an important feature
of organized wholesale electricity markets. There is consensus about the need for market
oversight and rules to ensure that wholesale electricity markets function efficiently and provide
benefits to consumers. FERC’s Office of Enforcement and state regulators perform this service
by reviewing wholesale electricity markets and the reports of internal and independent market
monitors.”®* Organized markets also are subject to ongoing scrutiny by state regulators and the
independent market monitoring arms of RTOs.**® In sum, market oversight continues to be a
vital element of organized wholesale markets, and efforts are ongoing to strengthen the oversight
process.

E. Factors that Affect Investment Decisions in Wholesale Electric Power Markets

The Task Force examined comments on how competition policy choices have affected
investment decisions of buyers and sellers in wholesale markets. A number of issues emerged.
One was the difficulty of raising capital to build facilitics whose revenue streams are affected by
changing fuel prices, demand fluctuations, and the potential for regulatory intervention. A
related theme was the investment dampening effects of a perceived lack of long-term contracting
options. Some commenters asserted that significant problems still exist in organized markets,
including steep price increases in some locations without the moderating effect of long-term

b Regulatory solutions, more so than market-based outcomes, may outlive the circumstances that made them seem reasonable.
¥ New York G&E comments; Idaho PUC comments.

¥ FERC's efforts are not limited to the organized markets, and extend o other markets as well. Also, federal and state antitrust enforcement
agencies have jurisdiction to challenge anticompetitive conduct in ¢lectricity markets.

¥ NYPSC comments.
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contracting and new construction.”® Alternately, the comment was made that in some markets

prices are so low that they discourage entry by new suppliers, despite growing projected demand
relative to supply.”® Overall, the Task Force identified six factors that affect investment
decisions in wholesale power markets.

Commenters cited long-term contracts as a critical prerequisite in obtaining financing for new
generators.”" Both generators and consumers said they were unable to arrange long term

contracts.

1. Unavailability of Long-Term Supply Contracts - Wholesale Buver Perspective

Many wholesale buyers said they had sought to enter into long-term contracts but found few or
no offers.’”” The Task Force attempted to determine whether the available data supported these
allegations by examining 2004-2005 data collected by FERC through its Electric Quarterly
Reports for three regions - New York, the Midwest, and the Southeast. Appendix E contains
this analysis. Although inconclusive (due to data limitations described in Appendix E) the
analysis showed that contracts of less than one year predominated in each of the three regional
markets examined. In two of the markets, longer contract terms were observed to be associated
with lower contract prices on a per MWh basis.

Three reasons may explain why buyers perceive they cannot enter long-term purchase power
contracts. >

First, the APPA commented that its members in RTO regions who attempt to procure power
under long-term bilateral arrangements have found it difficult to arrange contracts with base-load
and mid-merit generators at prices that reflect the generators' long-term total cost structure.
Base-load and mid-merit generators may see relatively high profits when gas-fueled generators
are the marginal units, particularly when natural gas prices rise. Natural gas-fueled generatots in
a uniform price auction may see lower profits as their fuel costs rise, to the extent other
generation becomes relatively more economical.’® When natural gas units set the market price,
these units may recover only a small margin over their operating costs, while nuclear and coal
units recover larger margins. Under the competitive model, entry will occur if long-term prices
exceed long-term costs. In fact, recent proposals for new generation show a significant number
of proposals to build base-load and mid-merit generation.”'® [n addition, at least some wholesale
customers may have the option of investing in their own generation projects - either directly or
through affiliates or joint ventures with other interested parties - if they are dissatisfied with the

™ ELCON comments; NRECA comments; APPA comments.
% [ g., PIM comments; EPSA comments.

* Constellation commenis; Mirant comments.

7 ELCON comments.

% In competitive markets, customers also have the ability 10 build their own generation facility if they are unabte to obtain the long-term
purchase contracts that they seek,

¥ See, e.g., Maine Public Advocate comments; NASUCA comments.

¥ The July 2006 Energy Velocity database shows that of the 165,163 MW of generation that is permitted, proposed, application-pending or has
had a feasibility study performed, 1 £0,964 MW, about two-thirds, is nuclear, combined cycle, coal-fired steam or integrated coal gasification
technology (generation types typically considered base-load or mid-menit).
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terms offered by incumbent suppliers. Indeed, in some regions, public power and cooperative
utilities have announced plans to participate in new base-load generating plants. Because of the
long lead times and considerable uncertainties involved, it will be some years before electricity
from any of these plants can enter the market.

There are additional theoretical problems with the effectiveness of competition in providing
investment incentives in that the very competitiveness of these markets cannot be assumed. For
example, over 10 years ago, FERC requested comments on a wholesale “PoolCo” proposal, the
predecessor to today’s organized electricity market with open transmission access.”’' At the
time, the U.S. Department of Justice generally supported the emerging market form but warned:

The existence of a PoolCo cannot guarantee competitive pricing,
since there may be only a small number of significant sellers into
or buyers from the pool. The Commission should not approve a
PoolCo unless it finds that the level of competition in the relevant
geographic markets would be sufficient to reasonably assure that
the bf;xllzeﬁts of eliminating traditional rate regulation exceed the
COSts.

These concerns are heightened by the fact that the market-clearing price in organized exchange.
markets may be established by a changing subset of generators depending upon fluctuations in
consumer demand and transmission congestion.!]3 Indeed, some commenters specifically cited
recent studies that argue that electricity markets need a larger number of suppliers to sustain
competitive pricing than are needed for other commodities.?™

A second explanation for the perceived lack of long-term purchase contracts may be related to
limited trading opportunities to hedge the potential costs of long-term commitments. Long-term
contracts in other commaodities are often priced with reference to a “forward price curve,” A
forward price curve graphs the price of contracts with different maturities. The forward prices
graphed are instruments that can be used to hedge (or limit) the risk that market prices at the time
of delivery may differ from the price in a long-term contract. In a market with liquid forward or
futures contracts, parties to a long-term contract can buy or sell products of various types and
durations to limit their price risk. Currently, liquid electricity forward or futures markets often
do not extend beyond two to three years.”'” In some markets, one-year contracts are the longest
available. In markets where retail load is served by contracts of fixed durations, such as the
threc-year obligations in New Jersey and Maryland, contracts for the duration of the obligation
are growing slowly in number. But the relative lack of liquidity may discourage parties from

M See Inquiry Concerning Alternative Power Pooling Institutions Under the Federal Power Act, Notice of Inquiry, 59 Fed. Reg. 54,851 (Ocl. 26,
1994), FERC Stats. & Regs. § 35,529 (1995) (FERC Docket No. RM94-20-000).

M Comments of U.S. Department of Justice, fquiry Concerning Alternative Power Pooling Institutions Under the Federal Power Act, at 6 (Mar.
2, 1995) (FERC Docket No. RM94-20-000). See also Reply Comments of the U.S. Department of Justice, fnquiry Concerning Alternative Power
Pooling Institutions Under the Federal Power Act (Apr. 3, 1995) (FERC Docket No, RM94-2¢-000).

M2 See Comment of the Federal Trade Commission, Marker-Based Rates for Public Utilities, at 7-8 (Jul. 16, 2004} (FERC Docket No. RM04-7-
000), available at hitp:/fwww fic.gov/os/comments/ferc/v04002 1 pdf.

1 APPA comments; Camegie Mellon commens.

1% Nodir Adilov, Forward Markets, Market Power, and Capacity Investment (2005) (Cornell Univ. Dep’t of Econ. fob Mkt. Papers), available ar
hitp:/fwww.arts.comell.edwecon/nad 7/IMP.pdf.
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signing long-term contracts, because they lack the ability to "hedge” these longer-term
obligations.

Finally, the availability of long-term purchase contracts depends on the availability and certainty
of long-term delivery options (iransmission). Box 3-2 above describes how transmission prices
are set in organized exchange markets. Wholesale customers have argued that the inability to
secure firm transmission rights for multiple years at a known price, particularly in organized
markets, introduces unacceptable uncertainty in resource planning, investment, and
contracting.?'® They say this financial uncertainty has hurt their ability to obtain financing for
new generation projects, especially new base-load generation.

Congress addressed the issue of insufficient long-term contracting in the context of RTOs and
ISOs in EPAct 2005. In particular, section 1233 of EPAct 2005 provides that:

[FERC] shall exercise the authority of the Commission under this
Actl in a manner that facilitates the planning and expansion of
transmission facilities to meet the reasonable needs of load-
serving entities to satisfy the service obligations of the load-
serving entities, and enables load-serving entities to secure firm
transmission rights (or equivalent tradable or financial rights) on a
long-term basis for long-lterm power supply arrangements made,
or ptanned, to meet such needs.*'’

To implement this provision in RTOs and ISOs, FERC adopted new rules regarding FTRs in July
2006. The rules require such organizations to offer long-term firm transmission rights. FERC
did not specify a particular type of long-term firm transmission right, but instead established
guidelines for the design and administration of these rights, such as the length of terms and the
allocation of those rights to transmission customers.

2. Unavailability of Long-Term Supply Contracts — Generator/Investor Perspective

Commenters cited long-term contracts as a critical prerequisite in obtaining financing for new
generators.”'® Comments from generation investors suggested that their ability to arrange long-
term contracts is inhibited by several uncertainties. Most of these uncertainties arise from the
unpredictability of state and federal regulation. Finally, the nascence of market structures for the
sale of electricity can make it difficult for market participants to have settled expectations about
the risk of long-term contracts. A description of the uncertainties associated with regulatory risk
follows.

One type of regulatory uncertainty derives from the fact that most wholesale contracts are subject
to regulation by FERC, and a party to a contract can ask FERC to change prices and terms, even

M APPA comments; TAPS comments.

M7 Pub. 1. No. 109-58, § 1233, 119 Stat. §94, 958 (2005} (emphasis added).

n - .
® Constellation.comments; Mirant comments.
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if the specific contract has been approved previously.zlg For example, in 2001-2002, several
wholesale power purchasers asked FERC to modify certain contracts entered into during the
California energy crisis. They alleged that problems in the California electricity exchange
markets had caused their contracts to be unreasonable. The sellers argued that if FERC overrides
existing contracts, market participants would not be able to rely on contracts when transacting
for power and managing price risk. In declining to change the contracts, *2 FERC cited its
obligatic;gl ta respect contracts except when other action is necessary to protect the public
interest.

A second type of regulatory uncertainty involving bankruptcy may limit future market
opportunities for merchant generators and thus reduce their ability to raise capital. In recent
years, several merchant generators (NRG, Mirant and CaIFine) have sought to use the
bankruptcy process to break long-term power contracts.”? This bankruptcy risk may create an
additional incentive to favor construction of generation by load-serving entities or to purchase
from utility affiliates over wholesale purchases from merchant generators.”” These disputes
have spawned conflicting rulings in the courts. In particular, these cases have centered on
separate, but intertwined issues. First, there is a question of where jurisdiction over efforts to
end power contracts properly lies, as between FERC and the bankruptcy courts, and to what
extent courts may enjoin FERC from acting to enforce power contracts. Second, there is an issue
of what standard applies to such efforts (what showing must a party make to rid itself of a
contract). The law remains unsettled, as do parties’ expectations.

A third type of regulatory uncertainty concerns regulated retail service in states with retail
competition.*** The uncertainty over how much supply a distribution utility will need to serve
its customers, who have the option to switch, can prevent or discourage utilities from signing
long-term contracts.*” The extent of this disincentive is unclear if competitive options are

available for distribution utilities to purchase needed supply or sell excess supply.

A fourth type of uncertainty relates to a general concern about institutional instability. Some
market participants argue that they cannot count on current rules and trading mechanisms

™ In December 2005, FERC proposed 1o adopt a general rule on the standard of review that must be met to justify proposed modifications 10
contracts under the FPA, except iransmission service agreements executed under an open access transmission tarilT as provided for under Order
No. 888, and under the Natural Gas Act, except agreements for the transportation of natural gas executed pursuant to the standard form of service
agreement in pipeline tariffs. Standard of Review for Modifications to Filed Agreements, Notice of Proposed Rulemaking, 71 Fed. Reg. 303
(January 4, 2006), FERC Siats. & Regs. § 61,317 (2005) {Comm'r Kelly, dissenting). Speeifically, FERC proposed that, in the absence of
specified contractual language permitting the Commission to act on proposed modifications to an agreement on its own motion or on behalf of a
signatory or non-signatory under the “just and reasonable” s1andard, the Commission, a signatory or a non-signatory seeking to change a contract
mugt show that the change is necessary to protect the public interest. FERC explained that its proposal recognized the importance of providing
certainty and siability in energy markets, and helped promete the sanctity of contracts. A final rule is pending.

¢ Nevada Power Company v. Enron, 103 FERC Y 61,353, order on reh ‘g, 105 FERC § 61,185 {2003); Public Utilities Commission of California
v. Sellers of Long Term Contracis, 103 FERC {61,354, order on reh’g, 105 FERC 161,182 (2003); PacifiCorp v. Reliant Energy Services, Inc.,
103 FERC 61,355, order on reh'g, 105 FERC 161,184 (2003).

™ See Northeast Utilities Service Co., v. FERC, 55 F.3d 686, 689 (1st Cir. 1995).
™ See Howard 1.. Siegel, The Bankrupicy Court vs, FERC- The Jurisdictional Batle, 144 PUB. UTILS. FORTNIGHTLY 34 (2006).

3 Another factor creating a potential preference for self-buill generation as opposed 1o long-term purchases is the treatment by some credit rating
agencies of power purchase contracts as imputed debt. 1f'a wiility's self-built generation is treated as an asset but long-tenm purchase contracts
are treated as imputed deby, it may cause wtilities and state regulators w favor constructing and awning aver purchasing. See EPSA camments.

4 See infra Chapter 4 for a discussion of regulated service offerings in states with retail competition.

% Mirant commenis; Constellation comments.
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because market rules and institutions change so frequently. This can serve to deter new entry.??
At the same time, many market participants continue to advocate changes in regulatory policy,
even long-settled policy.

3. Capital Requirements - Risk and Reward in the Face of Price and Cost Volatility

New generation construction in wholesale markets depends on the ability of a company to
acquire capital, either from internal sources or external capital markets. There is no federal
regulation of generation entry, and most states that have permitted retail competition have
eliminated any “need-based” showing to build a generation plant.

In the United States, private capital has funded most electric gencration investment. Under
traditional cost-base rate regulation, utility investment decisions were based in part on the
promise of a regulated revenue stream with little assoctated risk to the utility. Ratepayers often
bore the risk, and money from capital marketls was generally available when utilities needed to
fund new infrastructure. One significant problem, however, was that regulators had limited
ability to ensure that utilities spent their money wisely.227 Investors view regulatory
disallowances of imprudent expenditures as regulatory risk. Some believe that Integrated
Resource Planning processes with opportunities for public and regulator participation in advance
of resource procurement decisions will reduce the risks of later regulatory disallowances.**®

In competitive markets, project funding is based on anticipated market-based projections of
costs, revenues, and relevant risks factors. The ability to obtain funding is impacted by the
degree to which these projections compare with projected risks and returns for other investment
()ppc)rtunitics.229 Using this information, potential entrants to generation markets must be able to
convince capital markets that new generation is a viable profitable undertaking. In the late
1990s, investors appeared to prefer market investments to cost-based rate-regulated investments,
as merchant generators were able (o finance numerous generation projects, even without a
contractual commitment from a customer to buy the power.230

Recently, capital for large investment projects has flowed to traditional utilities more than to
merchant generators.”™ In part, this preference reflects the reduced profitability of many
merchant generators in recent years and the relative financial strength of many traditional
utilities. [t also may reflect a disproportionate impact of the collapse of credit and thus trading
capability of nonutilities after Enron’s financial c'allapse:.232 As shown in the Table in Appendix
G, virtually all electric companies rated A- or higher are traditional utilities, not merchant
generators.

2 payl L. Joskow, Competitive Eleciricity Markets and Investment in New Generating Capacity (April 28, 2006) (MIT Working Paper).

! CONG. BUDGET OFFICE, FINANCIAL CONDITION OF THE U.S. ELECTRIC UTILITY [NDUSTRY (1986), available at
http://www.cbo.gov/showdoc.cfim?index=5964& sequence={.

¥ gouhern comments; Duke comments.

1 Commeodity Futures Trading Commission, The Economic Purpose of Futures Markets, available at
http:/fwww.clic.gov/opa/brochures/opaeconpurp.htm.

B APPA comments.

2 Task Force Meetings with Credit Agencies, see Appendix B.

B GAO, Restructured Eleciricity Markets, Three States' Experiences at 13.
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Investor preference for traditional utilities also may be affected by increasing volatility in electric
power markets. As wholesale markets opened to competition, investors recognized that income
streams from the newly-built plants would not be as predictable as in the past.”*® Under cost-
based regulation, vertically integrated utilities’ monopoly service territories significantly limited
the risk of not recovering the costs of investments. Once generators had to compete for sales,
generation plant investors were no longer guaranteed that construction costs would be repaid or
that the output from plants could be soid at a profit.>** Financing was easier to obtain for
projects such as combined cycle gas and particularly gas turbines that can be built relatively
quickly. At the time, they were thought to have a cost advantage over exisling generation,
including less efficient gas-fueled generators.™ In 1996, the EIA projected that 80 percent of
electric generators between 1995 and 2015 would be combined cycle or combustion turbines.>*
Base-load units, such as coal plants, with construction and payout periods that would put capital
at risk for a much longer time, were harder to finance.”’

The increasing amount of new generation fueled by natural gas, however, has caused electricity
prices to vary more frequently as natural gas is a commodity subject to wide swings in price.**®
With input costs varying widely, but merchant revenues often limited by contract or by
regulatory price mitigation, investors may worry that merchant generators may not recover their
costs and provide an attractive rate of return. Commenters suggest that competitive suppliers are
beginning to focus on developing facilities fueled by other sources. They cite 2006
announcements by NRG Energy, Inc. (investing $106 billion to develop 10,500 MW of nuclear,
wind, and coal facilities), TXU (investing in muitiple coal-fired plants), Constellation Energy
and Exelon Corp. (developing a nuclear plant), BP and Edison Mission Group (investing $1
billion in a hydrogen-fueled plant), and AES (investing $1 billion in renewable technologies). >

4, Regulatory Intervention May Affect [nvestment Returns

Economic theory says that, in an unregulated world, needed generation investments will be made
and generation investors will recover not only their variable and fixed costs but also make an
adequate return on these needed investments to maintain long-term financial viability. The
mechanism for this cost recovery of the correct level of generation investment is allowing the
highest cost generator being dispatched at a particular time and place to determine the market
clearing price. The mechanism works as follows: As resources become scarce relative to
demand, market prices are set by more and more expensive resources. Generators with variable

* Connecticut DPUC commenis.
™ GAQ, Restructured Electricity Markets. Three States’ Experiences at 13.

% U.S. Department of Energy, Energy Information Adminisiration, The Changing Structure of the Electric Power [ndustry: An Updace, at 38
{December 1996), available ar htip://tonto.eia.doe.gov/FTPROO T electricily/056296.pdf.

el 3

P Hearing on Nuclear Power, Before the Subcomm. on Energy of the 5. Comm. on Energy & Nat'l Res. (Mar. 4, 2004) {statement of Mr. James
Agselstine, Managing Director, Lehman Brothers). See also Nuclear Energy Institute, nvesiment Stimutus for New Nuclear Power Flant
Construction: Frequently Asked Questions, avaitable at hupiwww.nei.org/documentsfNew_Plani_Envestment_Stimulus.pdf.

¥ Nawral Gas Factors Affecting Prices and Petential Impacts on Consumers: Testimony Before the Permanent Subcommittee on Investigations,
Committee on Homeland Security and Governmental Affairs, United States Senate; GA-06-4207T (Feb. 13, 2006), at 7.

¥ EPSA commenis.

79



costs below the markelt clearing price receive “scarcity rents” that cover their fixed costs and
provide a return on investment. If high prices in a particular energy market reflect scarcity, these
economic rents generally are efficient and serve to provide incentives for construction.

However, regulators may limit recovery of high prices during these periods due to the
unpalatability of even temporarily high prices and/or suspicion of inappropriate market gaming.
Thus regulators may deter suppliers from making needed investments in new capacity by
imposing price caps and limiting recovery of iegitimate costs and delivery of adequate returns.

This dynamic leads to a chicken-and-egg conundrum: if there were efficient investment,
wholesale price or bid caps might not be needed. More investment in capacity would lead to less
scarcity, and thus fewer or shorter episodes of high prices that may require mitigation. By
contrast, it may be that price regulation during high-priced hours diminishes investors’
confidence that market forces (rather than regulation) will set prices. That diminished
confidence in their ability to earn sufficient investment returns thus deters entry of new
generation supply, thereby limiting competition and giving cause for price caps.

Price mitigation through price or bid caps has become an integral component of most organized
markets. The use of price mitigation has led generators to seek adequate returns through
implementation of supplemental revenue streams (capacity credits) to encourage entry of new
supply. See Box 3-3 for a discussion of capacity credits. In practice, however, the presence or
absence of capacity credits has not always resulted in predicted outcomes. California did not
have capacity credits and did not experience much new generation, but two regions (Southeast
and Midwest) experienced significant new generation entry withoul capacity credits. Northeast
RTOs with capacity credits continue to have some difficulty attracting entry, especially in major
metropolitan areas.

Box 3-3
The Use of Capacity Credits in Organized Wholesale Markets

In theory, capacity credits could support new investment because suppliers and their
investors would be assured a certain level of return even on a marginal plant that ran only
in times of high demand. Capacity credits might allow merchant plants to be sufficiently
profitable to survive even in competition with the generation of formerly-integrated local
utilities that may have already recovered their fixed costs.

As noted, much of the new generation in the Southeast was nonutility merchant generation that
relied on the region’s proximity to natural gas supplies. In the Midwest, in the late 1990s,
largely uncapped prices were allowed to send price signals for investment. In California, price
caps of various kinds have been used for a number of years, limiting price signals for new entry.
In the Northeast, organized markets have offered capacity payments for long-term investments in
addition to electric power prices that are sometimes capped in the short term. There is no
conclusive result from any of these approaches — no one model appears to be the perfect answer
for how to spur efficient investment with acceptable levels of price volatility,

80



Net revenue analyses for centralized markets with price mitigation suggest that price levels are
inadequate for new generation projects to recover their full costs. For example, in the last
several years, net revenues in the PYM markets have been, for the most part, too low to cover the
full costs of new generation in the re,gicm.240 Based on 2004 data, net revenues in New England,
PIM and California would have allowed a new combined-cycle plant to recover no more than 70
percent of its fixed costs.

Regulation also may interfere with efficient exit of generation plants due to the use of reliability-
must-run requirements. In some load pockets in organized markets, plant owners are paid above-
market prices to run plants that are no longer economical at the market-clearing price. For
example, in its Reliability Pricing Model filing with FERC, PJM states, “PJM also has been
forced to invoke its recently approved generation retirement rules to retain in service units
needed for reliability that had announced their retirement. As the Commission often has held,
this is a temporary and suboptimal solution. Such compensation, like the RMR contracts

. allowed elsewhere, is outside the market, and permits no competition from, and sends no price
signals to, other prospective solutions (such as new generation or demand resources) that might
be more cost effective.”**! To the extent that market rules allocate the cost of keeping these
plants running for customers ouiside of the load pocket, such payments may distort price signals
that, in the long run, could elicit entry. Graduated capacity payments thai favor entry of efficient
plants may be a partial solution to retiring inefficient old plants.

5. [nvestment in Transmission: A Necessary Adjunct to Generation Entry

Transmission access can be vital to supporting competitive options for market participants. For
example, merchant generators depend on the availability of transmission to sell power, and
transmission constraints can limit their range of potential customers. Small utilities, such as
many municipal and cooperative utilities, depend on the availability of transmission to buy
wholesale power, and transmission constraints can limit their range of potential suppliers. Much
of the transmission grid is owned by vertically-integrated, investor-owned utilities. Some have
alleged that these utilities have an incentive to imit grid use by others to the extent that such use
conflicts with sales by their own generation. In short, the availability of transmission is often
key in determining whether a generating facility is likely to be profitable and, thus, elicit
mvestment.

Since Order No. 888, questions have arisen concerning the efficacy of various terms and
conditions governing transmission availability. For example, customers have raised concems
regarding the calculation of Available Transfer Capacity (ATC). Another concern has been a
lack of coordinated transmission planning between transmission providers and their customers.
Finally, customers have raised concerns about some aspects of transmission pricing, Based on
these concems, in May 2006 FERC proposed modifications to Order 888 open access
transmission tariffs to further limit undue discrimination in transmission services. FERC is
soliciting public comments on its proposed modifications.

* Oceasionally in the past few years net revenues have been sufficient to cover the costs of new peaking units, and in 2005 they were enough to
cover the costs of a new coal plant. PJM Interconnection, LLC, Markel Monitoring Unit, 2005 Stare of the Marker Report, al 118 (2006),
available at hp:/fwww pimoom/marketsimarket-monitor/som.huml

B pIAL fnterconnection, 115 FERC at 61,236.
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As discussed above, gencration that is built where construction costs are low and fuel supplies
readily available, but not necessarily near demand, relies heavily on readily available
transmission. The Connecticut DPUC noted that, while generation growth may have been
sufficient for some regions such as New England as a whole, some localized areas saw demand
grow without increases in supply, raising prices in load pockets. If transmission access to the
load pocket were available, a large base-load plant outside the load pocket might become an
attractive investment.

Less regulatory intervention in wholesale markets for generation may be necessary if
transmission upgrades, rather than unrestricted high prices or capacity credits, are used to
address the concerns about future generation adequacy. Although capacity credits may spur
generators within a load pocket to add additional capacity, capacity credits may not be required
for base-load plants outside the load pocket. Those base-load plants would not have the problem
of average revenues falling below average costs because they would have access to more load,
and would be able to run profitably during more hours of the day. Similarly, price caps may be
unnecessary if improved transmission brought power from more base-load units into the
congested areas. Prices would be lower because there would be less scarcity, and high-cost units
would run for fewer hours.

0. Some Types of Generation Investment Mav Not Be Adequale without Government
Intervention

System reliability, the prevention of network collapse, is a public good.242 The market may not
elicit enough generation that has the technical capability (i.e., the ability to generate MWs within
a very short period of time in a critical location) to prevent network collapse. An administrative
process may be nceded to provide the correct level of generation technically capable of
responding to reliability needs. Some argue that perceived inadequate generation entry 3 may
be due to competitive policies that are inadequate for eliciting appropriate levels of technically
capable generation.

7. The Level of Investment in Demand Response Can A ffect the Need for Generation and
Transmission Investment

Chapter 2 described the typical disconnect between wholesale and retail prices in electric
markets. This disconnect can lead to wider price fluctuations than would be the case if
customers could easily reduce their demand when prices rise. There are several means (o
influence the level of demand for power, including energy efficiency and demand response.
Examples of energy efficiency include giving customers incentives (o replace inefficient
refrigerators and air conditioners and imposing appliance standards or more energy-efficient

2 public goods have two characteristics — "nonexclusiveness” and “nonrivalry.” Nonexclusivencss means that others cannot be excluded from
the use of the good (e.g., if one person refuses to pay taxes, that person still can enjoy public parks) and nonrivalry implies that one person's
consumption of the good does not diminish another person's consumption (e.g., the tact that one person enjoys the increased salety engendered
by military spending doesn’t decrease another person’s safety.) “Preventing network coltapse” is nonexclusive because if the network collapses
there is nothing one can do to escape it (unless one constructs freestanding on-site generation) and il is nonrivalrous because one person being
protected from collapse does not preclude another person’s being protected.

™ Joskow, op. cit,
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building codes. Tools for eliciting demand response include time-based rates and incentive-
based programs. Time-based rates include time-of-use pricing (i.e., a peak price and an off-peak
price), critical peak pricing (i.e., similar to time-of-use rates, but with a critical peak component
invoked during system emergencies or periods of high wholesale prices), and real-time pricing
(e.g., Georgia Power's RTP tariff). Incentive-based demand response programs include
interruptible rates, air-conditioner cycling, and independent system operator emergency demand
response programs.

By influencing demand, energy efficiency and demand response programs can affect pricing in
the short term and in the long term by affecting the amount of generation and transmission
needed as well as the composition (i.e., composition of base load, mid-merit and peaking
generation) of investment. For instance, programs that aim to reduce electricity consumption
that is fairly constant — such as refrigerator efficiency programs — reduce the need for base-load
plants. Similarly, programs that improve the efficiency of appliances that contribute to peaking
load (i.e., air conditioners) can reduce demand for mid-merit generation. Demand response
programs that curtail demand at peak times may resolve constraints that cause load pockets.
Even when constraints persist, demand response can also serve to reduce prices in load pockets
whether these high prices are the result of scarcity rents or market power. DSM also holds the
potential to defer the need for new transmission enhancements. To date, energy efficiency has
provided important benefits, but additional capability can be achieved. Demand response
capability has been modest, between 3 and 7 percent in most regions.z‘44 The use of cnergy
efficiency and demand response is expected to increase significantly in the next few years,
especially after advanced smart metering is installed.

¥ Federal Energy Regulatory Commission, Staff Report on the Assessment of Demand Response and Advanced Metering (August 2006).
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CHAPTER 4
COMPETITION IN RETAIL ELECTRIC POWER MARKETS

A. Introduction and Overview

This chapter examines the development of competition in retail efectricity markets and discusses
the status of competition in the 16 states and District of Columbia that currently allow customers
to choose their electricity supplif—:r.245

Although it has been almost a decade since states started implementing retail competition,
residential customers in most of these states still have little choice among suppliers. In most of
these states, few residential customers have a wide variety of alternative suppliers and pricing
options. Commercial and industrial (C&I) customers have more choices and options, but in
several states large industrial customers have become increasingly dissatisfied with retail prices.

The lack of incentives for alternative suppliers and marketers to enter the market at the retail
level has been a major impediment to market-based competition. Most states required the
distribution utility to offer electricity at a regulated price as a backstop or default if the customer
did not choose an alternative supplier or if the chosen supplier went out of business.**® States
argued that this was needed to ensure universal access to affordable and reliable electncity.

States often set the price for the regulated service at a discount below then-existing rates and
capped the price for multi-year periods. [n some states, these initial discounts sought to
approximate anticipated benefits of competition for residential customers. Since then, wholesale
prices have increased. More than any other policy, this requirement that distribution utilities
offer service at low prices unwittingly impeded entry by alternative suppliers to serve retail
customers. New entrants cannot compele against a below-market regulated price.

States with prices regulated at below-market levels now face “rate shock.” On the one hand, rate
caps for the regulated service most residential customers use expired or will expire within a few
years, and states are faced with raising their regulated customer rates. These higher prices are
particularly painful to customers that have limited ability to adjust consumption in response to
price increases and also lack competitive supply options (other than possibly to install their own
onsite generation). On the other hand, if states continue to require distribution utilities to offer

1 The Task Force adopts the convention of designating states as permitting retail competition on the basis of whether a state allows allenative
suppliers to enter and obtain muliiple, geographically dispersed customers. An even broader potential definition of retail competition would take
into account policies that allow individual retail customers (o provide some or all of their own generation needs {i.e., to make rather than buy
electricity}. Onsite generalion is common in some industries in some sectfons of the country. Small onsile generation projects — often referred 10
as “Distributed Generation™” or “Distributed Resources” projects — are gaining populanity as well. Many states that do not have retail chotce in the
conventional sense do have provisions for various forms of onsite generation and net metering. Anather broader form of retail competition
involves municipal utilitics or cooperatives. NRECA comments (2). Thesge entities can be carved out of existing private utility distribution areas,
or can be added back imo them if the municipality decides 10 do so (or if the cooperative disbands). The Ouer Tail Power case, 410 U.S. 366
(1973}, was decided on the basis of this form of retail competition. If these broader definitions of “‘retail competition”™ were used, all {or nearly
all) states would be designated as retail competition states.

Y In this report, the Task Force refers to state-mandated and -regulated elecirical service in states with consumer choice programs as POLR
service. A broad range of terms is used in different states 10 denole this type of service. Some stutes have more than one form of mandated
service or have changed the form of POLR service over time. In many states, POLR service originated as an ¢lement in armangements to pay the
stranded (Ze., non-recovered) costs of vertically integrated utilities — costs that may have become unrecoverable when the state adopted a retail
customer choice approach.
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régulated service at below-market rates, then retail entry — and thus competition — will not occur.
Moreover, below-market rates put the distribution utility’s solvency at risk and do not provide
appropriate incentives for conservation. >’

This conundrum is further complicated by the fact that most distribution utilities offering
regulated service no longer own generation assets. Most of the supply contracts that were part of
the agreements under which they divested generating assets were set to expire at the end of a
finite transition period.**® Many distribution utilities sold or transferred their generation assets to
unregulated affiliates when retail competition began. If they offer regulated service, they must
purchase supply in wholesale markets. Their former generation assets may be more expensive
now than when they were divested. If the utility repurchases these assets at current prices, it is
likely to have “sold low and bought high.”

The competitiveness of wholesale prices directly affects retail pric::s,249 excepl where retail
prices are set by regulation without regard to current wholesale prices. For examiple, retail prices
usually will reflect imperfections in the wholesale market, such as some wholesale suppliers’
ability to exercise market power,250 problems in market design that increase wholesale suppliers’
costs, government subsidies to some suppliers for reasons other than addressing market failures,
transmission discrimination that prevents low-cost suppliers from reaching customers, or
restrictions that delay or prevent entry and diffusion of low-cost generation technologies.
Distortions in wholesale prices that lead to distortions in retail prices can cause economic
inefficiencies both in retail customers’ consumption patterns and in investment decisions.
Ultimately these distortions can reduce consumer welfare and raise private and social costs of
producing goods made with electricity as an input.

This chapter addresses the status and impact of retail competition in seven states that the Task
Force examined in detail: lllinois, Maryland, Massachusctts, New Jersey, New York,
Pennsylvania, and Texas.”' These states represent the various approaches to retail
competition.252 The chapter also discusses why it is difficult to determine whether retail prices

™7 Dbt rating agencies may downgrade.the creditworthiness of utilities in staies that requise utilities 10 sell a1 prices below their costs. For
example, Moady’s Investors Scrvices reportedly has downgraded the creditworthiness of utilities in Maryland — in particular, Baltimore Gas &
Electric, due 10 that firm's inability to pass on increased input costs to consumers, which “leaves BGE in a weakened state that makes it
vulnerable to further downgrades and even insolvency if il faces further energy price shocks or other costs that the legislature deems cannot be
passed on to customers.” Patricia i1, Marpland Utilities Designated Near Junk, WasH. TIMES (July i2, 2006), available at
htp:/fwww.washingtontimes.com/functions/print.php?SteryID=200607 1 £ - 103048-5690r.

¥ [n most retail customer choice states, supply contracts {vesting contracts) have been used 1o enable distribution utilities 1o offer POLR service
at the capped price level after they have divested generating plants or transferred them to unregulated aftiliates. The “rate shock™ anticipated in
these states is due in part to the lack of laddering in the vesting contracis beyond the end of the transition period, as defined in the legislation.
There are two exceptions worth noting. in Califomia, vesting agreements were de-emphasized in favor of procurement at spot market prices. In
upstate New York, vesting agreements were longer term and continue to have 2 moderating effect on average procurement prices for POLR
service. Public Utility Law Project of New York comments (2) at 36.

M Several commenters ¢mphasized-the potential spillavers from problems at the wholesale ievel to the retail levet, including NYPSC comments
(2) a13-4; APPA comments (2) at 4, 21-25; New York Companies comments (2) at 2, 4-5; Direct Encrgy comments {2) at 7; Alliance for Retail
Energy Markets comments (2) at 3-4; Industrial Consumers comments {2) at 9-10, 21-22; Alfegheny comments {2) at 15, 19.

** Retail competition and options for ensite generation can provide opportunities for a customer to find ahernative supply sources, including self-
generation, if the customer’s present supplier tries to raise prices above the competitive level (i.e., aempts 10 exercise marker power}.

B See Appendix D infra for each siate profile.

2 Restructured states as of May 2006 include Connecticut, Delaware, lllinois, Maine, Maryland, Massachusetts, Michigan, New Hampshire,
New Jersey, New York, Chio, Oregon, Pennsylvania, Rhode sland, Texas, and Virginia, plus the District of Columbia. The states profiled in
Appendix D display a range of conditions that are similar {0 the other states with retail competition. Virginia is similar to Pennsylvania in that its
transition 1o retail competition evolved over a 10-year period. Maine and Rhode Island are similar io New York and Texas in that prices for
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are higher or lower than they would have been absent the move to retail competition. Also
included are several observations based on experiences of states that have implemented retail
competition, with an emphasis on how states can minimize market distortions once rate caps
eXpire.

B. Background on Provision of Electric Service and the Emergence of Retail
Competition

For most of the 20" century, local distribution utilities typically offered electric service at rates
that varied among customer ctasses (e.g., residential, commercial, and industrial). State
regulatory bodies set these rates based on the utility’s costs. Locally elected boards oversaw the
rates for customers of public power and cooperative utilities. For investor-owned systems, the
regulated rate included an opportunity to earn an authorized rate of return on investments in
utility plants needed to serve customers. Public power and cooperative systems operate under a
nonprofit, cost-of-service structure. Their rates typically include a margin to cover unanticipated
costs and support new investment.

With minor variations, monopoly distribution utilities deliver electricity to retail customers.
Industrial customers sometimes can choose from more options than can small business and
residential customers for service and rate structures (e.g., “time-of-use” rates, which are lower
when demand is lower during “off-peak” periods).”™

Beginning in the early 1990s, several states with high electricity prices began to explore opening
retail electric service to competition. As discussed in Chapter | and Figure 4-1, rates varied
substantially among utilities, even within a singie state. Some of the disparity was duc to
different natural resource endowments across regions, the most important of which are the
hydroelectric resources in the Northwest and the abundant coal reserves in such states as
Kentucky and Wyoming. Moreover, some stales required utilities to enter into PURPA contracts
at prices much higher than the utilities’ avoided costs. In addition to these rate disparities, some
industrial customers contended that their rates subsidized lower rates for residential customers.

“provider of fast reson” (POLR) service have been adjusted regularly to reflect changes in wholesale prices. Delaware, the District of Columbia,
Illinois, Michigan, New IHampshire, Ohio, and Rhode lsland share the situation faced by Maryland, where the transition period of fixed prices for
residential and small C&| POLR service will end in the near future. Massachusets's rate cap period ended recently. Many of ihe states poised 1o
end the transition period arc developing approaches to bring POLR prices for residential and small C&I customers up to market rates in stages
rather than all at once. Several of these states also share Maryland's and New Jersey's interest in auctions for procuring POLR service supplics.
Oregon’s situation differs from the other states in that only nonresidential customers can shop, and that shopping is limited 10 a short window of
time each year.

1. . - . - . . N ae ays .
* Retail clectric customers in 30 states continue to receive service almost exclusively under a traditional regulated monopoly uiility service
franchise. These states include 44 percent of all U.S. retail customers, accounting for 49 percent of electricity demand.

B For example, Georgia law allows any new customers with loads of 900 kilowaits or more 10 make a one-time sclection from among
competing cligible electric suppliers. Southem comments,
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Figure 4-1. U.S. Electric Power Industry, Average Retail Price of Electricity by State, 1995

Cents per kWh

Average
6.9

Source: EIA, The Changing Structure of the Electric Power Industry, Figure 11 {Dec. 1996).

Retail competition allowed customers to choose their electric supplier or marketer, but their
electricity would still be delivered by the local distribution utility.?** The idea was that
customers could obtain electric service at lower prices if they could choose among suppliers. For
example, they could buy from suppliers outside their local market, from new entrants into
generation, or from power marketers, any of which might charge lower prices than the local
distribution utility. The ability to choose among alternative suppliers was intended to reduce
market power that local suppliers might otherwise have, so that customers might see lower prices
from local suppliers. Also, it was thought that new suppliers might offer innovative price and
other terms to purchase electricity that could improve the quality of service,

In 1996, California enacted a comprehensive electric restructuring plan to allow customers to
choose their electricity supplier. To accommodate retail choice, California extensively
restructured its electric power industry. The legislation:

(1) established an Independent System Operator (ISO) to operate the transmission grid
throughout much of the state, so that all suppliers could access the transmission grid
to serve their retail customers;

™ FERC and the states will continue to regulate the price for transmission and distribution services, and the local distribution utility will
continue to deliver the electricity in mos! states, regardless of which generation supplier the customer chooses.
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(2) established a separate wholesale trading market for electricity supply, so that utilities
and alternative suppliers could purchase electricity to serve their retail customers;
(3) mandated an immediate 10 percent rate reduction for residential and small
commercial customers that did not chocse an alternative supplier;
(4) authorized utilities to collect stranded costs related to generation investments that
were unlikely to be as valuable in a competitive retail environment; and
(5) implemented an extensive public benefits program funded by retail ratepayers. >
Other states also enacted comprehensive retail competition legislation: New Hampshire (May
1996), Rhode Island (August 1996), Pennsylvania (December 1996), Montana (April 1997),
Oklahoma (May 1997), and Maine (May 1997). By January 2001, 22 states and the District of
Columbia had adopted retail competition legislation. Regulatory commissions in four other
states (including Arizona, which also enacted legislation) had issued orders requiring or
endorsing retail choice for retail electric customers.

Several states — primarily those with low-cost electricity generation, such as Alabama, Colorado,
North Carolina, and Wisconsin — concluded that retail competition would not benefit their
customers.”’ For example, Colorado was concerned that limitations on transmission access and
high concentration among generation suppliers would lead suppliers to exercise market power to
the detriment of customers. These states opted to keep traditional utility service.

States adopting retail competition plans generally did so to advance several goals, including:

% lower electricity prices than under traditional regulation through access to lower-cost
power in competitive wholesale markets where generators compete on price and
performance;

%+ better service and more oplions for customers through competition from new suppliers;

%+ innovation in generating technologies, grid management, use of information technology,
and new products and services for consumers; and

% improvements in the environment through displacement of dirtier, more expensive

generating plants with cleaner, cheaper natural-gas-fired and renewable generation.

Under the restructured model, legislatures and regulators affirmed their support for making
electricity available to all customers at reasonablie rates, with continued safe and reliable service
and consumer protections under regulatory oversight. Boxes 4-1 and 4-2 describe the
Pennsylvania and New Jersey legislatures’ findings and the expected results of retail
competition.

¥ A.B. No. 1890, 1995-1996 Sess. (Cal. 1996) (enacted), available at hup:/iwww leginfo.ca.gov/pub/95-96/bill/asm/ab_[851-
1900/ab_1890_bill_960924_chaptered.pdf.

¥ Wisconsin regulators apparently believed that retail competition might increase the cost of capital for new generation-and transmission
projects. PSC Wisconsin Comments {2) at 3.
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Box 4-1
Findings of the Pennsylvania Legislature

The findings of the Pennsylvania General Assembly demonstrate these varied goals:

(1) Over the past 20 years, the federal government and state government have introduced
competition in several industries that previously had been regulated as natural monopolies.
(2) Many state governments are implementing or studying policies that would create a
competitive market for the generation of electricity.

(3) Because of advances in electric generation technology and federal initiatives to
encourage greater competition in the wholesale electric market, it is now in the public
interest to permit retail customers to obtain direct access to a competitive generation market
as long as safe and affordable transmission and distribution is available at levels of
reliability that are currently enjoyed by the citizens and businesses of this Commonwealth.
(4) Rates for electricity in this commonwealth are on average higher than the national
average, and significant differences exist among the rates of Pennsylvania electric utilities.
(5) Competitive market forces are more effective than economic regulation in controlling
the cost of generating electricity.

Source: Pennsylvania HB 1509 (1995), available at
http:/fwww legis.state.pa.us/WUQ I/LI/BI/BT/1995/0/HB 1509P4282 HTM

Box 4-2
Findings of the New Jersey Legislature

“The [New Jersey] Legislature finds and declares that it is the policy of this State to:

(1) Lower the current high cost of energy, and improve the quality and choices of service,
for all of this State's residential, business and institutional consumers, and thereby improve
the quality of life and place this State in an improved competitive position in regional,
national and international markets;

(2) Place greater reliance on competitive markets, where such markets exist, to deliver
energy services to consumers in greater variety and at lower cost than traditional, bundled
public utility service; . . .

(4) Ensure universal access to affordable and reliable electric power and natural gas service;
(5) Maintain traditional regulatory authority over non-competitive energy delivery or other
energy services, subject (o alternative forms of traditional regulation authorized by the

Legislature;

(6) Ensure that rates for non-competitive public utility services do not subsidize the
provision of competitive services by public utilities; . . .”
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C. Meltdown and Retrenchment

From late spring 2000 and into the spring of 2001, California experienced high natural gas
prices, a strained transmission system, and generation shortages (due to hydro shortages and
operating restrictions) thal resulted in blackouts. Wholesale electricity prices soared during this
time. Existing slate law had capped residential “provider of last resort” (POLR) service rates at
levels that were soon below the market price for wholesale eiectric power. After a large
investor-owned utility declared bankruptcy because it was unable to increase its retail rates to
cover high wholesale power prices, the state stepped in to buy electricity on behalf of two of the
state’s three [OUs.**® California eventually suspended retail competition for most customers
while it reconsidered how to assure adequate electric supplies and continuation of service at
affordable rates in a competitive wholesale market environment. Although that suspension
continues today, 12 percent of load in the state is supplied by alternative suppliers, some
additional consumers remain eligible to switch to alternative suppliers, and new initiatives for
municipal aggregation are being pursued.”® Box 4-3 describes California’s role in purchasing
electricity and the all-time-high prices it paid, and continues to pay.

Box 4-3
California’s Electricity Purchases at All-Time-High Prices

In 2001, California spent over $10.7 billion to purchase electricity on the spot market to
supply customer’s daily needs. The state also signed long-lerm contracts worth
approximately $43 billion for10 years. These contracts represented about one-third of the
three utilities’ requirements for the same period (2001-2011). Viewed with the benefit of
perfect hindsight, the state entered these long-term contracts when prices were at an all-
time high. Future prices hovered n the range of $350-$550 per MWh during the time
California negotiated its long-lerm contracts, and in April future prices peaked at
$750/MWh as the state finalized its last contract. By August 2001, future prices had
dropped below $100. Thus, as of May 2006, the state is obligated to pay well over market
prices for at least five more years. See Southern California Edison.

The California experience sent ripple effects throughout the Western region and prompted
several states to defer or abandon efforts to implement retail competition. No new states have
adopted retail competition since 2000, and some states — including Arkansas and New Mexico —
repealed retail competition plans they previously had adopted.

Other populous states, such as [llinois, New Jersey, New York, Pennsylvania, and Texas, moved
ahead with retail competition. Some of these states ended, or are about to end, their POLR

4 See, e.g., Cal. Aty Gen. White Paper; Federal Energy Regulatory Commission, Final Report an Price Manipulation in Western Energy
Markets: Fact Finding fnvestigation of Potential Manipulation of Electric and Natwral Gas Prices (March 26, 2003) (Docket No. PA02-2-000),
U.S. General Accounting Office, Restructured Electricity Markets, California Market Design Enabled Exercise of Marker Power (June 2002),
available at htip:/Awvww.gao.gov/new.items/d(2828 . pdf.

¥ CPUC comments; Alliance for Retail Encrgy Markets comments (2).
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service rate caps and will soon purchase wholesale supplies for POLR service at market prices
(although several of these states are developing approaches to slow the adjustment to market-
based procurement). States such as New York and Texas, which have adjusted POLR prices to
approximate market rates on an ongoing basis, do not face a potentially significant increase in
POLR service prices.

As shown in Figure 4-2, 16 states and the District of Columbia have restructured at least some
electric utilities in their states and allow at least some retail customers to purchase electricity
directly from competitive retail suppliers. Restructured states as of April 2006 include
Connecticut, Delaware, Ilinois, Maine, Maryland, Massachusetts, Michigan, New Hampshire,
New Jersey, New York, Ohio, Oregon, Pennsylvania, Rhode Island, Texas, and Virginia, as well
as the District of Columbia.

Figure 4-2. United States Map Depicting States with Retail Competition, 2003

I Rostructuring Mot Active [ Restructuring Delayed
Restructuring Susponded I:] Restructuring Active

Source: EIA, available at hup:/iwww.cia.doe.govieneallelectricity/chg_sir/restructure.pdl
D. Experience with Retail Competition

With the expected benefits of retail competition in mind, the Task Force examined seven states
in depth. These “profiled states™ — Illinois, Maryland, Massachusetts, New Jersey, New York,
Pennsylvania, and Texas — represent the different approaches to retail competition.

In most profiled states, competition has not developed as expected for all customer classes. In
general, few alternative suppliers currently serve residential customers. Where there are multiple
suppliers, prices have not decreased as expected, and the range of new options and services often
is limited. Development of retail competition has been impeded to a considerable extent by the
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fact that several states still have capped residential POLR rates. C&I customers generally have
more choices in both suppliers and of customized services, than do residential customers.”®
However, most large C&![ customers do not have the option to take POLR service at discounted,
regulated rates. Alternative suppliers may find C&!I customers to be more attractive because the
ratio of sales to marketing costs is often perceived to be higher for these customers.

This section reviews the status of retail competition in the profiled states, with an emphasis on
entry of new suppliers, migration of customers to alternative suppliers,”® and the difficulty of
drawing conclusions about the effect of retail competition on prices due to the capped POLR
service.”® It then discusses how regulated POLR service has distorted entry decisions by
alternative suppliers. Lessons learned from the use of POLR that may assist states as they decide
how to structure future POLR service are included.

I. States Have Allowed Distant Suppliers to Access Local Customers and
Have Encouraped Distribution Utilities to Divest Generation

Each profiled state adopted measures to encourage entry of new suppliers to compete with the
incumbent utility. Each adopted policies to allow suppliers other than the local distribution
utility to gain access to retail customers by requiring the utilities to join an ISO or an RTO. As
discussed in Chapter 3, larger geographic markets for wholesalc electricity enable retail suppliers
and marketers to buy generation supplies from a wider range of local and distant sources (e.g.,
neighboring utilities with excess generation, independent power producers, cogenerators, etc.).
Even if no new generation facilities are built, independent operation and management of the
transmission grid increases retail customers’ choices and makes it more difficult for local
generators o exercise market power.

Some states, including Massachusetts, New Jersey, and New York, ordered or encouraged
utilities to divest generation assets to independent power producers (IPP) to eliminate possible
transmission discrimination or to secure accurate stranded cost valuations.?®® Although these
divestitures generally did not require a utility to sell its generation assets to more than one
company to eliminate the potential for the exercise of market power, generating facilities
frequently have been sold to more than one [PP.2% In other states, such as Illinois and

™ Many alternative suppliers reportedly have developed customized time-of-use and other forms of energy management contracts for large C&I
customers. Wal-Mart comments at 10-11; Commercial End-Users comments at at 3; Direct Energy comments (2) at 3.

¥ The degree to which customers switch to alternative suppliers sometimes is used 10 measure the extent of retaii competition. States with retail
customer chaice usually report these switching statistics, This can be a useful measure when the greatest concern is that the POLR service
provider is obstructing switching, or that certain features of regulation (including lack of information about the retaii choice process and below-
market pricing of POLR service) are discouraging entry and active consumer shopping lor eleciricity service. Another way to gauge the success
of retail competition policy 15 10 survey consumers about their awareness of retail choices and perceptions of the difficulty of switching between
suppliers. However, surveys arc expensive and results are not available systematically. More generally, consumers can obtain the benefits of
competition if existing competition, entry, or the threat of entry prevents incumbent suppliers from exercising market power manifested in the
form of higher prices, lower product quality, or reduced innovation. In this sense, retail competition could be effeclive even without any
switching to alternative suppliers. NASUCA comments (2).

2 There is no reason 1o believe, however, that retail competition in this market will not function as competition does in any market, by reducing
quality-adjusied prices.

13 See injra Massachusetts, New Jersey, and New York profiles, Appendix D. See also Federal Trade Commission, Stafl Report on Competition
and Consumer Protection Perspectives on Electric Power Regulation Reform: Focus on Retail Competition, a1 43 (2001), available ar
htp//www. fic.govirepons/elec/electricityreport.pdf Thercinafier FTC Retail Competition Report].

* The prices of generation assets have been volatile since these divestitures occurred. Asset prices often are keyed not only to the cost of the
fuel necessary to generate the electricity, but also to the location of the asset on the transmission grid.
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Pennsylvgnia, several utilities voluntarily sold or transferred generation assets to unregulated
affiliates.*®

As aresult of these divestitures, regulated distribution utilities in profiled states operate fewer
generation plants than in the past. Distribution utilities that are required to serve customers must
purchase generation in the wholesale market to serve their customers, Table 4-1 shows the
amount of a state’s generation operated by the state’s utilities (i.¢., not operated by IPPs or as
combined heat and power facilities), both before and after the start of retail competition.

Table 4-1. Percentage of Utility Ownership of Generation Assets by State

State Prior to Restructuring 2002
(1997)
lllinois 97.0 9.1
Maryland 05.4 0.1
Massachusetts 86.6 9.0
New Jersey 81.2 6.8
New York 84.3 324
Pennsylvania 023 12.3
Texas 88.3 41.2

Note: The utility ownership percentage for New York in 2002 is higher than for other states with divestiture policies because it includes the
hydroclectric and nuclear facilities of the Power Authority of the State of New York (even though that body is not a retail disiribution uility).

Source: EIA, State Profiles, Table 4 in each state prafile, available at http:fiwww eiadoe.gov/eneafielectricity/si_profilesfe_profiles_sum.html.

Other states, such as Texas, limited the market share any one generation suppliet can hold in a
region, to provide opportunities for other suppliers to enter.”*® Still others, such as New York,
helped organize introductory tempaorary discounts from aliernative suppliers, thus providing
customers an incentive to try out these new suppliers.267

2. Alternative Suppliers Serving Retail Customers and Migration Statistics

Many generation suppliers serve large industrial and large commercial customers in the profiled
states. For example, in Massachusetts, over 20 direct suppliers provide service to C&l
customers, along with over 50 licensed electricity brokers or marketers.’® However, only four
active suppliers serve residential customers in the state.”®® In New Jersey, C&I customers can

** See Illinois and Pennsylvania profiles, Appendix D. Sec also FTC Retail Competition Report, Appendix A (profiles of lllincis and
Pennsylvania).

1% See infra Texas profile, Appendix D.
17 See infra New York profile, Appendix D.

* Massachusetts Department of Telecommunications and Energy, List of Competitivé Suppliers/Eleciricity Brokers, available at
hpfwww.mass. gov/die/restruci/company.him.

¥ Massachusetts Department of Tetecommunications and Energy, Active Licensed Competitive Suppliers and Electricity Brokers, available at

hup:thwww.mass. govidieiresiruc/competition/index. htm#Licensed%20Competitive% 20Suppliers%20and%20Eleciricity%20Brokers.
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choose among nearly 20 suppliers, but residential customers only have a choice of one or two
competitive suppliers.

Texas and New York have more options for residential customers. [n Texas, residential
customers can choose from approximately 15 suppliers.m In New York, between six and nine
suppliers offer services to residential customers in each service tcrritory.272 With the notable
exception of the Ohio municipal aggregation program described in Box 4-4, few if any suppliets
have provided continuous service to residential customers in the other profiled states or in other
retail competition states prior to the end of the respective transition periods.

Box 4-4
Customer Choice through Municipal Aggregation in Ohio

In New York, Texas, and most other states, retail customer switching occurs primarily
through individual customer decisions to pick a specific alternative retail supplier. In Ghio,
however, most switching activity has occurred through aggregations of customers seeking a
supplier under the statewide “Community Choice” aggregation option. The Ohio retail
competition law provides for municipal referendums to seek an alternative supplier and
allows municipalities to work together to find an alternative supplier. The largest
aggregation pool, the Northeast Ohio Public Energy Council, has 100 member communities
and served approximately 500,000 residents at its peak. The Ohio program allows
individual customers to opt out of the aggregation. In most other states, aggregation
programs require customers to specifically opt in to participate. Participation rates generally
are much higher in opt-out than in opt-in programs. (NOPEC recently had to contract for
supply with an affiliate of the distribution utility after the original supplier withdrew from
the market).

The percentage of residential customers switching from the POLR service to an alternative
competitive supplier is greatest where there are more available generation suppliers. For
example, in Massachusetts, 8.5 percent of residential customers had migrated to a competitive
supplier as of December 2005, Approximately 41 percent of large C&I customers switched to
alternative suppliers, representing 57.5 percent of the C&I load.*™ In states with several

¥ New Jersey Roard of Public Utilities, List of Licensed Suppliers of Electric, available at hitp:/fwww.bpu.state.nj.us/home/supplierlist.shtml,
Far example, in the Connectiv territory, there are 1§ C&I suppliers and only one residential supplier. Eighteen suppliers serve C&I customers
and one serves residential customers in the PSE&G service termitory.

™ Texas Public Utility Commission, Texas Electric Choice Compare Offers from Your Local Eleciric Providers, available at
hitp-/iwww.powenochoose.org/default.asp.

™™ New Yeork State Public Service Commission, Competitive Electric and Gas Marketer Source Direetory, available at
hup//wwwl.dps.state.ny.us/e/escoG.nsli. The NYPSC reports that this range has moved to between 6 and |6 altemative suppliers, and the
ageney expects the number and variety of services offered by alternative suppliers 1o increase as New York State moves forward with retail
competition. NYPSC comnents (2). Some listed suppliers may not be actively marketing to residential customers. Public Unility Law Project of
New York comments (2) at 4£-42.

¥ A substantial number of these switches are the result of community aggregations (principally the Cape Light Compact) rather than individuat

residential switches. Cape Light Compact comments (2) at [-2.

Pyl

See infra Massachuseuts profile, Appendix 1.
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suppliers serving residential customers, higher percentages of residential customers swiiched to a
new supplier (e.g., approximately 26 percent chose a new supplier in Texas).”5

3 Retail Price Patterns by Type of Customer

Figure 4-3 shows average revenues per kilowatt hour for all customer types in the profiled states
against the national average for 1990-2005. The U.S. national average was generally flat at 8
cents per kWh during this period. Rates in New York, Massachusetts, and New Jersey generally
have been higher than the national average, while those in Texas, Pennsylvania, Maryland, and
Ilinois have been lower. In 2004 and 2003, retail prices in all states began to increase.

Figure 4-3. Average Revenues per kWh for Retail Customers, 1990-2005

Profiled States and National Average

Average Electric Revenues per kWh
for All Customer Sectors 1990-2005
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Sowrce: EIA Form 861 dmta, and Monthly Electricity Repont for average electric revenues per kWh all sectors, all retail providers.

da. Residential and Commercial Customers

It is difficult 1o draw conclusions about how competition has affected retail prices for residential
customers 1n states in which a substantial share of such customers continues to take service under
capped POLR rates (e.g., Maryland, Illinois, Pennsylvania, and Texas). Comparisons of
regulated prices shed little light on price patterns resulting from retail competition,

POLR prices have increased recently in states in which residential rate caps have expired. In
New Jersey, residential rate caps on POLR service expired in the summer of 2003. Since then,

" See infra Texas profile, Appendix D. There likely is a “chicken-or-egg™ problem about whether more switching over Lime is attributable 10 a
prior increase in suppliers or vice-versa (or whether both effects interact).
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the state has conducted an internet auction to procure POLR supply of various contract lengths
(one- and three-year contracts). The state holds annual auctions to replace suppliers with
expiring contracts and to acquire additional supply. Rates for the generation portion of POLR
service were flat in 2003 and 2004 after adjusting for deferred charges, but increased in 2005 and
2006, with rates increasing approximately 13 percent between 2005 and 2006.%"

In Massachusetts, capped POLR rates expired in February 2005. Since then, customers who did
not choose an alternative supplier still have been able to obtain POLR service. Massachusetts
based the generation portion of its POLR service on the price of supply procured in wholesale
markets through fixed-priced, short-term (three- or six-month) supply contracts. Rates for the
generation portion of POLR service in the Boston Edison (north) territory increased from 7.5 to
12.7 cents per kWh from 2005 to 2006.%”

b. Large Industrial Customers

Examining large industrial customers that continue to use a fixed price POLR service also sheds
little light on price patterns. A number of states have revised their POLR policies for large
customers. Their POLR price for generation is a pass-through of the hourly wholesale price for
electricity plus a fixed administrative fee. For example, Maryland, New Jersey, and New York
have adopted this type of POLR pricing for large industrial customers.”’® Many customers have
switched to alternative suppliers in these states.

Large industrial customers described how their rates have increased since the beginning of retail
competitio:m.279 Some commenters suggested that the Task Force should compare prices of a
utility operating in a state that did not implement retail competition against prices of the same
utility in a state that implemented retail competition.*

The difficulty with this comparison is that many factors unrelated to retail competition may
simultaneously influence prices. For example, one state may have reduced cross-subsidies
among customer classes while other states increased them. As a result, a price comparison
between two states for a class of customers would conflate competition and cross-subsidization
effects. Transmission congestion also may affect access to different generators (with low or high
prices), so that comparing two states as if they were in the same physical location would be
misleading. The timing of rate adjustments may differ between states, so that a single snapshot
of rates would show a lower price in one state at one point in time, but a lower price in the other
state at a different point in time — even if the net present values of typical bills in the two states
were identical over a long observation period. Finally, some states may defer recovery of costs,
whereas other states choose not to. Thus, without accounting for these and other factors, a

™ See infra New Jersey profile, Appendix D. See afso Kenncth Rose, 2003 Performanee of Electrie Power Markets (Aug. 29, 2003), at 11-19
(review conducted for the Virginia State Corporation Conunission).

7 See infra Massachusetts profile, Appendix D.

% Although the POLR service price is based on the hourly wholesale price of electricity, customers in Maryland and New Jersey who purchase

this service are unaware of the price until they consume the power or until they are billed. Galen Barbose, Charles Gotdman, and Bernie Neenan,
The Role of Demand Response in Default Service Pricing, 19:3 ELEC. J. 64 (Apr. 2006) [hercinafter Barbose et al.].

T See, e.g.. ELCON comments; Portland Cement comments; Altiance of State Leaders comments; Aleoa comments.

™ Pponland Cement comments; Lehigh Cement comments.
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simple price comparison between two states may not reveal whether retail competition has
benefited customers. At this point the Task Force does not have sufficient data to provide a
definitive explanation of price differences between states. !

4, Results of Efforts to Bring Accurate Price Signals into Retail Electric Power Markets

There is mixed evidence conceming the degree to which retail competition has resulted in
efficient price signals to customers. Residential POLR service rate caps have not increased
customer exposure to time-based rates.”® In contrast, real-time pricing is the POLR service
available to the largest customers in New Jersey, Maryland, and New York.?®® The shift to real-
time pricing has been eased by technical advances in metering that have increased the
sophistication (and decreased the prices) of meters that record the volume of consumption in
each small block of time.?**

Commenters argue that POLR rate structure can significantly affect customer response to price,
especially among larger customers. A broad spectrum of utilities, state regulators, and [SOs
argue that variable rates permit customers to react to price changes by enabling them to see
clearly how much they can save.”® The experience of the largest customers in National Grid
USA’s Ne\:fsf}(ork area suggests that customers using real-time pricing demonstrate price
sensitiviiy.”

In states with traditional cost-based regulation, utilities have used various incentives to induce
customers to reduce consumption when demand is high or transmission is congested (e.g., hot
summer days). In other instances, such as in New York State, ISOs have successfully
implemented demand response programs available to retail customers. In some instances, retail
competition has discouraged these traditional types of programs, particularly when distributing
utilities are no longer responsible for POLR service.?®” When distribution utilities are required to
maintain a portfolio of resources to meet POLR loads, they may no longer value these types of
programs as a resource {0 ensure reliable and efficient grid operation, Shifting the responsibility
of grid operation and reliability to regional organizations such as ISOs/RTOs further decreases
distribution utilities’ interest in these products.

M See infra Appendix C for reference to some price comparisons by other parties.

M Rates for residential POLR service in the Consolidated Edison distribution areas in New York State, however, are repotied to vary by month
rather than being averaged over longer periods of time. Public Utifity Law Project of New York comments (2) at 35-36.

# For discussion of the exposure to hourly prices among the entire class of the largest C&I customers, rather than just the customers still taking
POLR service, see Barbose et al.; Hopper, et al. The auwthors report that although most customers switch away from POLR service when it is an
hourly price, they often select offers from allemative suppliers that contain ¢lememts of hourly pricing. Further, they repon that the proporiion of’
customers accepting hourly price aspects in their supply contracts — over 90 percent — is far higher when the price is set on the day-ahead spot
market. The authors believe that the higher panticipation rates in hourly pricing under this circumstance are duc to the early waming that
customers get in the day-ahead market and the customers’ consequenily greater ability to respond 10 these pricing signals.

™ Direct Energy comments (2} at 7; Mercatus Center comments at 2; CP Consulting comments at 2. Results from iral programs using
advanced meters for residential customers indicate that residential demand for air conditioning is more price sensitive than other uses, panticularly
if the response is automated. Robert Earle and Ahmad Faruqui, Toward a New Paradigm for Valuing Demand Respanse, 19:4 ELEC, I. 21 (May
2006}

3 Constellation commenis; Pepeo comments; Southern comments: EEI comments; IWRC comments; NYPSC comments; [SO-NE comments.
¢ National Grid comments.

¥ For example, Pepeo stopped actively supporting its air-conditioner direct load control program when it divested its generation assets.
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5. Retail Competition in Rural America

Many rural areas are served by small non-profit electric cooperative and public power utilities.
They were among the last to be clectrified and the most costly to serve. Customers are scattered
over large geographic areas, with residential and small loads predominating. Although electric
distribution cooperative service areas have been opened to competition under some state plans,
no state has required municipal and/or public power utilities to implement retail competition.

Eight states with retail competition — Arizona, Delaware, Maine, Maryland, Michigan, New
Hampshire, Pennsylvania, and Virginia — required cooperatives to implement retail competition
in their service territories. With the exception of Pennsylvania, state public utility commissions
regulated electric cooperatives’ retail rates and approved their competition plans. Pennsylvania
left the design and implementation of retail competition to the individual distribution
cooperatives. The Pennsylvania Public Utility Commission is responsible for licensing
competitive retail providers in cooperative service territories. Cooperative retail competition
plans have been fully implemented in Delaware, Maine, New Hampshire, Pennsylvania, and
Virginia. Some aspects of cooperative retail competition plans are still in administrative or
judicial proceedings in Arizona and Michigan. Michigan has allowed electric cooperatives to
offer retail competition to a portion of their very large C&I customers, but has deferred
extending competition to other customers.

Other states — including Illinois, Montana, New Jersey, Ohio, and Texas — allow electric
cooperatives to opt into retail competition on a vote of their boards or membership. None of
these states regulates cooperatives’ rates or services. They leave the design and implementation
of retail competition to the individual cooperative. The state licenses competitive providers, but
providers must enter into agreements with the cooperative to begin enrolling retail customers. A
handful of individual cooperatives in Montana and Texas elected to provide retail competition
options for their members.

It is difficult to track the progress of retail competition in rural areas because most states do not
make switching data available or maintain up-to-date information on active suppliers in
cooperative service territories. Nevertheless, the Task Force determined that there were few
altermative competitive providers, if any, for residential customers of rural systems open to retail
competition. No competitive providers were enrolling customers in cooperative systems in
Arizona, Maine, Maryland, New Hampshire, Pennsylvania, or Virginia in May 2006. In
Delaware and Montana, competitive providers had been licensed to serve cooperative customers,
but it is unclear whether any is currently enroliing customers. Licensed provider and switching
information for Texas cooperatives is not yet available.

E. POLR Service Price Significantly Affects Entry of New Suppliers
Each profiled state required local distribution utilities to offer a POLR service for customers who
do not select an alternative generation provider or whose supplier has exited the market. The

price that the distribution utility charges for regulated POLR service is usually “fixed” for an
extended period - that is, it does not vary with increases or decreases in wholesale prices.
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Generation accounts for the most significant portion of the POLR service price. This component
constitutes the amount that the customer avoids paying to the distribution utility by choosing
(and paying) an alternative provider. Many states denote this as the “price to beat” or the
“shopping credil.”

Commenters say that the price of POLR service is the most significant factor affecting whether
new suppliers will enter the market and compete to serve customers.”®® The POLR price is the
price against which new suppliers, including unregulated affiliates of the distribution utility,
must compete if they are to attract customers.?®® The frequency with which the POLR service
price changes, among other features of POLR service, can affect the competitive dynamics
between different suppliers.

1. Contrasting Visions of POLR Service

The comments revealed two visions of how POLR service should function in the long term. >
In the first vision, POLR is a long-term option for customers. Under this view, POLR service
closely approximates traditional utility service, but in a market place with other sources of
supply. Under this vision, POLR service often features prices (hat are fixed over extended
periods. Government-regulated POLR service competes head-to-head with private, for-profit
retail suppliers.zg] {An analogy would be the U.S. Postal Service providing parcel postage
service in competition with for-profit package delivery services by United Parcel Service, DHL,
and FedEx). Altermative suppliers may grow as they find additional approaches to atiract
customers, but POLR service will likely retain a substantial portion of sales, particularly to
residential customers. This type of POLR service serves as a yardstick against which allernative
suppliers compete. Most states have adopted this vision of POLR service.””?

*# In addition 10 the policies surrounding POLR service discussed above, the comments identified other factors that depress or delay entry into
retail markets. For example, the Pennsylvania Consumer Advocate identified several factors that depressed retail entry by suppliers to serve
residential customers, inctuding “the acquisition costs associated with marketing programs ie reach residential customers, the costs of serving
such customers once acquired, and the rising prices for generation supply service in the wholesale market.” PA Consumer Advocate comments at
3. The Maine OfTice of Public Advocate echoed these factors and also identified the “miscaleulation by some suppliers as to the risks and
rewards for retail electricity competition.” Maine Public Advocate comments at 3. The Industrial Consumers observed that retail markets are not
fully competitive because of insufficient generation divestitures that left suppliers with market power. ELCON comments at 2. Another fzctor
identified by Industrial Consumers is the inability of alternative suppliers to gain access to necessary (ransmission services Lo serve their
customers. ELCON conunents at 6. Others customers suggested that the lack of uniform rules throughout every service termitory hinders entry
for suppliers. Wal-Mart comments a1 13. Other commenters argued that altemative suppliers need access to customer use data from utilities to
be able 0 market 1o prospective customers, Consteliation comments at 43. Still others argued for no minimum stay requirements at POLR and
constrained shopping windows, which can dampen entry. RESA comments a1 30-31; Sirategic comments at 10; Wal-Man commenis at 13. The
lack of entry in most states makes it difficult for the Task Force 1o evaluate which additional factors are the most important.

*® There is one potential exception: a supplier that offers a subsiantially differem product - for example, “green” power from wind turbines —
may be able 1o charge a higher price and still attract customers.

0 Although state utility regutators often require that POLR service be provided or procured by the incumbent distribution utility, the task of
praviding or procuring POLR service could be carried out by other entities. New York Companies comments (2). For example, it could be
assigned 10 one or more alternative supplicrs, awarded through a competitive bidding process, or assumed dircetly by the state utility regulator (as
in Maine). In any case, the firm assigned to provide or procure POLR service may be exposed o the risk that this responsibility will be
unprofitable because costs and demand are volatile or because state utility regulators impose costs on the provider of POLR service (such us
switching incentives) during the transition to retail customer choice. This risk can create financial difficulties for the distribution utility or
another entity with this responsibility. New York Companics comments (2},

™ See, e.g., lllinois Commeree Commission comments; PPL. comments; PA Office Consumer Advocate comments.

B See, e.g., PA Office Consumer Advocate comments; NASUCA comments.
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In the second vision, POLR is a barebones, temporary service consisting of retail access to
wholesale supply, primarily for customers that are between suppliers. In this vision, alternative
suppliers serve the bulk of retail customers. They compete primarily against each other with a
variety of price and service offerings designed to attract different types of customers. This type
of POLR service acts as a stopgap source of supply that ensures electric service is not interrupted
when an alternative supplier leaves the market or is no longer willing to serve particular
customers. Wholesale spot market prices, or prices that vary with each billing cycle, may be
acceptable as the price for POLR service.”” (A supply arrangement comparable to this version
of POLR service is the high-risk pool for automobile insurance operated in several states).?™
Texas and Massachusetts are current examples of this vision of POLR service, as is Georgia in
its design for retail natural gas sales.”

Some profiled states incorporated aspects of both visions of POLR service for different types of
customers. For example, New Jersey adopted the first approach for residential cusiomers and the
second approach for large C&I customers.”® Large C&I customers are generally expected to be
well-informed buyers with wide energy procurement experience. Accordingly, some states
determined they are more likely to quickly obtain the benefits of retail competition without
additional help from state regulators in the form of fixed POLR prices.

2. Key POLR Service Design Decisions

The profiled states took different approaches to designing their POLR service offerings. Key
design decisions involved pricing of the POLR, duration of the POLR obligation, and how to
acquire POLR supply. Each of these can affect entry conditions that alternative suppliers face.
This section describes each of the decisions.

a. Pricing of POLR Service

The profiled states generally set the POLR price at the regulated price for electric power
prevailing before the onset of retail competition, less a discount. Discounts usually persist over
a specified multi-year period. Assuming that competition generally lowers prices, one rationale
for the discounts was to provide a proxy for the effects of competition on customers less able 1o
quickly obtain such savings for themselves. The Illinois POLR service discount, for example,
was developed to bring local prices into line with regional prices. When retail competition
began, [llinois customers in areas with relatively low prices before customer choice did not
receive discounts below the previously regulated rates. In contrast, customers in the

™ Soe, e.g., RESA comments; Wal-Mart comments; National Energy comments; SUEZ comments.

™ Most states have a mechanism by which high-risk drivers can obtain insurance. Oficn insurers in a state are assigned a portion of the pool of
high-risk drivers based on each firm's share of drivers outside the pool. AIPSO manages many of the pools and maintains links with individual
state programs at https://www.aipso.comyadc/DesktopDefault.aspx Mtabindex=0&:tabid=1. Similar plans are available in many states for
individuals with prior health conditions who are seeking health insurance coverage. See COMMUNICATING FOR AGRICULTURE AND THE SELF-
EMPLOYED, COMPREHENSIVE HIEALTH INSURANCE OF HIGH-RISK INDIVIDUALS (19th ed. 2003).

% Texas will end its “price to bea” system in 2007 (See infra Texas profile, Appendix D). Massachuseus ended its rate-capped POLR service in
February 2005 {See infra Massachuseus profile, Appendix D). [n the Atlanta Gas Light distribution territory, the distribution utility petitioned
the Georgia Public Scrvice Commission to withdraw from retaii sales. In Georgia, under the amended Natural Gas Competition and Deregulation
Act of 1997, a customer who does not choose an alternative supplier is randomly assigned an alternative supplier. Discussion and documentation
about the Georgia natural gas retail competition program are available at htip//www.psc.state.ga.us/gas/ngdereg.asp.

¢ See infra New Jersey profile, Appendix D.
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Commonwealth Edison terxitory — the area with the highest cost-based rates — received
20 percent discounts to bring retail POLR prices there into line with the regional average
bundled service prices prevalent prior to the restructuring legislation.>”’

b. The Extent and Timing of Pass-Through of Fuel Cost Changes

States also have considered the extent to which they should adjust the regulated POLR price to
allow for changes in the cost of fuel to generate electricity. Some states separated fuel costs
from other cost components, because fuel costs have been more volatile than other input prices.
(Fuel costs are the largest variable cost component and can be caiculated for each type of
generation unit on the basis of public information.) These factors also suggest that a generation
firm has little control over its fuel costs once it has invested in generation. For example, Texas
instituted twice-yearly adjustments in the POLR service (price to beat) price calculations. By
adjusting POLR prices for changes in fuel costs, Texas regulators have prevented the POLR
price from slipping too far away from comgetilive price levels, thus maintaining the POLR price
as a closer proxy for the competitive price. % If retail prices fall too far below wholesale prices,
the POLR supplier may have financial difficulties, and alternative suppliers will be unlikely to
enter or remain as aclive retailers.”®

c. POLR Price and the Shopping Credit

When a retaii customer picks an alternative supplier, the distribution utility with a POLR
obligation avoids the costs of procuring generation supply for that customer. The distribution
utility therefore “credits” the customer’s bill so that the customer pays the alternative supplier
(rather than the utility) for the electricity supp]ied.300 This avoided charge ~ the “shopping
credit” — equals the regulated POLR service price. States have used two approaches to determine
the level of the shopping credit. One view is that the shopping credit equals the avoided cost or
the proportion of POLR procurement costs attributable to a departing customer. Maine, for
example, estimated avoided costs on this basis, with no additional estimated avoided costs.’"!
This approach results in a lower shopping credit and lower total POLR price.

An alternative perspective is that the distribution utility also avoids “adders” (costs that are in
addition to avoided procurement costs), including marketing and administrative costs.”® This
view results in a higher shopping credit and higher total POLR price, creating “headroom” for

7 See infra lllinois profile, Appendix D.

% See infra Texas profile, Appendix D. In contrast, a state with long lags in fuel cost adjustments would have retail prices well below market
rates during periods of increasing fuel prices, and prices well above market rates during periods of declining {uel prices. A single snapshot
comparison of prices would be misleading in these circumstances.

¥? See discussion infFa of 1he California energy crisis, in which one of the staté’s utilities declared bankrupicy because, among other reasons,
capped POLR rmtes were substantially below wholesale prices.

*¥ The distribution utility continues 1o charge the customer a delivery charge (a “wires” charge) to cover the transmission and distribution
expense.

*! Thomas L. Welch, Chairman, Maine Public Utilities Commission, UtiliPoint PowerHitters interview (Jan. 24, 2003), available at
htp://mainegov-images.informe.org/mpuc/staying_informed/about_mpuc/commissioners/ph-welch.pdi.

M See Kenneth Rose, Electric Restruciuring fssues for Residential and Small Business Customers, National Regulatory Research Institute Report
NRRI:Q0-10 (June 2000}, available ar http://iwww.nrri.ohio-siate.edu/dspace/bitsiream/2068/610/1/G0-10.pdf, for a discussion of adders and their
relationship to wholesale prices and headroom for entrants in Pennsylvania and other states.
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potential entrants. In Pennsylvania, the POLR shopping credit included several other elements,
such as avoided marketing and administrative costs.”” Some observers attributed
Pennsylvania’s early high volume of switching to the additional avoidable costs included in its
shopping credit calculations.®

d. The Multi-Year Period for POLR Service

States that implemented retail competition also determined how long POLR service should
continue at a discount from prior regulated prices. This period generally corresponded to the
distribution utility’s collection of stranded generation and other costs. In a competitive retail
environment, utilities no longer were assured they could recover costs of all of their state-
approved generation investments, Most states faced claims of stranded costs associated with
generation facilities that were uniikely to eam enough revenues to recover fixed costs once
customers could seek out alternative, lower-priced retail suppliers. States allowed utilities to
recover stranded costs through charges on distribution services that cannot be bypassecl.3 0

Each state that authorized the collection of stranded costs had to determine these costs and the
duration of the collection peried. These decisions fundamentally allered the electric power
industry and were at the center of some of the most contentious issues state regulators faced.
Some states (for example, Maine and New York) required some or all generation to be sold to
obtain a market-based determination of the level of stranded costs.**® In other states, such as
I1linois, utilities voluntarily divested generation assets. As noted above, the result of these
divestilu;{')e?s is that generation no longer is primarily in the hands of regulated distribution
utilities.

e. Procurement for POLR Service

Because most distribution utilities no longer own generation to satisfy all of their POLR
obligations, they took different approaches to acquire generation supply. For example, New
Jersey utilities that offer residential POLR service acquire generation supply through three
overlapping three-year contracts, with each contract covering approximately one-third of the
projected load.”® This “laddering” of supply contracts reduces the volatility of retail electricity
prices but does not assure that the prices paid by POLR service consumers are competitive in the
short term.** Other states used different ways (o hedge the volatility in short-term energy
prices. For example, New York distribution utilities have long-term supply contracts with the
purchasers of their %eneration assets (vesting contracts) based on pre-divestiture average
generation prices.”’

Jo3 Id

¥ Qver time, the shopping credit in Pennsylvania faded in significance as the competitive rates increased relative 10 POLR service prices due 10
fuel cost increases. See the pattemn of customer switching in the Pennsylvania profile in Appendix D infra.

3 FTC Retail Competition Report, State Profiles, Appendix A.

¥ See infra New York profile, Appendix D; FTC Retail Competition Report, Appendix A (profile of New York),
M7 See infra Vllinois profile, Appendix D.

** See infra New Jersey profile, Appendix D.

¥ See. e.g.. Maine Public Advocale comments,

M See infra New Yaork profile, Appendix D.
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F. Observations on How POLR Service Policies Affect Competition

One of the most conlentious issues state regulators currently face is how to price POLR service
once rate caps expire. This situation is especially vexing for those states that had stranded cost
recovery periods during which fixed POLR prices were substantially lower than wholesale
prices. Rate caps expire this year in Delaware, [llinois, Maryland, Ohio, and Rhode [sland, and
customers in those states that did not choose an alternative supplier face potentially substantial
price increases.

Rapid increases in fuel prices in recent years — leading to increases in wholesale prices — have
made it difficult fully to discern best practices regarding retail competition. The price increases
interacted dramatically with POLR service rate caps, clouding the experiences most states have
had with other retail competition issues. As a result, the range of experience regarding other
aspects of retail competition is narrow, primarily limited to what has occurred in New York,
Texas {within ERCOT), the Duquesne distribution area within Pennsylvania, Maine,
Massachusetts (recently), and the large C&I customers in New Jersey, [llinois, and Maryland.
Because cach state faces different electricity supply and demand conditions, it is not possible to
recommend a single approach for all states considering retail customer choice. Nonetheless,
given these limitations, the Task Force offers the following observations on what appears to
work well (and not to work well) in retail customer choice programs.

% Minimum POLR Service: POLR service (or an equivalent provision) to serve
customers of a supplier that has left the market, while the customer obtains another
supplier, is the least intrusive form of POLR service, yet it is consistent with concerns
about potentially life-threatening effects of unanticipated loss of electric service.

% Treatment of Different Customer Risk Preferences: POIR service that goes beyond
short-term access to the wholesale spot market involves providing a bundle of services
that electricity marketers also can provide. States that embrace a more expansive version
of POLR service should recognize that this step may hamper the development of
alterative suppliers. The economic rationale for taking this step usually is limited to
trying to correct some identifiable and substantial market imperfections. If a state adopts
a more expansive version of POLR service, it should periodically review the rationale
for continuing it.

*+  POLR Service Price Caps: It is difficult to establish a POLR service price cap that will
not distort retail electricity markets and the associated development of effective
competition. The best practice is to make frequent adjustments to the cap (at lcast so as
to reflect changes in fuel costs), or to abandon the cap altogether and use an objective,
competitive process to procure supply.

< Treatment of Different Customer Classes: Large customers are logical pioneers for
retail choice because of their familiarity with energy procurement processes and because
they are comfortable with decisions to adjust input use based on input prices. For
smaller, less sophisticated customers, including residential customers, issues of
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awareness and access to comparative pricing information should be addressed as retail
customer choice is introduced.

% Switching Costs: Switching is important for retail electricity competition to work.
States should strive to avoid rules that make switching more expensive or slower than is
necessary to avoid unauthorized switching (slamming).

% Consumer Education: Becoming an informed and responsive consumer in an
unfamiliar market requires that the customer be informed that he or she has choices and
be provided with information about how to compare available choices and how to switch
suppliers (including any constraints on switching). Texas maintains a well-organized
website that appears to work well for residential price comparisons. New York’s
program to encourage customers to try out alternative suppliers that agree to offer a
temporary discount appears to educate many residential customers effectively about the
case of switching, without subsidizing alternative suppliets.

s Customer Aggregation: Customer aggregation is an approach that can reduce per-
customer search and switching costs and thus generally can help to develop retail
competition. Opt-out customer aggregations may be worth considering because they can
minimize lransaction costs without limiting customer choice.

% Entry: Entry is a key concept in retail electricity competition. States should atlempt to
avoid rules that make entry more expensive or slower than is required to avoid

fraudulent marketing activities. Arcas to consider include registration fees and delays,
costs and delays in interacting with the disinibution utility (metering, billing, treatment of
receivables), security deposits for suppliers, rules regarding disconnecting retail
customers for non-payment, and exit penalties.

1. POLR Service Price to Approximate the Market Price

The POLR service price must closely approximate a compelitive market price if it is to provide
economically efficient incentives for consumption and supply decisions and thereby maximize
welfare. This price will vary over time as supply and demand change.”'' 1f the POLR service

' Because the marginal cost of supplying electricity varics over the course of the day and season and because fuel costs sometimes are volatile,
efficient retail prices for electricity are more volatile than the prices that customers are used to paying under traditional regulation. Electricity
prices under traditional regulation typically reflect average costs for electricity and risk management over extended periods. In a retail choice
environment, ahernative suppliers can offer a varicty ol risk tnanagement (hedging) levels that range from full, immediale pass-through of
wholesale spot market prices to fixed rates for extended periods. For a discussion of how much hedging is required to eliminate portions of
volatility, see Severin Borenstein, Customer Risk from Real-Time Retail Electricity Pricing: Bill Volatility and Hedgability, (June 6, 2006)
(University of California Energy Instituie CSEM Working Paper 155), available at hiip:/fwww.ucei.berkeley.edw/PDF/esemwpl 55.pdf. Itis
impartant 1o note that these bundles of eleciricity and risk management also can constitute efficient retail prices, although they contain a cost
component associated with the risk management services. IFPOLR service prices become more volatile, a cusiomer who prefers less risk will
have incentives to search for an allernative supplicr that offers a pricefrisk wradeofT — slightly higher prices but less volatifity.

Alternative suppliers will have incentives to offer preferable price/risk alternatives to gain customers. Retail customers can also consider whether
onsite generation or other forms of upstream vertical integration offer a preferable price/risk combination.

In general, so long as cusiomers are served by allemative suppliers or upstream vertical integration is an option, the POLR price is only one
component of the average market price.

In a traditional regulatory setting, utilities sometimes offer customers a discount if they agree Lo have their service interrupted during peak
demand periods. Removing restrictions to interruptible service rates would allow more customers to improve the match between their risk
preferences and their eleciric service. [ndustrial Coalitions comments (2) a1 25.
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price does not closely match the competitive price, it will distort consumption and investment
decisions’"? leading to an inferior allocation of resources.”'> Competitive market prices align
consumers’ willingness to pay for a service with the marginal cost of providing it (where, in the
long run, the marginal cost includes a competitive rate of return on investments). This alignment
leads to the most economically efficient allocation of resources.” "

Experience within the profiled states shows that it is not easy to approximate the competitive
price. Not only does the competitive price change when prices of inputs change, but the price
also acts as an investment signal for new generation. The short-term competitive price for the
electric generation component can move quickly and dramatically. Over the past several years,
the initial fixed discounts for POLR service have resulted in below-market prices or occasionally
above market prices, but never at the short-term market price for long.**> When POLR prices
are below competitive levels, even efficient alternative suppliers cannolt profit by entering or
continuing to serve retail customers.>'® Firms with the POLR obligation can become financially
distressed, as they did in California during its energy crisis.’"”

FFuel prices are responsible for a substantial percentage of the change in the market price. A
POLR service should adjust the retail electricity price for changes in the prices of fuels used by
generators (at the margin). This is more efficient than using a fixed price as a proxy for the
market price. Moreover, a POLR price that is adjusted only infrequently to incorporate
underlying fuel price changes will usually be either above or below the competitive market
price.3 '8 A fixed or infrequently updated price creates incentives for customers to move back
and forth from POLR service to alternative suppliers, based on which offers a lower rate. This
repeated switching may create additional costs for both POLR and alternative suppliers. It also
can reduce the certainty about procurement quantities which suppliers need to make long-term
supply arrangements. Including other identifiable cost components that fluctuate widely in
POLR service price adjustments will increase the likelihood that the POLR service price will be
a reasonable proxy for the competitive price.

2. Lack of Market-Based Pricing Distorts Development of Competitive Retail Markets

A second issue arises when below-market POLR service prices persist during a period of rising
fuel prices and correspondingly increasing wholesale supply prices. In these circumstances,

" Some commenters observed that cost averaging, cost deferrals, inaccurate cost allocations, double counting of costs, and price caps all can
distort consumption and investment that result in loss af consumer welfare. Strategic Encrgy comments (2) at 6; Constellation comments (2) at 8.

" The electricily industry has traditionally provided discoumts or other forms of assistance 1o low-income families. States may need to examine
whether the level of this assistance should be increased in response to price increases or greater price volatility. National Assaciation of Siate
Wiility Consumer Advocates (2). Similarly, firms whose competitors are in areas with stable or declining prices or diminishing price volatility
could face financial distress, just as if they experienced other types of increased or more volatile input costs relative to theirrivals. Firms with
electricity-intensive production processes are likely to be particularly sensitive to increased prices or price volatility, Alcoa comments (2);
Industrial Coalitions comments (2) at 26.

" This statement would need to be qualified 1o the extent there is markel power and 1o the extent there are unpriced externalities such as
pollution.

M3 See, e.g., Wal-Mart comments; WPS comments; [linois Commerce Commission comments; PPL comments; RESA comments,
M See, e.g., Wal-Mart comments; RESA comments.
M See. e.g., EEl comments,

M Sce, e.g., RESA commens.
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customers are likely to experience a shock when POLR service prices are adjusted to reflect
prevailing wholesale prices. This can create public pressure to continue the fixed POLR rates at
below-market levels. For example, some jurisdictions have considered a gradual phase-in of the
price increase (o bring POLR prices to the market level. The shortfall between the market POLR
price and the price that customers actually pay is usually deferred and collected later from the
POLR provider’s customers,

Although this approach reduces rate shock, it is likely to distort retail electricity markets. First, a
phase-in of the price increase continues to send inaccurate price signals and undermines
incentives to reduce consumption. Second, it prevents entry of alternative suppliers by keeping
the POLR rate below market levels for additional years. Third, it results in higher prices in
future years as the deferred revenues are recovered, so that customers who purchase electricity
later are unfairly penalized (overcharged). Fourth, if surcharges to pay for deferred revenues are
not designed carefully, the charges can disrupt existing competition by forcing customers with
alternative suppliers to pay for part of the deferred revenues. Fifth, if wholesale prices decline,
customers will choose alternative suppliers, and this migration will create a stranded cost
problem as the POLR provider loses customers it had counted on to pay the higher prices.
Moreover, if the state prevents the stranded cost problem by intposing large exit fees, POLR
service customers will be locked in to the POLR provider, so that competition may not develop
even after POLR service prices rise to market levels. Finally, continued POLR service price
caps in an environment of increasing wholesale prices can endanger the financial viability of the
distribution utility.

3, Different POLR Services Designed for Different Classes of Customers

Some states have different POLR service designs for different customer classes. POLR service
prices offered to large C&I customers generally entail less discounting from regulated rates or
compelitive market-based procurement and have been based on wholesale spot market prices.
Large C&I customers generally have a good understanding of price risk and of the means and
costs required to reduce that risk. In addition, suppliers often can customize service offerings to
the unique needs of these large customers.”’ With their larger loads, large C&1 customers also
may be better equipped to respond to efficient price signals than other classes of customers. The
result of this price response may be to improve system reliability and dissipate market power in
peak demand periods.**

Large C&I customers have engaged in more switching to competitive providers in states that
have implemented this division between POLR service for large C&I customers and for
residential and small C&I customers.”' Many alterative supplicrs reportedly have developed

M See, e.g., Wal-Mart comments at 10-11; Commercial End-Users comments.

™ [n Case 03-E-0641, the New York State Public Service Commission required New York wtilities to file tariffs for mandatory real-time pricing
(RTP) for targe C&1 customers. The order observed that “average energy pricing reduces customers’ awareness of the refationship between their
usage and the actual cost of electricity, and obscures opponunities o save on electric bills that would become apparent if RTP were used to reveal
varying price signals.” It further notes that “if a sufficient number of cusiomers reduced load in response to RTP, besides benefiting themselves,
the reduction in peak period usage would ameiiorate cxtremes in electricity costs for all other customers.”

N See infra New lersey profile, Appendix D; RESA comments.

106



customized time-of-use contracts for large C&lI customers.”” Moreover, the profiled states
show that a substantial number of suppliers actively serve large C&I customers. Box 4-5
describes Oregon’s unique sign-up period for its nonresidential customers.

Box 4-5
Oregon’s Annual Window for Switching for Nonresidential Customers

Oregon has a unique process by which nonresidential customers of the two large investor-
owned distribution utilities in Oregon can switch to an alternative supplier. Nonresidential
customers must make their selections during a limited annual window. The window must
extend at least {ive days in duration, but usually a month is allowed. In addition to picking
the alternative supplier, the largest customers must select a contract duration. One option
specifies a minimum duration of five years, with an annual renewal after that. As of 2005,
alternative suppliers were anticipated to serve about 10 percent of load in one distribution
area and about 2.1 percent in the other. One utility offered choice beginning in 2003, while
the other began customer choice in 2005. Detailed descriptions are available at
http://www.oregon.gov/PUC/electric_restruc/indices/fORDAmt12-04 pdf.

It is not necessary to expose afl customers to time-based prices to introduce price-responsiveness
into retail markets.*®® As a first step, customers who are the most price-sensitive could be
exposed to time-based rates. Niagara Mohawk in upstate New York took this approach for its
largest customers, as did Maryland and New Jersey. California is considering setting real-time
pricing as the default rate for medium-sized and larger C&I customers. Another means to
introduce price responsiveness is to provide customers with voluntary time-based rate programs,
along with assistance in equipment purchases or financing. For example, the New York State
Public Service Commission requires voluntary time-of-use pricing for residential customers, and
the Illinois Legislature requires that residential customers be offered real-time pricing as a
voluntary tariff. Ideally, competition provides incentives for suppliers to offer customers the mix
of products and services that matches their potentially diverse preferences.

4, Use of Auctions to Procure POLR Service

As discussed above, New Jersey has used an auction process to procure POLR supply for both
residential and C&I customers. Illinois proposed a simitar auction for when its rate caps expire.
Auctions may bring retail customers the benefit of competition in wholesale markets as suppliers
compete to supply load. However, as discussed in Chapter 3, if there is a load pocket, an auction
is unlikely to help this process, resulting in fewer benefits of competition.

1 See, e.g., New York Companies comments; Alliance for Retail Energy Markets comments; Constellation comments; PPL comments; RESA
comments; NYPSC comments; Direct Energy comments; Reliant comments; PA Office Consumer Advocate comments; Wal-Man comments;
Commercial End-Users comments.

! Steven Braithwail and Ahmad Faruqui, The Choice Not to Buy: Energy Savings and Policy Alieruatives for Demand Response, PUB. UTILS.
FORTNIGHTLY (Mar. 15, 2001).
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5. Consumer Awareness of Customer Choice and Engendering Interest in Alternatjve
Suppliers

Experience with restructuring in other industries indicates that consumer switching from a
traditional supplier to a new one can be a slow process. It took 15 years betore AT&T lost half
of its long-distance service customers to alternative suppliers.*** One reason retail electric
competition could be slow to develop is that expected gains from learning more about market
choices may be too small to make the learning worthwhile,*® particularly for residential
customers with small loads.*

Pricing of POLR service and helping consumers compute the “shopping credit” may encourage
more rapid development of retail competition by motivating residential consumers to search for
market choices. Some states that have low “shopping credits” have had little retail entry. Some
states with retail competition have had substantial consumer education programs, including
websites with orientation materials and price comparisons.”>’ These initiatives help promote
learning about market alternatives.

New York is encouraging retail competition by helping organize temporary discounts from
alternative suppliers and ordering distribution utilities to make these discounts known to
customers who contact the utility.’®® These efforts have increased residential switching and
reduced prices, at least for the short term. Experience indicates that once residential customers
switch to alternative suppliers, they seldom return to POLR service even after the temporary
discounts f:,xpire.329

M James Zolnicrek, Katie Rangos, and James Eisner, Industry Analysis Division, Common Carrier Burerau, Federal Communications
Commission, Long Distance Market Shares, Second Quarter 1998, at 19-20 (Sept. 1998), available at

hupffwww. fee.gov/Bureaus/Common_Camier/Reponts/FCC-State_Link/IAD/mksh2q98.pdf: Thomas L. Welch, Chairman, Maine Pubiic
Utilities Commission, UtifiPoint PowerHitters interview (Jan. 24, 2003) available at htip://mainegov-
images.informe.org/mpuc/staying_informed/about_mpuc/commissioners/ph-welch.pdf.

% Economists refer to this phenomenon as “rational ignorance.” Clemson University, The Theory of Rational Ignorance (The Community
Leaders’ Leuer, Economic Briel No. 29), available ar hup:/ferww strom.clemson.edw/teams/cedfecon/8-3No2%.pdf.

3 joskow, Interim Assessment.

M See, e.g., ELCOM comments; Progress Energy comments; Constellation comments; Pepco comments; PA Office Consumer Advocate
comments.

¥ In Case 05-M-0858, the New York State Public Service Commission adopted the “PowerSwitch" altemative supplier referral program (first
developed by Orange & Rockland) as the model for all utilities in the siate.

#* New York State Consumer Pratcction Board, Comment to the New York State Public Service Commission, Case 05-M-0334, Orange &
Rockland Utilities, Inc., Retail Access Plan, at 5 (May 2, 2005). The Consumer Protection Board indicated that retail customers who have
participated in “PowerSwitch™ are returning 1o POLR service at a ruie of less than 0.1 percent per month. The Board applauded PowerSwitch
because it is completely voluntary and provides assured initial savings to consumers.
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APPENDIX A
LIST OF COMMENTERS WHO RESPONDED TO TASK FORCE NOTICES
REQUESTING COMMENTS*

* Two notices were published in the Federal Register as FERC Docket Number AD05-17-000:
(1) Notice Requesting Comments on Wholesale and Retail Electricity Competition, issued on
October 13, 2005, and (2) Notice Requesting Comments on Draft Report to Congress on
Competition in the Wholesale and Retail Markets for Electric Energy, issued on June 5, 20006.
The actual comments can be found at FERC.gov

The following parties filed comments in response to the notice issued October 13, 2005

Alcoa, Inc. (Alcoa)

Allegheny Energy Companies (Allegheny)

Alliance for Retail Energy Markets

Ameren Services Company {Ameren)

American Antitrust [nstitute (AAI)

American Public Power Association (APPA)

Association of Large Distribution Cooperatives (Large Distribution Cooperatives)
BlueStar Energy Services, Inc. (BlueStar)

BP Energy Company (BP Energy)

California Independent System Operator Corporation (CAISO)
California Public Utilities Commission (CPUC)

Cape Light Compact

Camegie Mellon Electricity Industry Center (Carmegie Mellon)
CenterPoint Energy Houston Electric, LLC (CenterPoint)

Los Angeles Department of Water and Power (LADWP)

7-Eleven, Inc, Big Lots Stores, Inc., Crescent Real Estate Equities, Federated Department Stores,
Hines, JC Penney, Wal-Mart Stores, Inc. (coilectively, Commercial End-Users)

COMPETE, Electric Power Supply Association (EPSA), Alliance for Retail Choice (ARC)
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Connecticut Department of Public Utility Control (Connecticut DPUC)

Consolidated Edison Company of New York, Inc. and Orange and Rockland Utilities, Inc.
(together, New York Companies)

Constellation Energy Group, Inc. (Constellation)

Council of Industrial Boiler Owners (CIBO)

Demand Response and Advanced Metering Coalition (DRAM Coalition)

Direct Energy Services, LLC (Direct Energy)

Dominion Resources Services, Inc. (Dominion)

Duke Energy Corporation (Duke)

Duquesne Light Company (Duquesne)

Edison Electric Institute (EEI)

Electric Power Supply Association (EPSA)

Electricity Consumers Resource Council (ELCON) and American Chemistry Council, American
Iron and Steel Institute, Coalition of Midwest Transmission Customers, PJM Industrial Customer
Coalition, Illinois Industrial Energy Consumers, Industrial Energy Users - Ohio, and Multiple
Intervenors (collectively, Industrial Consumers)

EnerNOC, Inc. (EnerNOC)

Exelon Corporation (Exelon)

Governor of the State of Rhode Island

Idaho Public Utilities Commission (Idaho PUC)

Illinois Commerce Commission

Independent Power Producers of New York, Inc. (IPP NY)

Indiana Utility Regulatory Commission (IURC)
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Industrial Consumers: Portland Cement Association, American Forest and Paper Association,
American Iron and Steel Institute, California Large Energy Consumers Association, Coalition of
Midwest Transmission Customers, National Lime Association, PJM Industrial Customer
Coalition

ISO New England Inc. (ISO-NE or ISO New England)

ISO/RTO Council

Large Public Power Council (LPPC)

Lehigh Cement Company (Lehigh)

Maine Office of Public Advocate (Maine Public Advocate)

Midwest Independent Transmission System Operator [nc. (Midwest ISO or MISO)
Midwest Stand-Alone Transmission Companies

Mike Holly; Sorgo Fuels, Inc,

Mirant Corporation (Mirant)

Missouri Public Service Commission (Missouri State Commission)

National Association of Regulatory Utility Commissioners (NARUC)

National Association of State Utility Consumer Advocates (NASUCA)

Nationial Energy Marketers Association (National Energy)

National Grid USA (National Grid)

National Rural Electric Cooperative Association (NRECA)

New Mexico Attomey General

New York Independent System Operator, Inc. (NYISO or New York ISO)

New York State Department of Public Service (NYPSC or New York PSC)

New York State Electric & Gas Corporation (New York G&E) and Rochester Gas & Electric
Corporation (Rochester G&E)

North Carolina Utilities Commission, Public Staff - North Carolina Utilities Commission, and
the Attorney General of the State of North Carolina (coliectively, North Carolina Agencies)
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Northeast Utililies

NUCOR Corporation, Blue Ridge Power Agency, and the East Texas Electric Cooperative
(collectively, Large Power Buyers)

Orlando Utilities Commission (Orlande Utilities)

Pennsylvania Office of Consumer Advocate (PA Consumer Advocate)
Pepco Holdings, Inc. (Pepco)

PIM Interconnection, LI.C (PJM)

PNM Resources, Inc. (PNM)

PPL Companies (PPL)

Progress Energy, Inc. and South Carolina Public Service Authority (together, Progress and
Santee Cooper)

Public Utilities Commission of Ohio

Reliant Energy Inc. (Reliant)

Retail Energy Supply Association (RESA)

South Carolina Electric and Gas Company (South Carolina E&G)

Southern California Edison Company (SoCal Edison)

Southern Companies (Southern)

Southwest Transmission Dependent Utility Group (Southwest Transmission)
Steel Manufacturers Association (Stee! Manufacturers)

Strategic Energy, LL.C (Strategic Energy)

SUEZ Energy North America (SUEZ)

The Alliance of State Leaders Protecting Electricity Consumers (Alliance of State Leaders)
Transmission Access Policy Study Group (TAPS)

Transmission Agency of Northern California (TANC)
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Virginia State Corporation Commission
Wal-Mart Stores, Inc. (Wal-Mart)

WPS Resources Corporation (WPS)
Xcel Energy Services, Inc. (Xcel)

The following parties filed comments in response to the notice issued June 5, 2006:

Alcoa, Inc. (Alcoa)

Allegheny Power and Allegheny Energy Supply Company, LLC (together, Allegheny)
Alliance for Retail Energy Markets

Alliance of State Leaders Protecting Electricity Consumers

American Public Power Association (APPA)

Attorney General of California

Attormey General of New Mexico

California Department of Water Resources; State Water Project

Cape Light Compact

City of Seattle; City Light Department

Coalition of Midwest Transmission Customer, NEPOOL Industrial Customer Coalition, PJM
Industrial Customer Coalition, Industrial Energy Users-Ohio, Industrial Energy Consumers of
Pennsylvania, and West Virginia Energy Users Group (collectively, Industrial Coalitions)
Community Power Alliance

COMPETE, Electric Power Supply Association (EPSA), Alliance for Retail Choice (ARC)

Consolidated Edison Company of New York, Inc. and Orange and Rockland Utilities, Inc.
(together, New York Companies)

Constellation Energy Group, Inc. (Constellation)
CP Consulting

Direct Energy Services, LLC (Direct Energy)
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Duquesne Light Company (Duquesne)
Edison Electric Institute (EEI) and the Alliance of Energy Suppliers

Electric Power Supply Association (EPSA), Independent Power Producers of New York (IPP
NY), Independent Energy Producers of Maine (IEPM)

Electricity Consumers Resource Council (ELCON) and American Iron and Steel Institute,
Association of Businesses Advocating Tariff Equity, Coalition of Midwest Transmission
Customers, PJM Industrial Customer Coalition, Industrial Energy Users — Ohio, Multiple
Intervenors, and Wisconsin Industrial Energy Group, Inc. (collectively, Industrial Consumers)
Industrial Consumers: Portland Cement Association, American Forest and Paper Association,
American Iron and Steel [nstitute, California Large Energy Consumers Association, Coalition of
Midwest Transmission Customers, National Lime Association, PIM Indusirial Customer
Coalition

ISO New England Inc. (ISO New England)

ISO/RTO Council

Mercatus Center;, George Mason University (Mercatus Center)

Midwest Independent Transmission System Operator, Inc. (MISQ)

Midwest Stand-Alone Transmission Companies

Mike Holly; Sorgo Fuels, [nc.

National Association of State Utility Consumer Advocates (NASUCA)

National Grid USA (National Grid)

National Rural Electric Cooperative Association (NRECA)

New York State Electric & Gas Corporation (New York G&E) and Rochester Gas & Electric
Corporation (Rochester G&E)

OMB Professicnals, Inc.
Pacific Gas & Electric Company (PG&E)
PIM Interconnection, LLC (PJM)

Portland Cement Association (Portland Cement)
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PPL Companies (PPL)

Progress Energy, Inc. and South Carolina Public Service Authority (together, Progress and
Santee Cooper)

Public Service Commission of New York (PSC New York)

Public Service Commission of Wisconsin (PSC Wisconsin)

Public Utility Law Project of New York

Public Utilities Commission of Texas

Reliant Energy Inc. (Reliant)

Strategic Energy, LLC (Strategic Energy)

SUEZ Energy North America (SUEZ)

Transmission Access Policy Study Group (TAPS)

William D. Steinmeier

Wisconsin Power & Light, Madison Gas & Electric Company, Wisconsin Electric Power

Company, Wisconsin Public Power Incorporated, and WPS Resources Corporation (collectively,
Wisconsin Load Serving Entities).
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APPENDIX B
TASK FORCE MEETINGS WITH OUTSIDE PARTIES

American Public Power Association — October 27, 2005

ArcLight Capital Partners L.LC— November 9, 2005

Compete Coalition - Qctober 27, 2005

Edison Electric Institute — October 26, 2005

Electric Power Supply Association — Qctober 27, 2005

Electricity Consumers Resource Council — October 26, 2005

Fitch Ratings — November 9, 2005

Lehman Brothers — November 9, 2005

Merrtill Lynch Commoadities, Inc. — November 9, 2005

Moody’s Investors Service — November 9, 2005

National Association of Regulatory Utility Commissioners — October 27, 2005
National Association of State Energy Officials - October 27, 2005
National Govemors Association — October 26, 2005

National Rural Electric Cooperative Association — October 26, 2005
Public Utility Law Project - October 27, 2005

Standard & Poor’s — November 9, 2005

SUEZ Energy North America — December 8, 2005
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APPENDIX C
AN ANNOTATED BIBLIOGRAPHY OF QUANTITATIVE COST BENEFIT
ASSESSMENTS OF ELECTRIC INDUSTRY RESTRUCTURING PROPOSALS

Commenters on the section 1815 study highlighted a wide variety of cost-benefit studies that
seck to evaluate the electric power industry. Both proponents and opponents of electric industry
restructuring have armed themselves with these types of analyses to support their respective
positions. It can be challenging to understand these studies’ sometimes contradictory results.

The Task Force reviewed roughly 30 cost-benefit analyses®® in an attempt to better understand
what they reveal. Based on this review, together with a review of the recent DOE Report (J. Eto,
B. Lesieutre, and D. Hale, 4 Review of Recent RTO Benefit-Cost Studies: Toward More
Comprehensive Assessments of FERC Electricity Restructuring Policies (December 2005)
[hereinafter Eto]), the Task Force has made the following observations:

1) Many of the existing studies address only the benefits of restructuring proposals. To
the extent studies overlook the costs associated with institutional changes, they can provide an
incomplete picture of impacts, and their results should be juxtaposed to cost estimates. ( See
Appendix C: RTO West Benefits and Costs, Economic Assessment of RTO Policy, and Putting
Competitive Power Markets to the Test The Benefits of Competition in America's Flectric Grid:
Cost Savings and Operating Efficiencies).

2) The benefits associated with some of the most significant motivations behind
restructuring — the maintenance of system reliability and the facilitation of lowest-cost
electricity production (via incentives for innovation and low-cost construction) - are very
difficult to quantify using current technology and are often lefl out of benefit assessments. “It
is important that technically limited studies not be interpreted to suggest that impacts that they do
not analyze are not significant.” Eto at 21.

3) Existing methods and models used to estimate benefits are limited in what they can
measure. Many of these models aiso employ simplistic and often misleading assumptions about
market behavior. Improving the models used to derive quantitative benefits is technically
difficult — significant improvements would involve marrying the complexity of adequately
modeling a 10,000+ bus transmission/generation system to the complexity of modeling realistic
human behavior in markets. The capabilities of existing models are likely to be fairly static until
computer technology advances enough to accommodate the memory needs associated with this
complex modeiing task.

30 This review focuses on oniginal studies - responses and eritiques 1o these studies are listed under the “Alternate Views” 1able catcgory.
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4) Modeling energy transmission and markets necessarily requires making a great deal
of assumptions given the significant limitations in data needed to "feed" these models. Thus,
outputs of RTO modeling attempts vary widely based on the assumptions made by the parties
doing the modeling — assumptions as to transmission configurations, weather, imports/exports,
market behaviors, generation costs, etc. (See Appendix C: Study of Costs, Benefits and
Alternatives to Grid West, versus The Estimated Benefits of Grid West).

5} Another limitation of the studies is that they often only estimate the benefits to
society as a whole. Determining the distribution of benefits and costs - who wins and who
loses, or who wins the most - is an important piece of the decision making puzzle.
Unfortunately, it is much more difficult to measure the distribution of benefits than it is total
social costs. Some efforts have been made in this direction with estimates of the end-use price
impacts that restructuring has had or might have and with estimates of benefits that individual
participants in electricity markets might accrue (See Appendix C: Beyond the Crossroads, the
Future Direction of Power Industry Restructuring and Competition Has Not Lowered Electricity
Prices).

6) Characteristics of the best restructuring cost-benefit studies, given existing
technology/data, include:

¢ Provision of clear and precise descriptions of assumptions, data sources, methods and
technical detail.

¢  Where econometric models are used, study write-ups should provide regression methods
and equations, goodness of fit measures, and results of any tests done to detect analytical
flaws.

¢ An attempt to address all potential costs and benefits.

o An effort to address the distribution of impacts.
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STUDIES OF BENEFITS IN THE US

Bevond the Crossroads: The Future Direction of Power Industry Restructuring

Region US

Report Date 2005

Sponser Cambridge Energy Research Associates

Author/Contractor | Cambridge Energy Research Associates

Model/Methed CERA constructs average counterfactual prices as an econometric
function of fuel prices and return on the rate base, for residential and
industrial customers in four geographic territories based on 1992-1197
data.

Scope of Inquiry Real price impacts on consumers of electric industry restructuring (study
also addresses other restructuring policy issues on a non-quantitative
basis)

Period Studied 1997-2004

Conclusion U.S. residential electric consumners paid about $34 billion less for the

electricity they consumed over the past seven years than they would have
paid if traditional regulation had continued.

Regional distribution of these benefits:
NE § 8 billion

Midwest: $ 8 billion

South: $24 billion

West: -§7 billion

Alternate Views

e APPA thinks figures are inflated:
http://www.appanet.org/mewsletters/washingtonreportdetail.cfm?1t
emNumber=14977&sn.ItemNumber=0

e Comments to Electric Energy Market Competition Task Force by
NRECA, November 18, 2005

* H. Spinner, 4 Response to Two Recent Studies that Purport to
Calculate Electric Utility Restructuring Benefits Captured by
Consumers, ELECTRICITY JOURNAL, Volume 19, No. |

(January/February 2006) at 42-47.

Electricity Markets: Consumers Could Benefit from Demand Programs, but Challenges

Remain

Region US

Report Date August, 2004

Sponsor Report to the Chairman, Committee on Governmental Affairs, U.S. Senate

Author/Contractor | US GAO

Model/Method Reviewed the literature, analyzed industry and participant data, and
conducted interviews with state and federal officials (in FERC, the
DOE , and the GSA), industry experts, representatives
from utilities, and customers

Scope of Inquiry Examines the current and potential role for demand-response programs.
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Identifies (1) the types of demand-response programs currently in use; (2)
the benefits of these programs; (3) the barriers to their introduction and
expansion; and (4) where possible, instances in which these barriers have
been overcome.

Period Studied

Conclusion

Demand-response programs can benefit custorners in regulated and
restructured markets by improving market functions and enhancing the
reliability of the electricity system

Recent studies show that demand-response programs have saved millions
of dollars—including about $13 miilion during a heat wave in New York
State during 2001. A FERC-commissioned study reported that a moderate
amount of demand-response could save about $7.5 billion annually in
2010.

Web Reference

http://www.gao.gov/new.items/d04844.pdf

Staff Report on Cost Ranges for the Development and Operation of a Day One RTO
(FERC Docket No. P1.04-16-000)

Region Based on data from PJM, MISQ, SWPP, and ERCOT

Report Date QOctober, 2004

Sponsor FERC

Author/Contractor | FERC Staff

Model/Method The analytical base for this Study rests largely on information gleaned
from audit staff, FERC Form No. 1 data and interviews with and data
responses from existing RTOs and Independent System Operators (ISOs).

Scope of Inquiry To estimate the cost of devetoping a Day One RTO that provides
independent and non-discriminatory transmission service and satisfies the
minimum requirements of Order No. 2000 to operate as an RTO. Also
estimates operating cost of a Day One RTO.

Period Studied Various

Conclusion . The average annual operating expense of a new Day One RTO

would impact the average retail customer by approximately
0.02¢/KWh, or less than 0.3 percent of the customer’s total bill.

. Day One RTOs have required an investment outlay of between
$38 million and $117 million and an annual revenue requircment of

between $35 miliion and $78 million.

° Cost overruns can result from changing plans mid-course, poor
project management and extensive delays.

o Cost data are not accounted for in a standardized way.

Web Reference

http://www.ferc.gov/EventCalendar/Files/2004 1006 145934-rto-cost-
report.pdf

Alternate Views

o M. Luizenhiser, RTO Dollars and Sense: Financial Data Raises
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Doubts About Whether Deregulation Benefits Quiweigh Costs,
PUBLIC UTILITIES FORTNIGHTLY (December, 2004).

» Alliance of State Leaders Protecting Electricity Consumers,
Commentary on FERC Staff Report on Day-1 RTO Cost
(November, 2004), available at
http://www pacifier.com/~ppepdx/Tx/Alliance%20Cost%20Study

%20Report%2011-22-04%20FINAL.pdf

Impacts of the Federal Energy Regulatory Commission’s Proposal for Standard Market

Design

Region United States

Report Date April 30, 2003

Sponsor US DOE Report to Congress

Author/Contractor | In addition to DOE staff, participants included contractors who supported
the modeling (GE Power Systems Energy Consulting, OnLocation, Inc)
and those who supported the analysis (Charles River Associates, Neenan
Associates, and Ken Rose of NARUC).

Model/Method DOE’s Policy Office Electricity Modeling System (POEMS) was used to
assess wholesale and retail price impacts of SMD. GE MAPS was used to
assess how the use of transmission networks will change under SMD.
POEMS is an amalgam of several economic models (including EIA’s
National Energy Modeling Systern and TRADELEC) which forecasts
trading volume and prices by NERC regton. GE MAPS is an engineering
model used to simulate the effects of a security constrained LMP market
model on transmission patterns.

Scope of Inquiry Assess the impacts of implementing FERC’s Standard Electricity Market
Design (SMD), as presented in FERC’s July 31, 2002 proposed rule

Period Studied

Conclusion 1. Estimated annual cost of implementing FERC’s SMD Rule: $760

million (3.21/MWhr)

2. Average wholesale prices under SMD are estimated to decrease by 1
percent in 2005, increasing to 2 percent by 2020, relative to the non-
SMD case.

3. The net benefit to all consumers of implementing SMD is estimated to
be 31 billion/year for the first six years, dropping to $700 million by
2020. These figures are net of the $760 million estimated annual cost.
(This implies total annual benefits of $1.46 to $1.76 billion, though this
figure is not cited in the document).

4. Positive results are not consistent across regions — modeling suggests
that end-use prices would rise in some regions and decrease in others.

Alternate Views

Alliance of State Leaders Protecting Electricity Consumers, Commentary
on DOE’s Study of Standard Market Design (June, 2003), available at
http://www.pulp.tc/Alliance Commentary on DOE Study.pdf
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Impact of the Creation of a Single MISO/PJM/SPP Power Market

Region Midwest & Northeastern US

Report Date 2002

Sponsor MISO-PIM-Southwest Power pool

Author/Contractor | Energy Security Analysis, Inc. (ESAI)

Model/Method ZPM

Scope of Inquiry Analyzes the impact of establishing a joint, common electricity market
encompassing 26 states, the District of Columbia and the Canadian
province of Manitoba (baseline is 2002 mix of ISOs and vertically
integrated utilities

Period Studied 2002-2012

Conclusion Benefits : $1.7 billion/year

Economic Assessment of RTO Policy

Region United States

Report Date 2/26/2002

Sponsor FERC

Author/ Contractor | ICF Consulting

Model/Method ICF’s IPM (Integrated Planning Model) computer simulator.

e Simulates current inefficiencies through cross-CA hurdle rates,
then eliminates those hurdle rates and measures the efficiency
impacts.

e Assumes 5 percent improvement in transmission transfer
capability and measures production cost impacts.

s Capacity sharing benefits simulated.

¢ Decreased reserve requirements (from 15 percent to 13 percent)

¢ Assumes generator efficiency improvements in RTO Policy case.

Scope of Inquiry Assesses economic costs and benefits of a national move toward RTOs,

including improvements in transmission system operations with resulting
enhancements to inter-regional trade, congestion management, reliability
and coordination, and improved performance of Energy markets.

Period Studied

2002-2021

Conclusion * $1-510 billion/year in system production cost savings
* NPV of production cost savings over 20 years: about $1 trillion
¢ About 4 percent savings off of base case for 20 year period
e NPV of start up costs: $4.2-$7.3 billion (based on start up
comparison of operating ISO/RTOs). Net operating costs (as
compared with base case) assumed to be near zero .
Web Reference http:/fwww ksg.harvard.edu/hepg/Papers/FERC%20ICF%20rtostudy_fin

al 0226.pdf

Alternate Views

+ Comments of the California Electricity Oversight Board
Proposed Pricing Policy for Efficient Operation and Expansion Of
the Transmission Grid, FERC Docket No. PL03-01-000 (March
13, 2003), available at
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http://www eob.ca.gov/attachments/PL03-1-000Comments.doc
Comments of the New England Conference of Public Utilities
Commissioners on Electricity Market Design and Structure,
FERC Docket No. RM01-12-000.

Comment of the Staff of the Bureaus of Economics and
Competition and the Office of the General Counsel of the Federal
Trade Commission on Electricity Market Design and Structure,
FERC Docket No. RM01-12-000,
http://www.fic.gov/be/v020014.pdf
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STUDIES OF BENEFITS IN THE MIDWEST

An RPM Case Study: Higher Costs for Consumers, Windfall Profits for Exeion

Region PJM / Northem Illinois

Report Date October 18, 2005

Sponsor [llincis Citizens utility Board

Author/Contractor | Synapse Energy Economics / Ezra Hausman, Paul Peterson, David
White, and Bruce Biewald

Model/Method Comparison of bascline capacity revenues (derived from historical
market data) with proposed RPM PJM price

Scope of Inquiry Determine potential wealth transfer effects of proposed Reliability

Pricing Model (RPM) by examining capacity revenues that might accrue
to Exelon’s Nuclear facilities in Northern Illinois 1f RPM is
implemented.

Period Studied

June 2004 — June 2005

Conclusion

At the target RPM price, Exelon’s nuclear plants in northem Illinois
stand to gain almost $390 million in additional capacity revenues,
cormnpared to the 2004 capacity market price, at ratepayers’ expense. Al
the maximum RPM price, these plants would receive a §1.2 billion
increase in capacity revenues.

At PJM'’s target price, RPM would amount to a rate increase for PJM
ratepayers as a whole of over $5 billion every year, paid mostly to
existing base load generation.

Web Reference

http://www.synapse-energy.com/Downloads/SynapseReport.2005-10.1L- -
CUB.RPM-Study--Higher-Costs- Windfall-Profits-for-Exelon.04-20.pdf

The Benefits and Costs of Wisconsin Utilities Participating in Midwest ISO Energy

Markets

Region Wisconsin

Report Date March 26, 2004

Sponsor MISO

Author/Contractor | Science Applications International Corporation

Model/Method Production Cost/ Power Flow Modeling: PROMOD [V

Scope of Inquiry Evaluates proposed financial transmission right allocations and overall
impact of market participation on Wisconsin consumers.

Period Studied 2005 Calendar Year

Conclusion Wisconsin and Michigan Upper Peninsula customers to save $51 million
annually in wholesale power costs, net of costs of participating in markets.

Web Reference http://www.midwestmarket.org/publish/Document/573257 _ffeOfcee0f -

7f570a531528/ .pdflaction=download& property=Attachment

Alternate Views

See comments of Wisconsin Load Serving Entities to Draft EPAct 2005
Section 1815 Report on Competition — FERC Docket AD05-17 — 6/26/06
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STUDIES OF BENEFITS IN THE NORTHEAST

Putting Competitive Power Markets to the Test The Benefits of Competition in America’s
Electric Grid: Cost Savings and Operating Efficiencies

| Region Eastern Interconnection

Report Date | July, 2005

Sponsor BP Energy Company, Constellation Energy, Exelon Corporation,
Mirant Corporation, NRG Energy, Inc., PSEG, Reliant Energy Inc., Shell
Trading Gas and Power Company, Williams, and Suez Energy North
America

Author/Contractor | Global Energy Decisions

Meodel/Method Global Energy calculated the benefits of wholesale competition for the
Eastern Interconnection as they occurred. Those results were compared
with a simulation of market conditions without the changes in market
ruies that enabled wholesale competition.
Consumers benefited if the study showed a positive difference between
current market conditions and the simulation of the traditional market
rules prior to wholesale competition.
Model: EnerPriseTM Strategic Planning powered by MIDAS Gold®
software

Scope of Inquiry To identify and quantify the existing and foreseeable consumer benefits of
competitive electricity markets.

Period Studied 1999-2003

Conclusion Wholesale customers in the Eastern Interconnection have realized a $15.1

billion benefit during the time period measured due to electricity
competition. This benefit derives primarily from differences in the cost of
generation construction under the two scenarios.

Web Reference

http://www.globalenergy.com/competitivepower/competitivepower.pdf

Alternate Views

Global Energy Decision, Putting Competitive Power Markets to the Test:
An Aiternative View of the Evidence, available at
http://www.nreca.org/Documents/PublicPolicy/NRECAADOS 1 7final.pdf

Electricity Prices in PJM: A Comparison of Whelesale Power Costs in the PJM Market to
Indexed Generation Service Costs

Region PJM Interconnection

Report Date June 3, 2003

Sponsor PIM

Author/Contractor | Synapse Energy (Biewald, Steinhurst, White, Roschelle)

Model/Method estimates and compares two sets of annual prices: (1) the actual wholesale

power costs (WPC) in the PIM market, and (2) prices in a scenario with
economic regulation continued from the mid-1990s to today so that the
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generation service costs {GSC) are the unbundled generation portion of the
pte-restructuring cost-of-service rates

Scope of Inquiry

To illuminate the effect of restructuring on prices in the PJM
interconnection.

Period Studied

1999-2003

Conclusion

while PJM deregulated costs fluctuate year-to-year, on average, the
wholesale power costs over the five year period 1999 to 2004 have been
tower than the indexed generation service costs.

Web Reference

http://www.pjm:com/documents/downloads/reports/synapse-report-pjm-
electricity-prices.pdf’

Erecting Sandcastles From Numbers: The CAEM Study of Restructuring Electricity

Markets

Region PIM

Report Date Dec. 3, 2003

Sponsor NRECA

Author/Contractor | Christiansen Associates (Moray, Kirsch, Braithwait, Eakin)

Model/Method Analysis of CAEM study assumptions/ inputs

Scope of Inquiry To review and critique the Center for Advancement of Energy Markets’
{CAEM) study entitled Estimating the Benefits of Restructuring
Electricity Markets: An Application to the PJM Region (Sept. 22, 2003)
(hereinafter CAEM Study).

Period Studied 1997-2002

Conclusion The CAEM Study’s quantitative results fail to demonstrate any

relationship between these price changes and the economic effects of
restructuring.

Web Reference

http://www ksg harvard.edu/hepg/Papers/Christensen.crit.restruct.mkts.in
pim.03-Dec.03.pdf ‘

Alternate Views

See below:  Estimating the Benefits of Restructuring Electricity Markets:
An Application to the PJM Region, available at
hitp./fwww.caem. org/website/pdf/PIM pdf
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Estimating the Benefits of Restructuring Electricity Markets: An Application to the PJM

Region

Region PJM

Report Date October, 2003

Sponsor CAEM

Author/Contractor | R. Sutherland, CAEM

Maodel/Method Measures decline in electricity prices during restructured period.

Scope of Inquiry

Estimates benefits of restructuring the electricity market in the PJM region.

Period Studied

1997-2002

Conclusion

Ultimate customers in the PJM region saved about $3.2 billion in 2002
from current restructuring efforts

Web Reference

http://www.caem.org/website/pd/PJM .pdf

Alternate Views

Erecting Sandcastles From Numbers: The CAEM Study of Restructuring
Electricity Markets (see above at

http:/iwww.ksg. harvard.edu/hepg/Papers/Christensen.crit.restruct. mkts.in.
pym.03-Dec.03.pdf)

Northeast Regional RTO Proposal: Analysis of Impact on Spot Energy Prices

Region Northeast

Report Date April, 2002

Sponsor PIM

Author/Contractor | PIM

Model/Method Market Simulation — GE MAPS

Scope of Inquiry Estimates the impact of implementing a Northeast RTO on regional spot

market prices in the near term.

Period Studied

Simulation year: 2001

Conclusion Net Benefits of $299 million.
$188 to PIM
<$22> to NYISO
$96 to NE
Assessing Short Run Benefits from a Combined Northeast Market
Region Northeast
Report Date Qctober 23, 2001
Sponsor NYISO
Author/Contractor | A. Hartshorn, S Harvey — LECG Consulting
Model/Method Replicated Mirant methods: Statistical / econometric analysis using

historic prices and flows. Looked at unconstrained transmission to
determine correlation between prices.

Extended the EEA analysis in time, improved on some elements of their
methodology, and undertook some sensitivity analysis of Mirant
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estimates.

Scope of Inquiry Potential benefits from implementing an interregional real-time dispatch
in the Northeast. (Response to Mirant study of 2001)

_Period Studied 10/00-8/01

Conclusion Found that improvements in data and assumptions in Mirant study led to

a material overstatement of the short-run benefits to New York
consumers. Found large price impact benefits to PJM customers but
little or negative price impacts for New York energy customers.

Found overall decrease in energy payments for the combined region of
$139 million for New York and $50 million for PJM on an annual basis.

Web Reference

http://www ksg.harvard.edu/hepg/Papers/Assessing%20Short-
Run%20Benefits%20from%20Combined%20NE%20Market%2010-23-
011.pdf

Mirant Study*

Region Northeast

Report Date September 2001

Sponsor Mirant

Author/Contractor | Energy and Environmental Analysis, Inc.

Model/Method Statistical / econometric analysis using historic prices and flows. Looked

at unconstrained transmission to determine correlation between prices.
Assumes centralized dispatch would eliminate measured uneconomic
flows.

Scope of Inquiry

Potential efficiency benefits that could be achieved by creating a single
market for electricity in the Northeast. Model does not address net costs
of establishing/operating a single Northeast RTQO.

Period Studied

6/00-12/00

Conclusion

Net benefit of $440 million.
$76 to PJM, $256 to NYISO, $108 to NE ISO.

* Not publicly available. Review based on secondary references.

Competition Has Not Lowered U.S. Industrial Electricity Prices

Region

Connecticut, Massachusetts, Maine, New Hampshire, New York, and
Rhode Island

Report Date

2005 (Published in the Electricity Journal, Vol. 18, No. 2 (2005) at 52-
61)

Sponsor Jay Apt

Author/Contractor | Jay Apt, Camegie Mellon University

Model/Method Used EIA price data to perform regression analysis on prices before and
after competition.

Scope of Inquiry Examines the effect of restructuring on prices paid by US industrial

customers for electricity

Period Studied

1990-2004

Conclusion

Competition does not produce statistically significant price effects — rates
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in all states studied other than Maine increased an average of .8 percent
per year prior to competition and they increased by 2 percent per year
after competition.

Web Reference

http://wpweb2.tepper.cmu.edu/ceic/papers/ceic-05-01.asp

Economic Assessment of AEP’s Participation in PJM

Region PJM combined with AEP

Report Date December, 2003

Sponsor AEP

Author/Contractor | Cambridge Energy Research Associates
Model/Method ?

Scope of Inquiry

Quantifies the costs and benefits of AEP’s integration into PJM markets.

Period Studied

9

Conclusion

3245 M in 2004

declining to $188M in 2008

Economic and Relia

bility Assessment of a Northeastern RTO

Region NYISO, ISO-NE

Report Date ‘| August 23, 2002

Sponsor NYISO, ISO-NE

Author/Contractor | NYISO/ISO-NE

Model/Method GE MAPS

Scope of Inquiry Assesses wholesale electricity market impacts and organizational impacts

of establishing a Northeastern RTO (NERTQ), including expected costs
of implementation, savings {rom market efficiencics, savings from
operational consolidation.

Period Studied

9

Conclusion

$220M/yr in 2005

$150M/yr in 2010
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STUDIES OF BENEFITS IN THE NORTHWEST

Bonneville Power Administration Grid West Benefit Assessment for Decision Point 2

Region Northwest US

Report Date | August 4, 2005

Sponsor Bonneville Power Administration

Author/Cont | Intemal Bonneville Power Administration staff report

ractor

Model/Meth | Partially based on modeling conducted by Grid West (see “Estimated Benefits
od of Grid West”) — Power World model used to derive benefits of control area

consolidation and economic redispatch. Other analytical methods used to
determine value of common regulation, reliability improvements, economic
reserve markets, increased transmission usage, (measured in Gridview model),

etc.
Scope of Potential benefits of adopting proposed Grid West design as compared with
Inquiry status quo.
Period Various — primarily examined 1 year historical period.

Studied

Conclusien | Reliability Benefits: $27 - $62 million annually

Increased Transmission Capacity: $9 to $15 million annually
Regulating Reserve benefits: $5-$8 million annually

Redispatch Efficiencies: $41-$56 million annually

Contingency Reserve Market Efficiencies: $20 to $30 million/year
De-pancaking of transmission rate efficiencies: $4-$10 million
TOTAL: $106 to $108 miilion

Web http://www.bpa.gov/corporate/business/restructuring/Docs/2005/benefit%20ass
Reference essment/BPA Grid West Benefit Assessment.pdf

The Estimated Benefits of Grid West

Region Pacific Northwest

Report Date July, 2005

Sponsor Grid West Regional Representatives Group

Author/Contractor | Grid West Risk Reward Workgroup

Model/Method PowerWorld, Gridview, miscellancous spreadsheet analyses, surveys

Scope of Inquiry Estimate the benefits related to Grid West formation

Period Studied Various

Conclusion Results presented as a menu:

» The capacity cost savings associated with Grid West-managed
contingency reserves range from $20 million to $73 million per
year.

* The estimated capacity cost savings associated with Grid West
reducing the amount of regulating reserves range from $5 million to
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$26 million per year

» The estimated production cost savings associated with Grid West-
managed real-time energy balancing redispatch range from $41
million to $385 million per year

¢ The estimated annualized value to the region of avoiding cascading
disturbances ranges from $27 million to $83 million per year.

s Avoiding momentary (less than 5 minutes) or sustained events
(longer than S minutes but shorter than 12 hours) related to non-
cascading transmission events has an estimated annualized value to
the region ranging from $17 million to $203 million per year

¢ The estimated increase in production costs from the existing
practice of charging multiple or pancaked rates ranges from $4
million to $61 million per year.

» The estimated reduction in production costs from more efficient
prescheduled interchange facilitated by the RCS ranges from §18
million to $52 million per year.

* The estimated savings associated with energy conservation, non-
wires expansion, and demand-side measures facilitated by Grid
West range from $1 million to $61 million per year.

Study of Costs Benefits and Alternatives To Grid West

Region Northwestern US
Report Date 1 October 15, 2004
Sponsor Snohomish PUD
Author/Contractor | Henwood Energy & Margot Lutzenhiser of the Public Power Council
Model/Method Benefits: MarketSym used to estimate the short term dispatch benefits

associated with rate de-pancaking and more liquid operating reserve
markets

Costs: Applies apply the average cost/MWh of operating PIM, NYISO,
ISO NE, CAISO and ERCOT to Grid West’s projected annual demand.

Scope of Inquiry

Study the costs, benefits and alternatives to forming Grid West

Period Staudied

2004

Conclusion Gross annual benefits to the region of $78 million
Grid West Annual costs of $200 million.
Net Benefits of <122 million>
Web Reference http://www snopud.com/content/external/documents/gridwest/henwood_g

ridwestfinal.pdf

RTO West Benefit/Cost Study

Region Northwestern US

Report Date March 11, 2002

Sponsor RTO West

Author/Contractor | Tabors Caramanis and Associates
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| Model/Method

GE MAPS

Scope of Inquiry

This study looked at the impacts that removing pancaked transmission
rates and sharing reserves would have on the cost of generation in the
Northwest.

Period Studied

2004

Conclusion

* The net benefits of eliminating transmission rate pancakes and
sharing reserves would be $305 million/year in the RTO West
footprint, and $410 million for all of RTO West.

* 40 percent of this benefit can be attributed to the elimination of rate
pancaking, 60 percent to reserves sharing.

RTO West Potential Benefits and Costs

Region Northwest
Report Date October 23, 2000
Sponsor RTO West
Author/Contractor | RTO West Benefits/Cost Team
| Model/Method Aurora for production cost modeling, spreadsheet analyses for others
Scope of Inquiry Identify and quantify benefits and costs to the regional electric power
system that would occur as a result of implementing RTO West
Period Studied Vartous
Conclusion ¢ Inconclusive production cost savings

e Regulating reserve savings of $28 million annually over the RTO
footprint.

» Reliability benefits of anywhere from $33 million to $328 million
annually

¢ RTO Annual Costs of $63-376 million

*  Misc. qualitative benefits
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STUDIES OF BENEFITS IN THE SOUTHEAST

Cost Benefit Study of the Proposed GridFlorida RTO

Region Peninsular Florida

Report Date December 12, 2005

Sponsor Grid Flonda, LLC

Author/Contractor | ICF Consulting

Model/Method Production cost modeling using GE MAPS

Scope of Inquiry Examined the costs and benefits to Peninsular Florida consumers of

transforming the current decentralized market to a centrally organized
market under two modes of operation — a Day-1 only RTO and a Delayed
Day-2 RTO.

Period Studied

2004-2016

Conclusion

* The quantitative benefits to Peninsular Florida consumers of Day-
I Only RTO operation is $71 million over this period, while the
quantitative start-up and operating costs of a “greenfield” Day-1
RTO is $775 million. Thus, the Day-1 RTO configuration reflects
an estimated net loss of $704 million.

e  Whereas the quantifiable benefits under Delayed Day-2 RTO
operation were substantial, and ranged from approximately $810
million in the Market Imperfection Case to almost $968 million
in the Reference Case, the cost of a “greenfield” Delayed Day-2
RTO with wholly new systems, physical facilities and personnel,
designed along FERC’s Standard Market Design principles, is
also very significant at $1.25 billion.

¢ The GridFlorida Delayed Day-2 RTO could breakeven under the
scenarios examined in this study if the net benefits from the
qualitative factors and the change in utility operational costs
should be within the range of $285 million and $443 miilion over
the 13-year forecast period.

» This study also indicates that the non-jurisdictional consumers
would receive net positive benefits of $798 million from the
implementation of a GridFlorida Delayed Day-2 RTO while
jurisdictional consumers would receive a net loss of $1.1 billion.

Web Reference

http://www.icfi.com/Markets/Energy/doc_files/gridflorida-rto-report.pdf

Cost Benefit Analysis Performed for the SPP Regional State Committee

Region Southwest Power Pool

Report Date April 23™, 2005, revised July 27, 2005

Sponsor SPP Regional State Committee
Author/Centractor | Charles River Associates

Model/Method a) Wholesale Energy Modeling using GE MAPS
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b) Allocation of Energy Market Impacts and Cost Impacts
¢) Qualitative Assessment of Energy Imbalance Impacts
d) Qualitative Assessment of Market Power Impacts

) Aquila Sensitivity Cases

Scope of Inquiry

(1) an analysis of the probable costs and benefits that would accrue from
consolidated services and functions (which include reliability
coordination and regional tariff administration) and (2) the costs and
benefits of SPP’s implementation of an Energy Imbalance

Service (EIS) market.

Period Studied

2006-2015

Conclusion

* In the Stand-Alone case, implementation of intra-SPP wheeling rates
leads to a less efficient dispatch and thereby increases system-wide
production costs in comparison with the Base case.

* The EIS market is estimated to provide considerably more benefits
than costs, with the net benefits being $373 million to the transmission
owners under the SPP tariff over the 10-year study period

Web Reference

http://www.spp.org/Publications/fCBARevised.pdf

Electric Competition in the States of Arkansas, Louisiana and Mississippi - Is There An

Opportunity?

Region Arkansas, Louisiana and Mississippi
Report Date 2004

Sponsor Tractebel

Author/Contractor | Tractebel

Model/Method Spreadsheet

Scope of Inquiry ?

Period Studied ?

Conclusion

Fuel savings: $610M/yr Fixed O&M savings: $280M/yr

The Benefits and Costs of Dominion Virginia Power Joining PJM

Region | Virginia

Report Date June 25, 2003

Sponsor Dominion Virginia Power (DVP

Author/Contractor | Charles River Associates

Model/Method GE MAPS

Scope of Inquiry Assesses net benefits (to VG retail customers & to all retail and
wholesale customers in DVP control) of DVP joining PIM to

Period Studied 2005-2014

Conclusion Net Benefit to Virginia Retail Customers: $110.3 million for *05-"10:

$476.6 million for ’05-"14.
Net Benefit to DVP customers: $127.4 million for *05-"10: $557.2

million for ’05-'14.
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The Benefits and Costs of Regional Transmission Organizations and Standard Market
Design in the Southeast

Region SE (SeTrans, Grid South, Grid Florida)

Report Date 11/6/02

‘Sponsor Southeastern Association of Regulatory Commissioners

Contractor Charles River Associates / GE Power Systems Engineering

Model/Method GE MAPS (OPF/Production cost model) and a Financial Evaluation
Module.

Scope of Inquiry | Net benefits of instituting SMD in SE (GridSouth, SeTrans &
GridFlorida) of the US.

Period Studied 2004 — 2013

Conclusion Mixed  +150to +$1,421for SeTrans;, -$286 toc +$84 for Grid South;
-$25 to +248 for Gnid Florida: ($Million 2003 dollars, PV over 10 years)
Note: Total Benefits are Net of Estimated Costs of Operating RTO

Web Reference http://www.crai.com/pubs/pub_2901.pdf ]
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STUDIES OF BENEFITS IN TEXAS

Electric Reliability Council Of Texas, Market Restructuring Cost Benefit Analysis.

Region ERCOT/ Texas

Report Date 11/30/2004

Sponsor ERCOT

Author/Contractor | TCA/KEMA

Model/Method a) Energy Impact Assessment (EIA)—quantified impacts to the
energy market, system dispatch, energy prices, and resulting production
system costs. (GE MAPS)
b) Backcast—-quantified optimized generation dispatch results for the
ERCOT system for 2003 for comparison with those actually
experienced.
¢) Implementation Impact Assessment (IIA)—provided quantitative
and qualitative treatment of implementation startup costs, ongoing costs,
and other transition-related impacts for ERCOT and its market
participants.
d) Other Market Impact Assessment (OMIA)—provided qualitative
treatment of a variety of other measures of impact of market designs not
captured directly in the EIA.

Scope of Inquiry focused on two alternative market design choices: a zonal market design

{extant at the time of the study) and a nodal market design

Period Studied

2005-2014

Conclusion Did not draw single conclusion — “the potential savings found in the
Energy Impact Assessment, relative to the Implementation costs found
in the Implementation Impact Assessment, suggest that the benefits of
the TNM could outweigh the costs for the ERCOT region as a whole.

Web Reference http://oldercot.ercot.com/TNT/default.cfm?func=documents&intGroupl

d=83&b
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APPENDIX D
STATE RETAIL COMPETITION PROFILES>

Illinois: Overview of Retail Competition Plan and Market Response

Administrator and Start Date: Customer choice in Illinois began in December 1997 with the
enactment of the Electric Service Customer Choice and Rate Relief Act of 1997 (HB 362).

HB 362 required a phase-in of retail competition, with larger customers able to choose an
alternate generation supplier earlier in the transition. Specifically, customers eligible to choose
their electric supplier as of October 1, 1999, included industrial and commercial customers with
a demand of greater than 4 MW,33 2 commercial customers with businesses at ten or more sites
with an aggregate coincident peak demand of 9.5 MWs or greater, and non-residential customers
accounting for one-third of the remaining electricity use of their customer class. All other non-
residential customers were allowed to choose a suppliet as of December 31, 2000, and all
residcsrgiial customers as of May 1, 2002.%** The mandatory transition period ends January 1,
2007.

The Illinois Commerce Commission (ICC) oversees the transition to competition in the electric
industry. On January 24, 2006, the ICC approved proposals from Commonwealth Edison, the
Ameren companies, Central [llinois Public Service, Central Illinois Light Company and Illinois
Power, to procure generation (for retail customers who do not switch to an alternative retail
supplier) through a joint competitive reverse auction process. In order to reduce price increases
after the transition period ends, the utilities have offered to phase in price increases at the end of
the transition period for residential customers.

Services Open to Competition: Generation and metering services: The ICC promulgated rules
that permit non-residential customers (o choose a meter service provider other than the
distribution utility.

The ICC permitted Commonwealth Edison to designate customers with a demand exceeding 3
MW as a competitive customer class.’ No other classes of customers have been declared
competitive to date. Competitive services are defined as those services provided under special
contract, not provided under tariff, and any tariffed service that the ICC decides is competitive.
A service is declared competitive only if it is offered by a provider other than the utility or its
affiliate, to a defined customer group or area, at a competitive price, if the utility is likely to or
has lost business to the competitor, and if there is adequate transmission system capacity.”>°

M Information in this appendix is derived in large part from — and updaigs information contained in the FTC Retail Compatition Report. Because
economic clrcumstances and state laws and regulations change, regulatory authorities in each state and market participants should be consulted
for more detailed and-up-to-date information on-state retail choice programs.

3 Averageimonthly maximum elecirical demand on the electric utility’s system during the 6 months equals the eustomer's highest monthly
maximum demands in the |2 months ending June 30, 1999.

#3220 ILL. COMP. STAT. 5/16-104 (West 2001).
¥ 5.B. 2081 (11 2002) (extending the transition period from January [, 2005, 1o Janvary 1, 2007).

3 Conmmonwealth Edison Company, Wlinois Commerce Commission, Docket No. 02-0479 (March 28, 2003), available at
hup:/feweb.tce state.il.us/e-docket/reportsfview_file.asp?intldfile=83392&sre=bd.

336 990 [LL. COMP. STAT. 5/16-113.
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Consumer Options: Consumers have two options for service:

(1) They may either remain with the utility as a bundled customer (i.e., receiving
generation, transmission and distribution services); or

(2) They may choose to become a delivery services customer (i.e., they only take
distribution and transmission services from the utility). Delivery services customers may
purchase generation services from another electric utility, from a competitive supplier, or
from their own utility using the power purchase option (PPO).B’37

The PPO is a transitional option that is provided by distribution utilities as long as they are
recovering stranded costs from customers (see Recovery of Stranded Costs/Transition Costs).
Under PPO service, a non-residential delivery services customer (such as an industrial customer)
can purchase electric power from the utility at a price that reflects wholesale costs. These
customers may then assign the power purchased under the PPO to an alternative supplier. Under
this option, the suppliers to whom customers have assigned PPO rights are, in effect, purchasing
electricity from the utility and selling it to their customers.

Alternative Suppliers Licensed to Provide Service: All suppliers wishing to provide competitive
supply service must have a certificate of service authority. In order to receive certification, a
supplier must show technical, financial, and managerial capability.”® A competitive supplier is
required to maintain a license or permit bond in the amount of $30,000 if the supplier intends to
serve only non-residential customers with maximum demand greater than I MW; $1350,000 if the
supplier intends to serve non-residential customers with annual electric consumption greater than
15,000 kWh; or $300,000 if the supplier wishes to be certified to serve all eligible retail
customers.

In general, retail competition is much more active in the Commonwealth Edison territory than
elsewhere in the state. In 2005, the number of active suppliers in each distribution utility’s
territory ranged from zero for MidAmerican, to nine for ComEd.>*® OQver the 2000 to 2005
period, the number of suppliers increased in the AmerenCIPS service territory from 3 to 4. An
alternative supplier entered the AmerenCILCO area for the first time in 2003 and the only
alternative supplier left the MidAmerican area in 2001. The retailers have focused only on non-
residential customers.

7 1d.at 5/16-110.
¥ 1d. a1 5/16-£15.

¥ Illinois Commerce Commission, Competition in Hinois Retail Electric Markeis in 2003, Table 2 (May 2006), available at
hupiwww.ice.illinois:gov/docs/en/060524garpt16120b.pdf.
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Retail Pricing Trends: As Table I shows, retail prices for the residential sector rose about 7
percent from 1988 to 1997. Commercial and industrial prices rose by lesser amounts during that
decade. Prices for all classes of customers declined after that decade through 2004, with the
largest declines taking place in the residential sector due to mandatory rate reductions.

Table 1. Average Annual Price per KWh by Sector
{nominal cents)
19881 1989] 1990] 199 1] 19921993 1994] 1995] 1996] 1997] 1998] 1999] 2000] 200t | 2002 2003] 2004
Residential | 979 10 99 99 103 103 10 104 103 104 99 88 88 87 84 84 84
Commercial 7.5 7.8 78 7.9 8.1 8 74 79 8 79 7.y 7. 74 74 7.4 73] 7.5
Industrial 57 5. 54 5.5 55 535 5.4 53] 5.4 53 S| S 423 47 49 49 47
All Sectors| 73] 7.9 7.9 74 7. 7.8 7. N N Y. I 71 68 69 69 7.0 6.8

Source: Energy information Administration

Price Changes for POLR Service for Residential Customers: In accord with the restructuring
legislation, there were mandatory residential POLR service rate reductions instituted in 1998,
which depended on how the utility’s residential rate compared to the residential rate for all large
investor owned utilities in the region at the time of the restructuring legislation. The rationale
behind the restructuring legislation was that competition would tend to bring higher local rates
down to the regional average, but there was uncertainty about whether residential customers
would obtain these benefits of competition in a timely manner because of the relatively high
expected marketing costs associated with residential customers. No mandated retail price
reductions were applied to POLR service for non-residential customers.

There are six major utilities in Illinois with required residential rate reduciions for customers that
have not selecied an alternative supplier. Rate reductions were designed to bring residential rates
in line with regional rates at the time of the restructuring legislation and are shown in Table 2.°%
The larger discount rates were applied in two phases.

Table 2. Price Reductions from 1997 Cost-Based Rates by Distribution Utility

Distribution Utility Reduction from 1997 Regulated
Prices

Commonwealth Edison 20% (15% August 1999, 5% October
2001)

AmerenlP 20% {(two increments)

AmerenCILCO 5%

AmerenCIPS 5%

AmerenUE 5%

MidAmerican Energy 1.7%

Non-residential customers were able to elect “real-time pricing” beginning on October 1, 1998,
residential customers were able to elect real-time pricing beginning on October 1, 2000.**' Real-

W See 8.8. 24 (11, 1999) (amending H.B. 362). [Ninois Commerce Commission comments at 17-18.
M 220 IL.L. COMP. STAT. 5/16-107.
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time pricing is defined as pricing which varies hour by hour for non-residential customers, and
on a periodic basis during the day for residential customers.”” The largest residential real-time
pricing effort is a pilot program invelving 1,500 customers in the Commonwealth Edison
territory operated by the Community Energy Cooperative.3 * Some non-residential customers
may also have real-time pricing or other time of use rates, but statistics are unavailable.

POLR Service Provider: Utilities must provide traditional, bundled service for those customers
who choose not to shop for a competitive supplier.** The POLR (standard offer) price is the
price for bundled service (i.e., service including generation, transmission, and delivery), which
was set by the utility’s last rate proceeding, less the amount of any rate reduction required in the
restructuring law. This rate is frozen until January 1, 2007.

Recovery of Stranded Costs/Transition Costs: Utilities collect stranded costs from both POLR
service customers as P_an of the rates and through a separate charge from retail customers with an
alternative supplier.>®

Switching Restrictions and Minimum Stay Requirements: Customers purchasing power from an
alternate supplier are allowed to return to the utility after paying an administrative fee. A utility
may require a returning customer with usage less than 15,000 kWh annually to stay with the
utility for two years.**

Switching Activity: The degree to which customers have switched to delivery service from
bundled service varies greatly between distribution franchise territories and classes of customers.
Table 2 provides the switching statistics for the largest utility franchise areas, separated by
customer type, as of November 2005. As Table 3 indicates, the vast majority of switching
activity is centered on the Commonwealth Edison distribution territory (which also has the
largest load in the state). Lower levels of switching have taken place in the AmerenCILCO and
AmerenlP areas, and there has been very little switching outside of these three areas.

4. at 5/16-102.

* Robert Lieberman (ICC Commissioner), Ruminations on Demand Response — a View from Chicago (Oct. 28, 2005), available at
htp://www raabassociates.org/Artictes/Lieberman_10.28.05.ppt#299.

3390 [LL. COMP. STAT. at 5/16-103.
M5 14 a1 5/16-108.
M6 Soe 220 ILL. COMP. STAT. 5/16/-103(d).
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Table 3. Illinois Switching to Alternative Suppliers as of November 30, 2005
% of Customers and (% of Load)

Firm and Usage

in million kWh Residential Small C&l Large C&l Total
AmerenCILCO 0.0% 0.0% 22% 0.0%
461 {0.0%) {0.1%) (33.3%) (15.4%)
AmerenCIPS 0.0% 0.2% 7.1% 0.0%
952 {0.0%) (0.8%) (4.1%) (2.2%)
Ameren!P 0.0% 0.8% 29.8% 0.1%
1,496 (0.0%) {8.9%) (41.7%) (23.2%)
AmerenUE 0.0% 0.0% 2.5% 0.0%
265 {(0.0%) {0.0%) (0.2%) (0.1%)
ComEd 0.0% 6.0% 73.9% 0.6%
91,508 (0.0%) (36.6%) (58.3%) (32.8%)
MidAmerican 0.0% 0.0% 0.0% 0.0%
139 (0.0%) (0.0%) (0.0%) (0.0%)

Source: Ninois Commerce Commission

Table 4 shows the patterns of switching for the 2003 to 2006 period. Residential switching has
remained dormant over the whole pericd while large non-residential customers have switched
much of their load to alternative suppliers. Small non-residential customers have been slower in
switching to alternative suppliers and the load served declined slightly in 2006, but the share of
alternative suppliers continue to be well above the levels in 2003.

Table 4. Illinois Retail Aggregate Customer Migration Statistics, 2003 to January 2006
% of Customers and (% of Load) Served by Alternative Suppliers

2003 | 2004 January 2005 | January 2006
Residential 0.0% 0.0% 0.0% 0.0%
(0.0%) (0.0%) (0.0%) (0.0%)
Small C&I 3.8% 4.4% 5.7% 5.9%)
(30.2%) (31.5%) (38.4%) (36.7%)
Large C&lI 58.6% 64.1% 73.0% 71.9%
(54.6%) (56.6%) (58.3%) (58.7%)

Note: The 2003 and 2004 figures are annual aggregates while the 2005 and 2006 figures are for the month of January. The 2005 and 2006 figures
are estimated from the statistics for the Commonwealth Edison territory. Load in Commonwealth Edison accounts for approximately 96.5
percent of the load of [OUs. To be conservative, it was assumed that there was no switching outside of Commonwealth Edison, hence the
Commonwealth Edison statisties for 2005 and 2006 were reduced by 3.5 percent to create the proxy for the state-wide value.

Seource: llinois Commerce Commission
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Public Benefits Programs: The restructuring act establishes three public benefits funds which are
slated to expire at the end of 2006. Table 5 contains information about the public benefits
program in Illinois.

Table 5. 1llinois Public Benefits Programs*

Research & Energy Low Renewable Total
Development | Efficiency | Income Energy
Million § 3.0 75.0 5.0 83.0
Mills/kWh 0.03 0.60 0.04 0.67
% revenue 0.03% 0.87% 0.06% 0.96%
Admin. DCEO DCEQO DCEQ

Note: Trust Funds are administered by the llinois Department of Commerce and Economic Opportunity (DCEQ).
Source: American Council for an Energy-Efficient Economy, Summary Table of Public Benefit Programs and Electric
Utility Restructuring (December 2005) available at hitp:/fwww.aceee.org/briefs/mkiabl.htm.

* In December 1997, PA 9D-551 was signed. It provided funding for EE, RE, LI (although EE and RE are at low
levels) using non-bypassable, flat maonthly charges an custamer hills. (mills/kWh) equiv. includes § from gas &
elect. Also one-time ComEd $250 million Clean Energy Trust Fund approved by legislature in May, 1999 (not in
table).

Separation of Generation and Transmission: Illinois did not require divestiture or functional
separation. Thus, utilities may engage in both competitive and non-competitive services without
forming a separate affiliate. All of the major utilities in Illinois chose to transfer generation
assets to affiliates with the exception of Commonwealth Edison, which divested its fossil fuel
generation piants.

State RTO Involvement: The restructuring legislation required Illinois utilities with transmission
assets to join an RTO or ISO. Illinois utilities have joined either the Mid-West [SO or PIM
West. Commonwealth Edison, for example, joined PIM West. The Ameren utilities joined the
Mid-West [SO. MidAmerican has not joined an ISO, although it has received FERC
authorization o engage an independent transmission operator.

Generation Capability:*>*7 Prior to the restructuring legislation (1997), utilities operated 97
percent of the generation capability in [llinois. By 2002, that figure dropped to 9.1 percent. The
difference reflected the transfers and sales of generation assets to utility-affiliated entities and
entry or expansion by independent power producers. Between 1997 and 2002, generation output
in the state increased from 135 million MWhs to 188 million MWhs, a nearly 40 percent
increase. During the 1993 to 1997 period, output in the state had shrunk by more than 5 percent .

Use of Customer Information: No customer-specific information can be given to a supplier
without customer authorization.**

349

Standardized Labeling: ™" “The 1997 illinois restructuring law includes provisions for disclosing

7 .S, Department of Energy, Energy Information Adminiseration, [inois State Profile, Table 4, gvaifable ar
hitp:#fwww.eia.doe:govieneaffelecricity/si_profiles/illinois pdf.

8390 [LL. COMP. STAT. at 5/16-122.

*¥ Department of Encrgy, Energy Information Administration, Disclosure Policies, available ar
htip:/fwwiv.eere.energy.gov/greenpower/markets/disclosure shtmi?print.
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fuel mix and emissions by retail electricity suppliers. Final rules issued by the illinois
Commerce Commission (ICC) require retail suppliers to provide a bill insert to customers each
quarter with a table and pie chart representing the sources of electricity used in the previous year,
beginning in January 1999. Suppliers must also provide a table showing total emissions of
carbon dioxide, nitrogen oxides, and sulfur dioxide, as well as the amount of high- and low-level
nuciear waste attributable to the sources of electricity.”

Renewable Energy Portfolio Standard: On July 19, 2003, the ICC adopted a voluntary renewable
portfolio standard target for bundled retail load starting at 3 percent in 2007 and rising by one
percent each year until it reaches 8 percent in 2013.7® The ICC’s resolution also includes
targeted reductions in future load growth.

Maryland: Overview of Retail Competition Plan and Market Response

Administrator and Start Date: The Maryland General Assembly enacted the Maryland Electric
Customer Choice and Competition Act (SB 300) on April 8, 1999. The Act allowed for a three-
year phase-in approach to electric competition, but the Maryland Public Services Commission
(PSC) allowed the utilities to start electric competition all at once for all customers on July 1,
2000. The PSC oversees the customer choice program.**'

Services Open to Competition: Generation, billing, and metering.

Consumer Options: Customers may choose to remain with the distribution utility at PSC
regulated prices until the end of the transition period; they may choose a competitive supplier; or
they may choose to be aggregated with other customers. The transition period ended for most
consumers in Maryland as of July 2006. In other areas, the period ends in 2008.

Alternative Suppliers Licensed to Provide Service: All alternative suppliers must be licensed by
the PSC, and must show proof of technical and managerial competence, compliance with FERC
requirements, and compliance with state and federal environmental laws.*>* A supplier must
also give proof of financial integrity,”> and the PSC assesses each competitive supplier’s
application for a license on a case-by-case basis to determine whether a letter of guarantee, bond,
or letter of credit is needed, and in what amount.** Registered suppliers and registered suppliers
seeking additional customers are available on the Maryland PSC’s website. There are numerous
registered and active suppliers for C&I customers. For residential customers, there are numerous
registered suppliers but only two suppliers in three of the four major utility territories and none in
the Allegheny Power termitory before the end of the transition period.

Pricing Trends: As Table 6 shows, prices rose throughout the early 1990s for all sectors, then

** Nlinois Commerce Commission Resolution, Response to Governor's Sustainable Energy Plan for the State of llinais, Case No.05-0437 (July
19, 2003), available ar hitp:/feweb.ice.state.il.us/e-docketreporis/view_file.asp?intldFile=148072&strC=bd.

! Mp. CODE ANN., PUB. UTtL. COS., §§7-509 (2000).
¥4 al § 7-507(b).
¥ 14 8t § 7-507(c).

%4 Maryland Public Service Commission, Supplier Authorization Pracedures (Mar. 17, 2000, available at
hup//www.psc.state.md.us/psc/electric/supplierautherization.htm.
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declined until 2002. Prices rose in 2003 and 2004, With the end of the transition period for most
residential and small C&I customers in the state, POLR service is scheduled to be priced at

market rates. Procurement contracts for POLR service starting in July 2006 are scheduled to
result in price increases above existing POLR rates. For example, the scheduled price increase
for customers in the BG&E distribution territory is reported to be 72 percent.”” Because of

concerns about the size of the expected price increase, a number of alternative proposals were

developed to break the increase into smaller steps. Legislation just prior to the end of the
transition period included deferrals of revenues and dismissal of the members of the PSC. At the

time of this writing, litigation regarding the latter provision is taking place.””®

Table 6. Maryland Average Annual Price per KWh by Sector

(nominal cents)

1988 | 1989 [ 1990 | 199] 1992 1 1993 | 1994 1 1995 ] 1996 [ 1997 | 1998 | 1999 | 2000 | 200: Y 2002 | 2003 | 2004
Residertial | 07 | 69 | 72 | 75 | 80 | 82 | 83 | 54 [ 83 [ 83 | 82 | 84 | 80 [77 7 7 U=
Commercial 6.5 6.6 6.7 7.0 7.1 72 7.2 6.9 6.8 6.9 6:8 6.8 06 |64 6.3 7.0 7.6
Industnal Za | 47 [ 5T [ 55 | 53 [ 55 | 53 [ a2 [ a2 | 82 | 41 | 43 | a1 [aa |40 l2° (60
All Sectors 5.8 6.0 6.3 6.8 6.8 7.0 7.0 7.1 7.0 7.0 7.0 7.0 638 o6 6.7 8.5 1.2

Source: Energy [nformation Administation

Price Changes for POLR (or Regulated) Service: Individual distribution utility plans vary, but a

cap for all distribution utilities was put into eftect through 2004 and then extended for two to
four years. During the initial four years, distribution utilities were required to decrease prices 3-

7.5 perc:<=_:11t.357 During this period, if the distribution utility’s POLR price increased, transition

charges decreased by a corresponding amount, so that standard offer customers did not have an
overall price increase.

POLR Service Provider: The distribution utilities provide POLR service in their respective
territories until the end of the transition period (or longer if the PSC extends the period). A

distribution utility can procure the electricity for its POLR customers from any supplier,

including an affiliate. Individual utility settlements require the utility to be the POLR service
. provider for the entire rate cap/freeze period (which varies in length per utility) unless the
Commission orders otherwise. POLR service rates and the respective terms were set in the

individual utility settlements and have been in effect for the entire rate cap/freeze period.

Recovery of Stranded Costs/Transition Costs: Distribution utilities were given an opportunity to
recover all prudently incurred and verifiable net transition costs, subject to full mitigation.359
Transition costs eligible for recovery include those that would be recoverable under rate-of-

retum regulation, but are not recoverable in a restructured electric market and costs that result

355

¥ Parrice Hill, Maryland Utilities Designated Near Junk, WASH. TIMES {July 12, 2006), available ar

Andrew Green, Legisiators Not Close on Rates, BALT. SUN {Apr. 4, 2006).

hup:/www.washingtontimes.com/functions/print. php?S1ornyID=2006071 i-103048-5690r,

**? MD. CODE ANN., PUB. UTIL. C0s., § 7-505(d) (2000).

ELLS

*! MD. CODE ANN., PUB. UTIL. C05.. § 7-513 (2000).
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from the creation of customer choice.
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Stranded costs have been recovered through a
competitive transition charge, and may be recovered over different lengths of time for each
distribution utility. The PSC determines the amount of recoverable transition costs, as well as
the amount of the charge to be levied on customners.

Switching Activity: Table 7 shows the proportion of customers and load taking service from

alternative suppliers in each major utility distribution territory.

—

% of Customers and (% of Load)

[ Table 7. Retail Customers and Load Supplier by Alternative Providers in February 2006

| Firm Residential Small C&I Medium C&I Large C&l
Allegheny Power 0.0% 0.1% 18.0% 58.1%
(0.0%) (0.9%) (19.3%) {(29.5%)
Baltimore G&E 0:.0% 0.9% 17.2% 87.1%
{0.0%) {1.7%) (19.8%) (93.4%)
Delmarva P&L 0.0% 1.9% 22.5% 51.0%
(0.0%) (4.1%) (28.6%) (95.7%)
Potomac El, 5.8% 10.8% 14.2% 75.8%
(7.1%) (14.0%) (13.2%) (83.3%)

| Source: Maryland FSC

Table 8 shows the slate aggregate level of switching as of December for each year from 2000 to

2005.

B Table 8. Maryland Retail Aggregate Customer Migration Statistics, 2001-2005.

% of Customers and (% of Load) Served by Alternative Suppliers

Dec, 2000 Dec. 2001 Dec. 2002 Dec. 2003 Dec. 2004 Dec. 20035

Residential 0.6% 2.6% 1.3% 11% 2.2% 1.5%
(0.7%) (3.4%) (4.1%) (3.8%) (2.9%) (1.9%)

Small C&l 1.2% 4.1% 6.2% 5.7% 3.6% 2.8%
(3.2%) (9.8%) (30.4%) (27.8%) (4.2%) (3.4%)

Medium C&I 21.7% 17.7%
(24.6%) (21.0%)

Large C&I 58.0% 78.6%
(75.1%) (87.4%)

Source: Marytand PSC

Note: Pdor 1o 2004, Non-residential data were combined into a single category.

Public Benefits Programs: Funds for a Universal Service Program have been collected from all

customers, and may not be assessed on a per kilowatt-hour basis.
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Table 9. Maryland Public Benefits Programs

MD’s Research & | Energy Low Renewable
restructuring law Develop. | Efficiency | Income Energy Total
was signed in Million § Upto 1.0 34.0 34.0+

3 Id. a1 § 7-501(p).

U Id. an § 7-512.1 (2000).
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April 1999 Mills/kWh 0.51 0.51+

including a $34 % revenue 0.82 0.82+

M/yr. tax funded | Admin. Utility State

Universal Service | Source: American Council for an Energy-Efficient Economy, Summary
Fund. Additional | Table of Public Benefit Programs and Electric Utility Restructuring
funds from (December 2005), available at http://www aceee.org/briefs/mktabl.htm.
individual utility
settlements.

Separation of Generation and Transmission: Divestiture of generation assets was not required,
but functional, operational, structural or legal separation of regulated and non-regulated
businesses or non-regulated affiliates was required by July 1, 2000.>? Distribution utilities must
provide a code of conduct to prevent their regulated service customers from subsidizing services
of unregulated businesses.’® A dlstnbutlon utility can transfer any of ils generation facilities or
assets to an affiliate, if it desires.*®* Power generation affiliates can only sell power on the
wholesale market, except for standard offer service suppliers. Retail sales affiliates may only
buy power from the wholesale market.

State RTO Involvement: Maryland belongs to the multi-state PJM RTO.

Generation Capability: Prior to the restructuring legislation, utilities operated 95.4 percent of
generating capability in Maryland. By 2002, that figure dropped to 0.1 percent. Between 1997
and 2002, generation capability increased from 11,713 to 11,859 MW accompanied by growth in
the proportion of dual fired capacity.

Usage of Customer Information: Customer information cannot be released without a customer’s
consent, except for bill collection and credit rating purposes.:"65 Customer lists containing
names, addresses, and telephone numbers of customers may be sold to competitive suppliers. If
a distribution utility intends to release such a list, it must inform its customers, and advise
customers of their opportunity to prevent disclosure of their identifying information.*®®

3 Id. a § 7-305.b(10).
3 1d. at § 7-505(b)(12).
4 1d. at § 7-508.

% 1. at 7-503(b).

*% Maryland Public Service Commission, fn the Matter of the Commission’s Inguiry into the Provision and Reguiation of Electric Service, Order
No. 76110 (Apr. 25, 2000).

<]
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Standardized Labeling:

« Content: Distribution utilities and competitive suppliers must provide customers with a
uniform set of information on fuel mix and emissions. When actual data is unavailable, a
regional average may be used. Labels have to include comparison of emissions and fuel
mix to the regional average when information is available.>®’

o« Timing: Labels must be provided to customers every six months, >

Renewable Energy Portfolio Standard: Maryland enacted a renewable energy portfolio standard
in 2004. The standard gradually increases to 7.5 percent in 2019. A separate standard of 2.5
percent including hydroelectric and waste-to-heat generation applies throughout the period.

Massachusetts: Overview of Retail Competition Plan and Market Response

Administrator and Start Date: Electricity Restructuring in Massachusetts was initiated and is
administered by the Department of Telecommunications and Energy (DTE). Retail competition
began March 1, 1998, in accordance with the restructuring legislation enacted November 25,
1997.

Services Open to Competition: Generation only. Metering and billing are provided by the
distribution utility.

Consumer Options: During the transition to competition, consumers had three types of choices
to obtain their electricity supply: a} standard offer service, b) service through an aggregator, or
c) service from a competitive supplier. If a supplier was unable to provide services, consumers
then received a “default” service. Unlike most states that provided POLR service, Massachusetts
named its POLR service as standard offer service, and developed another regulated price for
those customers for which their supplier no longer provided service (default service). The
transition ended in February 2005, at which time standard offer service was discontinued for all
customers. Currently, customers who have not chosen a competitive supplier receive default
service from the distribution utility thal procures generation services from wholesale suppliers.
All retail customers are eligible for default service at any time, and may remain on default
service indefinitely. Customers can also select an alternative supplier or be part of a group of
customers served by an aggregator. For purposes of this summary, default service will be
referred to as a type of POLR service.

Alternative Suppliers Licensed to Provide Service: All alternative suppliers must be licensed to
provide service to customers in Massachusetts.”® Licensing regulations require a supplier to
show technical and financial capability.””® Massachusetts maintains a roster of registered
competitive electricity suppliers including brokers and direct competitive suppliers. The roster

Y7 Maryland Public Service Commission, in the Matter of the Comumission 's Inquiry into the Provision and Regulation of Electric Service, Order
No. 76241 (June 15, 2000). See section below on advertising restrictions for supplier requirements 1o disclose pricing information to customers.

*& Mip, CODE ANN., PUB. UTIL. COS., § 7-503(b) {2000}
** Mass. GEN. Laws ch. 164, § IF(1) (2001).
3 22 MaSS. CODE REGS. | 1.05(2) {2001).
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in February 2006 included 30 direct suppliers and twice as many brokers.””’ Ten of the suppliers
offered service to residential customers as did a comparable number of brokers.

Pricing Trends: As Table 10 shows, prices for the residential and commercial sectors for the
1988 to 2004 period rose intermittently before peaking in 1997 and then declined before peaking

again in 2001. Prices for the industrial sector rose intermittently in the 1990s and also peaked in

2001.
Table 10. Massachusetts Average Annual Price per KWh by Sector
(nominal cents)
198 199 199 199 99 | 499 200 | 2002 | 200 | 2004
8 | 1989 | 0 [ 1991 [ 1992 | 1993 | 4 | (995 | 6 {1997 | 8 | 9 | 2000 | 1 3
Residential 8.5 9.1 9.7 10.4 10.6 1.0 1.1 11.3 11.3 11.6 10.6 | 10.1 10.8 12.5 10.9 1.7 ] 11.75
[ Commercia 116 | 100 | 105 | 110
| 77 | 81 | 86 | 92 | 93 | 97 | 98 | 65 | 99 | 103 | 94 | 89 | 90
[ Industrial 6.8 7.3 7.9 8.5 8.6 8.7 8.5 8.4 8.4 8.8 8.2 7.7 3.1 9.4 8.3 9.1 8.5
AllSectors | 78 | 83 | 88 7 95 | 97 [ 100 [ #00 [ 1wy [ w1 [ 105} 96 [ 91 [ 95 [ 116 ] 101 [ 106 108
|_Source: Energy Information Administration

Price Changes for Standard Qffer Service: Massachusetts set a minimum 10 percent reduction of

the entire bill for all customers receiving standard offer service during the transition period. On
September 1, 1999, the reduction increased to at least 15 percent, in order to adjust for inflation.
These rate reductions applied to all distribution utilities.

372

to use securitization to meet the second rate reduction effective September 1, 199977

Standard Offer Service Provider: Standard offer service was provided until February 2005 for

Distribution utilities were authorized

customers who had not chosen a competitive supplier during the transition period. It was offered

by the distribution utility, at rates which were set in advance, but subject to some adjustments.

POLR (default service) is offered currently to customers who are not receiving service from a

374

competitive supplier or aggregator. Former standard offer customers were offered POLR service

at the end of the transition. The price for POLR service is based on the price of procuring it in

the wholesale markets through fixed price short-term (three or six months) supply contracts,
Distribution companies must procure electricity for default generation service through
competitive bidding, although the DTE also may authorize a competitive supplier to provide
POLR service.’”

POLR service prices cover the energy portion of the total bill. Distribution rates, taxes, and fees
are additional. POLR service prices follow wholesale prices. The default prices applicable to

¥ Massachusetts Department of Telecommunications and Energy, Massachusetts Competitive Electricity Suppliers (February 14, 2006). The

current listing of active suppliers for each distribution territory is accessible al
hitp//www.mass.gov/dte/restruct/competition/index.htm#licensed%20competitive%20Suppliers%20and%20electricity%20brokers (under
“Generalion Service Information.™)

M MASS, GEN. LawS ch. 164, § 1B{b) (2001).
1 a§ 1G(e)(2).

¥ rd gt § 15(b).
5 14 at § 1B(d).
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January of each year for the northern portion of the Boston Edison distribution area (Table 11)
illustrate the pattern.

Table 11. Default Prices Applicable in January by Year, Boston Edison (north)

1999 2000 2001 2002 2003 2004 2005 2006
Residential 3.7 4.5 7.0 6.4 5.0 6.5 7.5 12.7
Commercial 3.7 4.5 7.0 6.6 5.2 6.6 7.3 12.3
Industriat 3.7 4.5 7.0 6.5 5.1 6.6 9.0 18.1

DTE, Fixed Default Service Prices in cents/lkWh

Recovery of Stranded Costs/Transition Costs: The restructuring legislation provided for the
recovery of stranded costs through a non-bypassable charge to all customers.”’® This charge was
capped by the DTE, and the DTE determined, on a case-by-case basis, the time period for
recovery.

Switching Restrictions and Minimum Stay Requirements: Customers can switch to or from
POLR (default/basic) service.’”

Switching Activity: Table 12 shows the proportion of customers and load taking service from
alternative suppliers in each utility distribution territory. In the Commonwealth territory,
switching by residential customers is much higher than in any other area of the state, Much of
this reside;;gial switching is attributable to community aggregations, principally the Cape Light
Compact.

Table 12. Retail Customers and Load Supplied by Alternative Providers in January 2006
% of Customers and (% of Load)

Firm and load in

MWh Residential Small C&l Medium C&I Large C&I

Boston Edison (.3% 2.0% 7.9% 34.0%
1,498,476 (0.6%) (3.5%) (13.6%) (50.0%)
Cambridge 0.2% 6.7% 8.4% 313.6%
154,540 (0.3%) (13.5%) (12.4%) {52.6%)
Commonwealth 54.2% 55.0% 44.3% 65.6%
403,108 (51.8%) (57.5%) (46.2%) {70.5%)
Fitchburg 0.0% 3.8% 4.8% 72.7%
47,256 (0.0%) (2.9%) 15.5% {86.6%)

Mass. Electric 2.1% 7.4% 31.1% 58.1%
1,995,096 (2.4%) (12.2%) (29.3%) {66.2%)
Nantucket 0.2% 4.4% 23.6% 50.0%
12,547 (1.3%) (6.6%) (29.3%) (53.2%)

Western Mass. 0.5% 6.6% 32.4% 60.2%
(0.7%) (11.9%) (36.8%) (76.3%)

Source: Mass. Department of Telecommunications and Energy

Y14 at § 1G(a).
7 1d. at § 1G{e).

*™ David L. Q"Connor (Commissioner, Mass. Division of Energy Resources), Retail Competition: Managing a Difficult Transition (Apr. 6,
2001}, at 6, available at hup://www.nga.org/Files/ppUElecCeonnor.ppt.

™ Cape Light Compact commens.
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Table 13 shows the state aggregate levels of switching from January 2001 to January 2006,
Although all customers of Massachusetts distribution utilities were eligible for retail access as of
March 1, 1998, switching remained at minimum levels for residential and small C&I customers.
Larger commercial and industrial customers were more likely to switch, but sometimes switched
back to default service if default prices fell below prices from alternative suppliers. Subsequent
to February 2005, the proportion of load served by alternative suppliers increased for all classes

of customers.

Former standard offer customers either switched to competitive generation suppliers or started
receiving POLR service at the end of February 2005. [n December 2004, standard offer service
applied to approximately 1.5 million customers with load of 1,959,705 MWh. The share of load

served by competitive generators increased from 23.7 percent to 30.4 percent between

December 2004 and December 20035 following the end of the standard offer service.

Table 13. Massachusetts Retail Aggregate Customer Migration Statistics, 2001-2006
% of Customers and (% of Load) Served by Alternative Suppliers

Date Jan. 2001 Jan. 2002 Jan. 2003 Jan, 2004 Jan. 2003 Jan, 2006

Residential 0.1% 0.4% 2.8% 2.9% 2.7% 9.1%
(0.2%) (0.4%) {2.5%) {2.6%) (2.3%) (7.6%)

Small C&I 0.6% 2.6% 8.8% 7.2% 6.8% 13.9%
{0.6%) {4.4%) {10.7%) (11.3%) {10.2%) (21.2%)

" Medium Cé&I 1.5% 7.4% 10.8% 11.3% 10.1% 14.9%
(2.1%) {(11.0%) (17.2%) (17.8%) (16.5%) (24.3%)

Large C&I 7.2% 20.1% 28.6% 32.4% 32.6% 45.7%
(13.3%) {31.9%) (43.1%) {50.7%) (48.9%) (59.4%)

Source; Massachuseuts Depariment of Telecommunications and Energy

Public Benefits Programs: The Massachusetts Public Benefits Programs are summarized in

Table 14.

Table 14. Massachusetts Public Benefits Programs
In Nov. 1997, Research & Energy Low | Renewable
comprehensive Development | Efficiency | Income | Energy Total
legislation was signed | Million $ 130.0 Incl. 26.0 156.0
bringing retail access Miils/kWh 2.50 In 0.50 3.00
to all customers in % revenue 2.81% EE 0.58% 3.38%
1996, included a non- | Admin. Utility | Utlity | MTPC

bypassable wires
charge for EE, RE and
LI. LImustget at least
.25 mills of the EE. In
Feb. 2002, legisiation
was signed extending
the SBC for five years,
through Dec. 2007.

Note: MTPC is pan of the Massachusetts Technology Collaborative.
Source: American Council for an Energy-Efficient Ceonomy, Sumvmary Table of Public Benefit Programs
and Electric Utitity Restructuring (December 2005), availnble at hiip:/fwww.aceee org/briefs/mkiabl.iam.

Separation of Generation and Transmission: The Massachusetts restruciuring law required
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distribution utilities to divest their generation facilities (either by sale or by transfer to an
affiliated company), if they sought to recover stranded costs.** If a distribution utility opted to
transfer its generation assets to an affiliate, the two companies had to be strictly separated,lgl and
distribution utilities were not be permitted to sell electricity at retail except to provide their
custorners with standard offer service (which has now ended).”® Almost all of the distribution
companies divested their assets to only one company.

State RTO Involvement: Massachusetts distribution utilities are within the footpnint of the
Independent System Operator of New England. Established in 1997, ISO-NE is responsible for
managing energy markets and operating the transmission system in New England.

Generation Capability:**® Prior to the restructuring legislation, utilities operated 86.6 percent of
generating capability in Massachusetts. By 2002, that figure dropped to 9.0 percent with 9
percent of generation belonging to independent power producers. Between 1997 and 2002,
generation capability increased from 11,328 MWs 10 12,159 MWs. Most of the new capacity
uses natural gas.384

Usage of Customer Information: The distribution utility cannot release proprietary customer
information to the affiliate without written consent of the customer. Historical usage information
will be provided 10 a supplier who has received customer authorization Lo initiate service. ™

Standardized Labeling:** “In February 1998, the Massachusetts Department of
Telecommunications and Energy (DTE} issued final rules (220 CMR 11.06) requiring electric
retailers to provide customers with a standard disclosure label containing information on price,
fuel mix, emissions, and labor characteristics of generating sources on a guarterly basis,
beginning September 1, 1998. Suppliers must also issue notices in all advertisements stating that
disclosure labels are available upon request. Supply mix information must be based on market
settlement data or equivalent data provided by the ISO available for the most recent one-year
period. Data on carbon dioxide, nitrogen oxides, and sulfur dioxide emissions must be presented
in a format comparing them to the regional average. Electricity providers are also required to
report the percentage of power generated from sources that have union contracts with their
employees and the percentage generated from sources that use replacement labor during labor
disputes. Suppliers must submit a reportt to the DTE annually containing "statements of
verification by the ISO or an independent auditor." Massachusetts is working with other New
England states to develop a Generation Information System that will supply data for
implementing the disclosure requirement.”

I Mass. GEN. LAWS ch. 164, § [ A(D)2) (2001).
* rd at § 1A{c).
2 rd.at § LA(b)Y(1).

¥ U.S. Departmem of Energy, Energy Information Administration, Massachusetts State Profile, Table 4, avaifable ar
htipe/fwww eia.doe.gov/enealeleciricity/st_profiles/massachusetts.pdf.

* .8, Depariment of Energy, Energy Information Administration, State Electricity Profiles 2002, Massachusetts Electric Power Industry
Generating Capability by Primary Energy Sources, 1993, 1997, ang 2002.

85 220 Mass. CODE REGS. 11.04(12).

¥4 1.8, Department of Energy, Energy Information Administration, Disclosure Policies, available at
http:ffwww .cere.cnergy. gov/greenpower/markets/disclosure.shtml?print.
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Renewable Energy Portfolio Standard: Massachusetts enacted a minimum renewable energy
portfolio standard on April 26, 2002. The standard started at 1 percent in 2003 and increases to 4
percent in 2009 in one half percent increments. After 2009, the standard is scheduled to increase
in | percent increments at least through 2014.%

New Jersey: Overview of Retail Competition Plan and Market Response

Admunistrator and Start Date: The New Jersey Electric Discount and Energy Competition Act
provided for retail choice to begin August I, 1999, but the New Jersey Board of Public Utilities
(BPU) delayed the start date to November 14, 1999, to give utilities more time to modify their
computer systems to interact with competitive retail suppliers in order to ease customer
switching.

Services Open to Competition: (eneration is open to competition. Work on a policy to permit
competition for other customer services, such as metering and billing, was suspended on June 23,
2004, for a minimum of two years.388

Consumer Options: New Jersey consumers can pick their own alternative supplier or join an
aggregation of customers to contract with an alternative supplier. Customers received a
“shopping credit” on their electric bill if they choose an alternative supplier. The shopping credit
was also known as the “price to compare” and was the amount on a customer’s bill that was
credited to the customer il he chose an alternate supplier and did not receive basic generation
service from the distribution utility.>*

Customers that are not served by an alternative supplier receive Basic Generation Service (BGS),
which is procured through periodic auctions. Large industrial customers with BGS are charged
hourly prices that track wholesale spot market prices. BGS for other customer classes is
laddered on a three year cycle.

Alternative Suppliers Licensed to Provide Service: New Jersey licensing standards provide that
before receiving a license, new suppliers must show financial integrity and maintain a surety
bond of $250,000 for an initial license. For a renewed license, suppliers have to maintain a bond
at a level determined by the BPU.** Competitive suppliers must renew their licenses annually.
‘The BPU website provides lists of altemative suppliers serving residential, commercial and
industrial retail customers. As of February 2006, active alternative suppliers for residential
customers range from 3 in the JCP&L territory, to | each in the Conectiv and PSE&G terrilories.
None offer service to residential customers in the Rockland territory. For C&I customers, there
are 6 active suppliers in the Rockland territory and 19 or 20 in each of the other territories.

M7 325 Mass. Code Regs. 14.00.

M New Jersey Board of Public Utilities, in the Matter of the Electric Discount and Energy Competition Act of 1999 Customers Account Services
Proceeding: Consolidated Billing, Customer Data Card, & Competitive Metering. Energy Consultant: Amendment to Customer Usage
Information Process (June 23, 2004), aveilable at http/fwww state.nj.us/bpu/wwwrootenergy/EX99090676_20040624.pdf.

3% NLJ STAT. ANN. § 48:3-51.3 (2001).

7 New Jersey Board of Public Utilities, Interim Licensing and Registration Standards § 4.¢, available at
www.state.nj.us/bpuwwwroot/energy/licensstands.pdl.
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Pricing Trends: As Table 15 shows, prices in all three sectors rose throughout the early part of
the decade, reaching a peak in 1997. Prices for residential and commercial customers fell over
the next several years before rising again, but not as high at the 1997 peak. For industrial
customers, the same pattern is evident except that the 2004 price exceeded the 1997 peak.

Table 15. New Jersey Average Annual Price per KWh by Sector

{nominal cents)

1988 | 1989 [ 1950 [ 99T [ 1992 ] (993 [ 1994 [ 1995 ] 199 | 1997 | 1958 | 199 ] 2000 ] 2001 | 2002 | 2003 | 2004
Residential]l 28 10.4] 104 o8] 109 vl vy 120l 120 zaf i TiA 108 to2] o4 e 112
Cormmercial &4 s3] &9 93] 93 oA o8 102 163] 04 w0 97 sd o] 3o o3 10d
Industrial 6y 7 4 17 77 sy ro 82 82 sif 79 v e8] 83 1A 73 94
All Sectors 85 88 oI 95 ‘o5 iof 10a] 104 ios] lo.g 102 100 9.1 93] 93 995 109

Seurce: Energy Information Adminisiration

Price Changes for POLR (Basic Generation Service) Service: All customer classes were granted
an initial 5 percent rate reduction with an additional reduction of at least 5 percent over the first
three years of the transition period for POLR service. This entailed a reduction of at least 10
percent from April 1997 levels. The reductions were from the distribution portion of the
customer’s bill, so that even those customers that switched to a new supplier obtained the price
reductions. Retail price caps expired in the summer of 2003.%"

Beginning in 2002, New Jersey instituted the Basic Generation Service (BGS) Auction “to meet
the electric demands of customers who have not selected an alternative supplier and to make
BGS available on a competitive basis... The Internet BGS Auction, the first of its kind in the
nation, was a descending clock auction...”** The bidding process for hourly priced electricity is
separate from that for fixed price service and the latter involves three year supply contracts that
supply one third of the anticipated load of fixed BGS. Table 16 shows the auction results for
2003 to 2005.

Table 16. Auction Results for Three Year Contracts Used to Ladder
Fixed BGS Rates

Feb. 2003 Feb. 2004 Feb. 2005
Conectiv 5.529 cent/kWh 5.513 6.648
JCP&L 5.587 5.478 6.570
PSE&G 5.560 5.515 6.541
Rockland 5.601 5.597 7179

Source: BPU Press Releases of Feb. 5, 2003; Feb. 11, 2004; and Feb. 16, 2005. The Feb. 9, 2006, press release did
not list the winning bid prices, but indicated that the average residential bill would increase 12% to 13.7% asa
result of increases in the 2006 component of the taddered prices.

POLR Service (BGS) Provider: Generation services were provided by the distribution

companies for three years following the opening of retail competition.** Through BGS, all

¥ Jeanne M. Fox (Chair, New Jersey Board of Public Utilities), New Jersey’s BGS Auction: A Model for the Nation, PUB. UTILS. FORTNIGHTLY

16-19 (2003),

1 pregs Release, New Jerscy Board of Public Utilitics, New Jersey's Basic Generation Service (BGS) Auction Locks in Electric Prices for Retail
Custorrers (Feb. 15, 2002), available at hup/fwww state nj.us/bpu/wwwroot/communication/04-02.pdf.

3 N.J. STAT. ANN. § 48:3-57.9.2 (2001).
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customer classes are eligible for generation service overseen by the BPU.>** Non-residential
customers who return to BGS are generally required to remain with that service for one year.’
The auction system for procuring BGS has been in place since 2002, although rate caps applied
until mid-2003.

95

Recovery of Stranded Costs/Transition Costs: The BPU determined the recoverable amount of
stranded costs, and distribution utilities recovered most stranded costs over a maximum of 8
years, through a market transition charge (MTC).**® All customers were be assessed this charge,
except for off-grid customers who are exempt from exit fees.

Switching Restrictions and Minimum Stay Requirements: Customers can switch suppliers or
return to their distribution company at any time, in accordance with the terms and conditions of
their service agreement with their supplier or distribution company. A customer may not be
charged a fee for switching suppliers.

Switching Activity: The Table 17 provides the switching statistics for large C&I customers in
the major distribution territories as of December 2005,

Table 17. Customer Switching by Distribution Utility (December 2005)
% of Customers and (% of Load) Served by Alternative Suppliers

Combined Residential and
Non-Residential Residential Non-Residential large C&l

Fixed Rate Fixed Rate Fixed Rate Hourly

Conectiv 0.0% 0.0% 0.3% 87.2%
(12.4%) (95.7%)

JCP&L 0.1% 0.0% 0.4% 82.7%
{11.6%) (87.7%}

PSE&G 0.1% 0.0% 0.7% 64.0%
(15.3%) (84.0%)

Rockland 0.0% 0.0% 0.3% 55.0%
(4.4%) (70.3%)

Nate: New Jersey does not report separate residential and small C&| load of aliernative suppliers.
Source: New Jersey BPU and Resiructuring Today (January 27, 2006), p. 3.

The number of residential customers served by altemnative suppliers is and has remained very
low with the peak of less than 6 percent in the Conectiv (Atlantic) distribution area in December
2000.°"" As of December 2003, less than 1,000 residential customers had alternative suppliers in
the entire state.’*® As with the residential sector, the number of small C&1I customers served by
alternative suppliers peaked in December 2000 with 8.6 percent of customers and 16.3 percent of

load for this class of customer served by alternative suppiiers.3 % As of December 2005, less

4 1d, a1 § 48:3-51.3.

5 FTC Retail Competition Report at A80 (citing comments received from the New Jersey Division of the Ratepayer Advocate).

8 NI STAT. ANN. § 48:3-61.13.1,
¥ FTC Retail Competition Report at A78 -A80.

% New Jersey Board of Public Utititics, New Jersey Electric Statistics (Dec. 2005).

¥ FIC Retail Competition Report at ATE-AS0.
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than 1 percent of small C&I customers had alternative suppliers, but they tended to be larger than
average customers because the share of load exceeds the share of customer served by altemative

suppliers.

The POLR service available to large C&I customers in New Jersey is priced on an hourly basis,
CIEP, that tracks the wholesale spot market prices. Hence, large C&I customers wishing to
hedge price volatility must do so by selecting an alternative supplier. New Jersey’s experience
has been that many large C&I customers prefer to buy from alternative suppliers when POLR
service is priced on an hourly basis.

Table 18 provides aggregate switching data for residential and non-residential customers from

2003 to the end of 2005.

Table 18. New Jersey Retail Aggregate Customers Migration Statistics, 2003-2005
%o of Customers and (% of Load} Served by Alternative Suppliers

Year 2003 pre August November 2003 December 2004 December 2005
Residential and 3.3% 0.3% 0.0%
Smal] C&lI (1 10 2%) (12.5%) {15.4%) (13.6%)
Residential 3.6% 0.0% 0.0%
Small C&1 0.8% 1.8% 0.6%
Large C&l ~ 10% 66% 64.7%
(83.9%)

Note: Archives of New Jersey BPU switching statistics are not available.
Source: Restructuring Today various issues.

Public Benefits Programs: Table 19 identifies the elements and New Jersey’s public benefit

programs.

Table 19. New Jersey Public Benefits Programs

Restructuring law
passed in Jan. 99.
Requires funding for

EE/RE at same level as

existing
DSM costs (approx.

Rescarch & Energy Low | Renewable | Total
Development | Efficiency | Income Energy
Million § 89.5 10.1 30.0 129+
Mills/kWh 1.22 0.14 0.41 1.76
% revenue 1.31% 0.15% 0.44% 1.89%
Admin. NJ BPU | Utility | NJ BPU

$235million/yr.) Full
SBC is 3.6 mills. Half
would pay forcosts
from prior year, half
for programs. 25% of
new must be RE.
Numbers in table are
new programs only set
in BPU order Mar/01.
LI separately funded at
prior levels.

Source: American Council for an Energy-Efficient Economy, Suminary Table of Public Benefit Programs
and Electric Utility Restructuring (December 2005), avaifable af hitp://www.aceee.org/briefs/mktabl hum.

Separation of Generation and Transmission: The restructuring act does not mandate divestiture,
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though the BPU may require a distribution utility to functionally separate its generation assets to
the distribution utility’s holding company or a related competitive business segment if there are
market concentration concerns.’™ Electric distribution utilities had three options: divestiture,
structural separation or functional separation. Of the four major distribution utilities in New
Jersey, two divested nearly all of their generation, one divested most (but not all) of its
generation, and the fourth transferred its generation assets to an unregulated affiliate.*”! In
August 2000, PSE&G transferred approximately 10,200 MW of its electric generating facilities
to PSEG Power, LLC, an unregulated power generation affiliate. The BPU approved the sale of
Rockland Utility’s generation assets to Southern Energy Affiliates in June 199942

State RTO [nvolvement: New Jersey is within the multi-state PJM region, an RTO that includes
Pennsylvanta, New Jersey, Maryland, Delaware, the District of Columbia, and parts of Virginia.
In recent years, the PIM RTO has significantly expanded its geographic scope to the West and
South of its original footprint. The PJM region is responsible for the operation of the region’s
wholesale electric market.

Generation Capability:*®® Prior to the restructuring legislation, utilities operated 81.2 percent of

the generation capability in New Jersey. By 2002, that figure dropped to 6.8 percent after
divestitures, transfers, and entry of new generators. Between 1997 and 2002, generation
capability in the state increased from 16,855 MWs to 18,384 MWs, an increase of 9.1 percent .
Nearly all of the increase was in dual fueled gencrators built by [PPs. During the 1993 to 1997
period, generating capability had increased by less than 3 percent .

Usage of Customer [nformation: Neither power suppliers nor distribution companies can disclose
proprietary information, including historical payment and energy usage information without the
written consent of the customer. Any third party who receives such information can only use it
in order to provide continued electric service to the customer, ***

Standardized Labeling:*®® “The New Jersey Board of Public Utilities (BPU) adopted an interim
disclosure rule on July 26, 1999, in accordance with the state's restructuring law. The rule
requires electricity suppliers to provide consumers with a uniform disclosure label containing
information on fuel mix, carbon dioxide, sulfur dioxide, and nitrogen oxides emissions, as well
as energy-efficiency efforts twice a year, effective August 1, 1999. Air pollutant emissions must
be compared to the regional average. Suppliers should use data from the most recent 12-month
period with a 3-month lag, unless such data are unavailable (as in the case of a new market

R NI STAT. ANM. a1 § 48:3-59.1 [.a.
L FTC Retail Competition Report at ABQ {ciling commenis received from the New Jersey Division of the Ratepayer Advocate).

2 New Jersey Board of Public Utilities, Summary Order Including Protective Order in Docket No. EM99630195, Petition of Rockiand Eleciric
Company for Approval of the Sale of Orange and Rockland Utilities, Inc.'s Generating Assets and Certain related Property, a Transition Power
Sales Agreement, and a Protective Order (June 24, 1999), available at hup:/ffwww state.nj.us/bpu/wwwroot/energy/recodivestord. pdf.

“11.8. Department of Energy, Energy Information Administration, New Jersey State Profile, Table 4, available ar
hugi/fwww.eis.doe.gov/cnealfelectricity/st_profiles/new_jersey.pdf.

4% ML), STAT. ANM. § 48:3-85.36.b.

% 1).8. Department of Energy, Energy Information Administration, Disclosure Policies, available at
htip:/fwrww.eere.energy.govigreenpower/markets/disclosure.shiml?print.
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entrant). Information must be provided for each product offered and verified by an independent
auditor.”

Rengwable Energy Portfolio Standard: The New Jersey Board of Public Utilities adopted
renewable energy portfolio standards on February 1, 2005, The standard starts at 3.25 percent
for 2005 and rises to 6.5 percent by 2009. On August 31, 2005, the BPU authorized specific
standards for two classes of renewable energy sources in addition to continuation of the existing
solar requirements.

New York: Overview of Retail Competition Plan and Market Response

Administrator and Start Date: Restructuring in New York State has taken place through orders
of the New York State Public Service Commission (NYPSC), rather than through legislative
initiatives. Because the PSC phased in restructuring through PSC-approved utility restructuring
plans over a three year period, each utility had a different timetable to transition to retail
competition.

In 2004, the NYPSC identified a number of “best practices” and ordered distribution utilities to
submit plans to foster the development of retail competition.*®® Subsequently, the NYPSC
adopted statewide guidelines, based on the program developed by Orange and Rockland
(O&R).*" Under the guidelines, the distribution utility notifies any customers whe contact the
utility that they may try an alternative supplier for a two-month period without any penalty for
leaving or returning to POLR service after the trial period. Alternative suppliers participating in
the program offer a one-time 7 percent discount for the trial period. Customers can either pick
an altermative supplier or have one randomly assigned and customers are can return to POLR
service or to another alternative supplier at the end of the trial period. As the table on retail
switching indicates below, switching levels in the O&R distribution territory are higher than in
other territories.

Ou September 23, 2005, the PSC determined that the pace of development of real-time pricing
was insufficient to moderate the effects of rising fuel costs.**® To speed the development of real-
time pricing, the PSC ordered that existing real-time pricing programs in some distribution
territories be expanded to include all territories and that POLR service for large C&!l customers
be tied to real-time pricing,

Services Open to Competition: Generation, metering and billing. Distribution companies were
required to file unbundled metering tariffs and calculate a “backout” credit for customers who
choose a different meter service provider. The PSC’s competitive metering and meter reading
rules allow customers who choose a competitive supplier and customers who remain with the
distribution utility to choose competitive metering services. Customers who choose competitive

“% New York Public Service Commission, Statement of Policy on Further Steps toward Competition in Retail Energy Markets (Aug. 25, 2004)
{Case No. 00-M-0504).

*7 New York Public Service Commission, Order Adopting ESCO Referral Program Guidelines and Approving an ESCO Referral Program
Subject to Modifications (Dec. 22, 2005) {Case No. 05-M-0858, et al.); NYPSC comments at [7.

¥ New Yaork Public Service Commission, Order Instituting Further Proceedings and Requiring the Filing of Draft Tariffs (Sept. 23, 2005) (Case
No. 03-E-}641).
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metering services must procure both meter and meter data services competitively. Distribution
utilities are the providers of last resort for metering and meter data services.*®

Consumer Options: New York retail electricity customers can select an alternative supplier or be
part of an aggregation of consumers that obtain electric power from an alternative supplier.
Customers not served by an alternative supplier receive POLR service from the distribution
utility. POLR service for large C&I customers is offered on an hourly price basis that tracks
wholesale spot market prices.

Alternative Suppliers Deemed Eligible to Provide Service: The New York PSC website provides

lists of alternative suppliers in each distribution territory. For example, in February 2006, the
number of alternative suppliers serving residential customers ranged from 6 in the Central
Hudson and O&R territories to 13 in the National Grid (Niagara Mohawk) distribution territory.
Cé&l customers generally had more alternative suppliers to choose from.

Pricing Trends: As shown in Table 20, prices generally increased through 1997 and then
wavered before increasing to higher levels in 2003 and 2004.

Table 20. New York Average Annual Price per KWh by Sector

(nominal cents)

1988 1 1989 | 1990 1 1993 | 1992 | 1993 | 1994 ] 1995 | 1996 | 1997 | 1998 | 1999 | 2000] 2001 | 2002 | 2003 | 2004
Residential | 10.3] 109 114] (2.0] (23] 132] 136 13.9] 190 41} 137 133] 1a1] 140] 136 143] 143
Commercial | 9.6]  99] 105 109 11.2] 1t7] 7] 0.9 121] (23] o] 12| 129 129] 123] 129] 130
Tndusirial 4.9i 5.3 s.sl 62] 65 67F 68 58 56 5.2 50| 48] 49 56 52 7.1f 70
All Seclors 8.5] 89| o4 9.6 102 107 109 19| 11 11| 107 104 113] 88 87 124 1206

Source: Energy Information Administration

Price Changes for POLR Service: Each distribution utility’s restructuring plan laid out different
POLR rate reduction plans:

« Central Hudson basic electric rates were frozen at 1993 levels through June 30, 2001, for
all customers. In addition, large industrial customers who chose to remain with Central
Hudson for their generation services received 5 percent per year rate reductions until
mid-2001.

e Con Edison industrial customers received a 25 percent immediate rate decrease, which
remained fixed for five years. All other customers received a 10 percent rate decrease,
phased in over five years.

¢ Orange and Rockland residential customers received a 4 percent decrease in rates during
1995 and 1996, while industrial and commercial customers received rate reductions of 4-
14 percent . On December I, 1997 and on December 1, 1998, residential rates were
reduced an additional 1 percent. Large industrial customer rates were reduced by
approximately 8.5 percent on December 1, 1997.

®* New York Public Service Commission, fn the Matter of Competitive Meiering (Feb. 26, 2001) (Case No. 00-E-0165); New York Public
Service Commission , /n the Matter of Compeiitive Opportunities Regarding Electric Service (Feb. 26, 2001) (Case No. 94-E-0952).
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* Rochester Gas and Electric residential and small commercial customers received a 7.5
percent rate decrease. Other commercial and most industrial customers received an 8
percent decrease. Large industrial customers received an 11.2 percent decrease. All
decreases are being phased in over 5 years.

¢ New York State Electric and Gas industrial and large commercial customers (greater than
500 kW capacity) received a S percent per year rate decrease, for five years. Residential
and small commercial and industrial customers have had their rates frozen at current
levels for two years, bills reduced 1 percent in the third year of the plan, and a total
decrease of 5 percent by the fifth year of the plan. Industrial and commercial customers
who arc not eligible for the 5 percent decrease received financial incentives for load
growth to encourage business expansion.

* National Grid (Niagara Mohawk) customers received an overall rate decrease of an
average of 4.3 percent . Residential and commercial customers were to have a 3.2
percent decrease phased in over three years. Industrial customers were to have decreases
of approximately 13 percent . In addition, Niagara Mohawk rates for eleciricity and
delivery were set until September i, 2001. In 2001 and 2002, Niagara Mohawk was
allowed to request limited rate increases for distribution services, and prices for some of
the electricity sold to all customers will fluctuate with changes in market prices.

POLR Service Provider: The distribution companies provide regulated POLR service for
customers who do not choose a competitive supplier or who return to POLR service.*'?

Recovery of Stranded Costs/Transition Costs: Distribution utilities recover stranded costs (net
of proceeds from selling generation assets) through a non-bypassable distribution charge.
Distribution utilities were required to use creative means to reduce the amount of stranded costs
before they are considered for recovery. Stranded cost calculations and timing of recovery were
determined on a case-by-case basis for each distribution utility.“'

Switching Restrictions and Minimum Stay Requirements: The NY PSC is currently
implementing a number of policies designed to encourage consumers to try alternative
suppliers.*'? One of these, known at “ESCO Referral Programs,” Flaces limits on the ability of
alternative suppliers to levy charges against departing customers.*”

Switching Activity: The switching statistics for December 2005 in each distribution territory
appear in the Table 21.

% New York Public Service Commission, Opirion and Order Regarding Competitive Opportunities for Electric Service (May 20, 1996)
(Opinion No, 96-i2).

41l Id.

% New York Public Service Commission, Staff Report on the State of Competitive Energy Markets: Progress to Date and Future Opportunities
(Mar. 2, 2006} {Electric and Nawral Gas Retail Markets sections [ to 1T).

1 NYPSC comments at 18,
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Table 21. New York Retail Customers and Load Supplied by
Alternative Providers as of December, 2005
% of Customers and {% of Load)

Firm and L.oad in MWh Residential Small C&I Large C&I Total
NY [0Us 6.7% 18.4% 35.6% 8.3%
8,614,367 (9.0%) (45.4%) {75.7%) 38.5%
Central Hudson 8% 3.0% 49.2% 1.2%
465,350 (1.0%) (15.6%) (74.7%) (26.9%)
Con Ed 4.6% 14.1% 77.5% 5.9%
3,425,765 (5.5%) (40.2%) (85.1%) (37.4%)
National Grid 6.0% 22.9% 69.2% 7.8%
2,644,403 (7.7%) {(53.6%) {69.2%) (38.4%)
NYSE&G 6.8% 23.1% 51.7% 9.1%
1,100,064 {9.6%) (54.6%) (88.39%) (40.7%)
O&R 30.4% 32.4% 19.7% 30.6%
349,282 (34.6%) {49.5%) (27.5%) (37.6%)
Rochester G&E 17.5% 319.5% 62.2% 20.0%
629,504 {21.5%) (58.8%) (71.5%) {49.5%)

Source: NYPSC

The aggregate switching statistics for the utility distribution territories in the state from 2000 to
2005 appear in Table 22. Load served by alternative suppliers has increased each year with the
largest increases in 2004 and 2005. The percentage of customers served by alternative suppliers
increased from 1999 to 2002, declined in 2003, and resumed growing in 2004 and 2005.

Table 22. New York Aggregate Customer Migration Statistics, 1999-2005
% of Customers and (% of Lead) Served by Alternative Suppliers

Year 1999 2000 2001 2002 2003 2004 2005
Residential ~1.6% 3.4% 4.8% 5.0% 42% 5.1% 6.7%
(5.0%) (5.6%) (5.9%) (7.2%) (9.0%)
Small C&l 8.0% 13.0% 18.4%
~4.3% 5.3% 6.2% 7.1% (26.0%) (36.2%) (45.4%)
Large C&I (26.0%) (30.0%) 23.7% 48.1% 55.6%
(45.1%) (66.8%) (75.7%)

Source: NYPSC, Electric Retail Access Migration Reports

Public Benefits Programs: New York’s public benefit programs are charted in Table 23 below.
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Table 23. New York Public Benefits Programs

In May95, the PSC Research & Energy Low Renewable | Total
issued Order 96-12 Development Efficiency Income Energy

requiring all I0Us | Miliion § 26.0 §7.0 22.0 150.0
to file restructuring | Milis/kWh 0.26 0.83 0.21 1.42

plans. A July98 | % revenue 0.20% 0.69% 0.17% 1.18%
Order set $78 Admin. NYSERDA | NYSERDA | NYSERDA

million/year for an
SBC, administered
by NYSERDA. In
JanQ1 the PSC
raised the SBC to
$150 million/yr
and extended it for
5 years. (Table
shows allocation
minus 10% held
open.) R&D incl.
$14 million/yr for
RE. Table does
not include $100
million/yr EE by
Power Authorities

Notes: The administrator is the New York Sate Energy Research and Development Authority, supervised by the

program be exiended for five years. NYPSC, System Benefus Charge (Mar. 2, 2006), available at
hitpafwww . dps.siate.ny.us/SBCII_Amended_Plan_3-2-06.pdf.

Source: American Council for an Energy-Efficient Economy, Summary Table of Public Benefit Programs and El
Utility Restruciuring (December 2005) available at hup://www.aceee.org/briefs/mkiabl.hum.

PSC.

On December 14, 2005, the PSC ordered that the System Benefit Charge be increased to $175 M annually and that the

ectric

Separation of Generation and Transmission: The PSC encouraged total divestiture of generation,
and it instructed distribution utilities to separate generation and energy service functions from
transmission and distribution systems.*'* Each distribution utility company’s restructuring
agreement established different requirements for separation of generation and transmission.*'

5

State RTO Involvement: New York distribution utilities belong 1o the New York [SO, formed in
1998. The New York ISO exercises operational control over most of New York’s transmission
systems, administers the ISO transmission tariff, and operates the New York Open Access Same
Time Information System (QOASIS).*'®

Generation Capability:*'” Prior to the restructuring regulations, utilities in New York operated

84.3 percent of the generation capability in the state. By 2002, that figure dropped to 32.4
percent. The difference reflected mandatory divestitures of generation to independent generation
firms and entry or expansion of independent power producers. Between 1997 and 2002,

*" New York Public Service Commission , Opinion and Order Regarding Competitive Opportunities for Electric Service (May 20, 1996)

(Opinion No., 96-12).

*I* New York Public Service Commission , PSC Rate and Restructuring Plan Fact Sheets, available at
www.dps.state.ny.usfenergyarch.htm#facts.

' New York Independent System Operator, lnc., Frequently Asked Questions, available at
www.nyiso.com/public/services/customer_relations/fags/index.jsp.

7 U S. Department of Energy, Energy Information Administration, New York State Profile, Table 4, available ar
hitp#/www.eia.doe.gov/eneafrelectricity/st_profiles/new_york.pdf.
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generation capability in the state increased from 35,576 MWs to 36,041 MWs. In the previous
5-year period, generation capability had decreased. Dual [ueled generation increased as a
proportion of generation from 34.1 percent to 39.5 percent.

Use of Customer Information: Historical customer data will be provided by distribution
companies to customers or their authorized designees. All historical data that a competitive
supplier receives from the distribution company must be kept confidential, unless authorized for
release by the customer. A distribution company cannot disclose customer information to
competitive suppliers if the customer has notified the distribution company in writing that he
does not authorize release. Thereafter, customer information can only be released to a
competitive supplier with the customer’s written authorization.*'®

Standardized Labeling:*'® On December 15, 1998, the New York Public Service Commission

(PSC) issued an order requiring electric suppliers to use a standardized label to provide
information to customers regarding the environmental impacts of electricity products semi-
annually. Suppliers must disclose fuel mix compared to a statewide average and emissions of
sulfur dioxide, nitrogen oxides, and carbon dioxide. Fuel source and emissions information are
calculated by the Department of Public Service (DPS) and provided to retail suppliers quarterly.
Calculations are based on a rolling annual average with data supplied from the Independent
System Operator and the EIA and verified by the DPS. The most recent reports of each load
serving entity (2004) are available at
http://www3.dps.state.ny.us/e/energylabel.nsf/ViewCat?ReadForm& View=LabelInfo& Cat=Jan
uary+2004-+-+December+2004& Count=80.

Renewable Energy Portfolio Standard: The New York PSC adopted a renewable energy
portfolio standard on September 24, 2004, The policy calls for an increase in rencwable energy
used in the state from the then current level of 19 percent (mostly hydro) to 25 percent by 2013,

Pennsylvania: Overview of Retail Competition Plan and Market Response

Administrator and Start Date: The Electricity Generation Customer Choice and Competition Act
was enacted on December 3, 1996. The Pennsylvania Electric Choice Pilot Program began in
the fall of 1997, with 230,000 customers participating. These customers were able to begin
shopping for their electric generation supplier beginning September 1, 1998. By January 2,
2000, electric choice was fully implemented in nearly all of Pc:nns;x,rl‘.fania.420 Retail competition
is administered by the Pennsylvania Public Utility Commission (PUC).

Services Open to Competition: Generation. Generally the distribution company provides
metering and billing services, although there are some areas in Pennsylvania in which the

" New York Public Service Commission , Uniform Retail Access Business Practices, Appendix A, Customer Information (Apr. 14, 1999), ar
www.dps.state.ny.us/doc5743_appendix_a.pdf {Case No. 98-M-1343). For information on the acceptance of uniform retail access business
practices in New York, see www.dps.state.ny.us/ubr.him.

" J.S. Depanment of Energy. Energy Information Administration, Disclosure Policies, avaitable at
http:/fwww.eere.energy.gov/greenpower/markets/disclosure. shtm!i?prini.

¥ Pennsylvania Public Utility Commission, Pernsylvania Electric Choice, Q& A, available at hup://www.puc.state.pa.us/utilitychoice.
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altemative supplier may provide these services.*! Pennsylvania’s efforts to allow licensed
generation suppliers to provide metering and billing services to retail customers were suspended
on August 12, 2002,

Consumer Options: Pennsylvania consumers can select an alternative supplier or be part of an
aggregation of consumers buying power from an alternative supplier. Consumers not served by
an alternative supplier receive POLR service arranged by the local distribution utility.

Alternative Suppliers Licensed to Provide Service: Competitive suppliers must be licensed by
the PUC to provide service to Pennsylvania customers.*”” As of February 2006, the Dugquesne
Light territory had 4 alternative suppliers serving residential customers and 20 serving C&I
customers. In the PECO territory, 6 alternative suppliers were available for residential customers
and 28 for C&I customers. QOutside of these two territories, residential customers only have
available premium priced green generation products while C&I customers had several alternative
suppliers offering service.

Pricing Trends: Table 24 displays average retail prices in Pennsylvania by customer class from
1988 to 2004. Residential, commercial, and industrial retail prices have fluctuated within a
narrow range since 1991.

Table 24, Pennsylvania Average Annual Price per KWh by Sector

{nominal cents)

1988 ] 1989 ] 1990 ] 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 { 1999 | 2000 | 2001 | 2000 | 2003 | 2004
Residential 87 89 9 96 vl o4 98 97 97 99 99 92 SIf %7 27| 96 96
Commercial w378l s 83 &5 a3 s3] 83 s3] 84 83| 79 63 6] &3] &1l &5
Tndustrial S5 58 60 6.3 6.21 60l 59 59 59 39 56 52 43 53] 58] 61 59
All Sectors 7 74 7] 80 o] 79 79 79 80| s8] 79 74 66 80 84 &0] 80

Seurce: Engrgy Information Adminisseation

Price Changes for POLR Service: POLR rates for distribution service were capped at January 1,
1997 levels until July 1, 2001, Rates for generation, including transition charges, were capped at
January 1, 1997 levels until January 1, 2006.** In some distribution utility service areas,
generation caps are in place until 2008-2011 because these distribution utilities will be collecting
stranded costs over these longer periods. Many distribution utilities also extended distribution
rate caps until 2003-2005. Pennsylvania did not require rate reductions, although several
distribution utilities agreed to reduce rates in the first year of retail choice. These reductions
were to be lowered and phased out over a two to three year period.*”

" Pennsylvania Public Utility Commission, Pennsyfvania Electric Choice, How to Shop Guide, available at
http://www.puc. state.pa.usfutilitychoice.

“ Leuter from the Pennsylvania Public Utility Commission 1o the Energy Association of Pennsylvania approving an extension of a suspension of
work of the Electronic Data Exchange Working Group as it relates 10 the implementation of compeiitive metering, Docket No. P-00021957 (Feb.
5, 2004).

66 Pa. CONS. STAT. § 2809.A (2001).
2, al g 2804.4.

% Comments of the Pernsylvania Public Uility Commission 1o the FTC Retaif Competition Report {Apr. 9, 2001).
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Overall rate reductions, Table 25 for the first year ranged from 2.5 percent to 8 percent for the
major utilities operating in Pennsylvania:**®

Table 25. First Year Rate Reductions by Distribution
Utility
Distribution Utility First Year Rate Reductions
APS 2.5%
MetEd 2.5%
PECO 8.0%
Penelec 3.0%
PPL. 4.0%

Shopping credit rates are the rates that a customer pays for generation if he receives generation
service from the utility rather than from a competitive supplier. Shopping credit rates increased
over time, but fuel cost increases have been greater and the base rates are not adjusted under the
Pennsylvania settlements with distribution viihties. This has resulted in the dechming market
shares for alternative suppliers and the exit of alternative suppliers.

POLR Service Provider: The distribution company provides POLR service for customers who
do not choose a competitive supplier, for those who are unable to obtain service from a
competitive supplier, or for customers whose suppliers do not deliver service. Distribution
utilities must offer standard offer service as long as the distribution utility is collecting transition
charges or until 100 percent of its customers have electric choice.*?” In June 2000, the PUC
issued a change in the provision of POLR service, in order to prevent “gaming” of the system by
customers who were returning to their distribution utility. During the summer, market prices
rose, while POLR rates remained stable, below market rates. This caused customers to be either
returned to POLR service by their suppliers or to return themselves to POLR service. Many
distribution utilities require customers to remain with the distribution utility for a 12-month
period after switching back to the POLR provider,

Competitive POLR Service: Some distribution utilities have arranged for competitive bidding to
supply the generation services portion of POLR service for customers who do not affirmatively
choose an alternative supplier. This option is known as Competitive Default Service (CDS).
The PUC approved additional consumer protections for the initial phase-in of CDS, including
bidder qualifications, established creditworthiness, and bond limits. The PUC also reviewed the
CDS annually to ensure that it is still benefited consumers.*?* The largest CDS effort took place
in the PECO territory. PECO awarded a contract for 20 percent of its POLR service customers
to The New Power Company. Additionally, 50,000 PECO customers were assigned to Green
Mountain Energy, Inc. PECO customers assigned to the CDS provider received a two-percent
discount on the shopping credit (the capped generation service rate). The CDS provider also
provided no less than two percent of its supply from renewable resources and increased the use
of renewable resources by one-half of a percent annually.m Due to concerns that POLR prices

¢ Ahmed Kaloko (Chief Economist, Pennsylvania Public Utility Commission), Power 99-California & Pennsylvania Retail Marke
Development.

¥ 66 PA. CONS. STAT. § 2807.E (2001).
428 !d-
1,

64



were insufficient to cover procurement costs, the CDS suppliers withdrew from this service. No
alternative suppliers have been willing to supply on these terms at present. On December 10,
2005, the PUC decided to reopen POLR service issues for comment in preparation for the end of
the transition period in distribution areas in addition to Duquesnf:.'430

Recovery of Stranded Costs/Transition Costs: Stranded costs have been administratively
determined by the PUC on a case-by-case basis. Ultilities were not required to establish market-
based valuation by selling generation assets. Stranded costs are fully recoverable through a non-
bypassable charge to all consumers, collectible for up to nine years, unless the PUC orders an
alternative payment period.*’' Table 26 shows each utility’s allowable stranded costs recovery
and the seven to 10 year recovery periods to collect there costs from customers.

Table 26. Transition/Stranded Costs:
Company Allowable Stranded Cost Recovery Length of Recovery
Allegheny Power $670 million 10 years
Duquesne Light $1,331 million 7 years
GPU Energy (Met Ed.) $975 million 10 years
GPU Energy (Penelec) $858 million 8 years
PECO $5,024 million 8 2 years
Pennsylvania Power and Light $2,864 million 9O years
Pennsylvania Power Company $234 million 9 years
UGI Utilities $32.5 miilion
West Penn Power Company $524 million 7 years
Seurce: Company Restructuring Orders and Tables

Swiltching Restrictions and Minimum Stay Requirements: Customers can switch suppliers at any

time, although they are advised to check their supply agreement for any penalties which may

apply for early termination of a supply contract. If a customer leaves POLR service and then
. . . .. 432

returns, some POLR service providers require a minimum stay of 12 months.

Switching Activity: At this point in time, retail switching activities are largely limited to the
Duquesne Light distribution territory and (o a lesser degree the PECO territory, as shown in
Table 27.

Table 27. Pennsylvania Retail Customers and Load Supplied by Alternative Providers
as of January 1, 2006
% of Customers and (% of Load)

Firm and Load in

MWh Residential Small C&1 Large Cé&l Total

Allegheny Power 0.0% 0.0% 0.0% 0.0%
(0.0%) {0.0%) (0.0%) {0.0%)

** The order is available at hitp/iwww puc.siate.pa.us/PeDocs/S78097.doc.

166 Pa. CONS. STAT. § 2808.A, B (2001).

4 pennsylvania Public Utility Commission, Electric Choice Frequenily Asked Questions {Are there any penaltics for changing suppliers?),
available at hip:/fwww.puc.state pa.us/utilitvehoice/fag.aspx ?ut=cci#d.
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Table 27. Pennsylvania Retail Customers and Load Supplied by Alternative Providers
as of January 1, 2006
% of Customers and (% of Load)

Firm and Load in
MWh Residential Small C&l Large C&I Total
Dugquesne Light 19.7% 20.3% 43.4% 19.8%
{18.5%) {52.3%) (83.6%) (48.0%)
MetEd/Penelec 0.0% 0.0% (0.1%) 0.0%
(0.0%) (0.0%) (5.6%) (1.6%)
PECO 0.9% 23.8% 2.0% 3.2%
(1.0%) (13.2%}) {1.2%) (4.9%)
PennPower 0.0% 0.0 0.0 0.0
{0.0%) {0.0%) (0.0%) {0.0%)
PPL 0.0 0.2 0.3 0.1
{0.0%) (0.7%) (0.3%) {0.3%)
UGl 0.0 0.0 0.0 0.0
(0.0%) (0.0%) (0.0%) {0.0%)

Source: Pennsylvania Office of the Consumer Advocate

The first quarter aggregate switching statistics for the utility distribution territories in
Pennsylvania from 2000 to 2006 appear in Table 28. Load served by alternative suppliers has
decreased since 2000 with the exception of an increase in 2004. Alternative suppliers served a
declining number of customers from 2001 to the present (with the exception of 2004).

Table 28. Pennsylvania Retail Aggregate Customer Migration Statistics, 1999-2006
% of Customers and (% of Load) Served by Alternative Suppliers

Y ear 2000 2001 2002 2003 2004 Qct. 2005 2006
Resident. ~7.8% ~6.2% ~10.3% ~4 9% ~8.2% 29% ~2.3%
{(~7.6%) {(~8.6%) {~9.1%) (~4.7%) (~7.9%) (2.7%) (~2.1%)

Cé&l ~17.6% ~16.9% ~3.7% ~4.8% ~13.5% 9.6% ~8.9%
(~41.9% (~32.6%) {~7.8%) (~12.4%) (~13.9%) (15.5%) (~14.5%)

Note: Keystone Connection (Autumn 2005) provides the percentage of customers and toad served by altemnative suppliers as well as the total
number of customers and load for residential customners and C&:[ customers separately for October 2005, Caleulations for the other years take the
number of shoppers or shoppers’ load reported in January of that year and divides them by ihe related Pennsylvania totals from Oct. 2003, The
resulting calculations are approximations because the total number of customers and the wotal load in the state may have changed trom year 10

year,

Source: Pennsylvania Qffice of the Consumer Advocate

Public Benefits Programs: Table 29 identifies the Pennsylvania public benefit programs.

Table 29. Pennsylvania Public Benefits Programs

In Dec., 1995, a Research & Energy Low Renewable | Total
restructuring Development | Efficiency Income Energy

law was signed | Million $ 5.0 85.0 6.0 96.0

with retail Mills/’kWh 0.04 0.68 0.05 0.77

access to he % revenue 0.05% 0.85% 0.06% 0.96%
phased-in over | Admin. SEF Utility SEF
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2 yrs starting in

Jan99. The Note: Administrators are Sustainable Energy Funds in each area of the state.
: . Source: American Council for an Energy-Efficient Economy, Summary Table of Public Benefit Programs and
restructuring Electric Utility Restructuring (December 2005) available at hip://www.aceee.orgfbriefs/mktabl.htm.
2

law resulted in
PUC-approved
restructuring
settlement
agreements for
each electric
company. Each
settlement
agreement
created a
system benefits
fund for Li
programs and a
Sustainable
Energy Fund
(except for
Duguesne).

Separation of Generation and Transmission: Generation must be separated from transmission
and distribution, but distribution utilities are not required to divest facilities or reorganize
corporate structure, *? However, several utilities voluntarily divested generation assets either to
independent companies or to unregulated affiliates.

State RTO Involvement: The restructuring legislation directs the PUC to encourage interstate
power pools to enhance competition and to complement restructuring. Much of Pennsylvania
belongs to the PJIM RTO. In order to meet electric load in the PJM region, PJM coordinates with
member companies and uses bilateral contracts and the spot market to secure power.** In
March 2001, Allegheny Power and PJM filed with FERC a request to expand PJM by forming
PIM-West.*

Generation Capability:** Prior to the restructuring legislation, utilities in Pennsylvania operated
92.3 percent of generation capability in the state. By 2002, that figure dropped to 12.3 percent,
despite the lack of a requirement for generation divestitures or transfers. The difference reflected
voluntary divestitures to independent generators and transfers of generation to affiliates as well
as expansion and entry of independent power producers. Between 1997 and 2002, generation
capability in the state increase from 36,650 MWs 10 39,783 MWs. Most of increase consisted of
dual fueled generation.,

** 66 Pa. CONS. STAT. § 2804.5 (2001).

™ Pennsylvania Public Utility Commission, Bureau ol Conservation, Economics, and Energy Planning, Electric Power Quilook for
Pennsylvania: 1 999-2004 (July 2000).

" Press Relcase, PJM Interconnection, LLC, Allegheny Power and PJM File with FERC to Create PJIM West (Mar. 15, 2001), available a!
www.pjm.com/contributions/news-releases/2001/200103 1 5-ap-pjm-file-with-fere.pdf.

¥ (.8, Department of Gnergy, Encrgy Information Administration, Pennsylvania State Profile, Table 4, available at
htip/fwww.cia.doe.gov/cneafielectricity/st_profiles/pennsylvania.pdf.
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Use of Customer Information: A customer can restrict the disclosure of his telephone number
and his historical billing data. A distribution utility or supplier who intends to supply a third-
party with this information must provide a customer with the means of restricting the release of
this information, cither through a signed lorm, orally, or clectronicall;/.‘137 Customer information
cannot be given preferentially by a distribution utility to its affiliate.**® During the initial phase -
in period of clectric restructuring, a customer’s name, address, tclephone number, rate class,
account number and load data were given to competitive suppliers as a result of the customer’s
enrollment into the electric choice program. The customer had the option of restricting the
release of his telephone number and load data to suppliers. After this initial phase-in period, to
assure that customers retain the ability to restrict disclosure of certain information to suppliers,
the PUC directed distribution utilities to send forms to customers to give them the opportunity to
restrict the release of load data, or of all information (name, address, rate class, and account
number). Telephone numbers would not be released to suppliers under any circumstances.**’

Standardized Labeling:440 The Pennsylvania Public Utility Commission (PUC) issued final rules
in April 1998 requiring retail electricity suppliers to "respond to reasonable requests made by
consumers for information concerning generation energy sources.” Suppliers must respond to
such requests "by informing consumers that this information is included in the annual licensing
report and that this report exists at the Commission.” Requests for information on energy
efficiency must be handled in a simnilar manner. Suppliers must verify fuel mix data through an
independent auditor and submit this information in an annual report to the Commission.
Suppliers that market electricity as "having special characteristics” such as being
environmentally friendly, must have information available to substantiate their claims.

Renewable Energy: Pennsylvania enacted a renewable portfolio standard through Act 213 in
December 2004. The standard includes a gradual increase in generation from renewables to 18
percent over 15 years. Qualified renewables are divided into two groups: traditional (solar,
wind, hydro, geothermal, biomass, and coal-mine methanc) and other {waslc coal, distributed
generation, demand-side management, large-scale hydro, municipal waste, wood processing
waste, and integrated combined coal gasification). Separate standards are set for the two groups—
-8 percent and 10 percent respectively.

Texas: Overview of Retail Competition Plan and Market Response

Administrator and Start Date: The Texas restructuring bill was signed June 18, 1999. The
Public Utility Commission of Texas (PUC) administers the transition to retail competition, which
began with a pilot program on June 1, 2001. Retail competition for all customer classes within
ERCOT began January 1, 2002.*" Competition is not open as yet in areas outside of ERCOT

753 pA. CONST. STAT. § 54.8 (2001},
N 1d. a1 § 54.122.2.
** Comments of the Pennsylvania Utility Commission to the FTC Retail Competition Report (Apr. 9, 2001).

% 11.8. Department of Encrgy, Energy lnformation Adminisiration, Disclosure Policies, availabie at
htip/fwww.eere.energy. gov/greenpower/markets/disclosure. shtmi?print.

1 Tex, UTiL, CODE ANN. § 39,102 (2001).
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because the PUC is not convinced that retail competition is feasible without a regional
transmission organization in these areas.**?

Services Open to Competition: Generation and billing (retail sales). Competitive metering for
certain commercial and industrial customers began January 1, 2004.

Consumer Options: Customers within ERCOT have the option of choosing a competitive
supplier, choosing an aggregator, and, in the case of residential and small commercial customers,
choosing POLR service (termed “price to beat” default service).

Alternative Suppliers Licensed to Provide Service: In order to be licensed to provide service in
Texas, competitive suppliers must meet financial creditworthiness and technical standards.**
There are numerous suppliers marketing to all classes of customers in Texas that are open for
retail customer choice. In addition to the Texas POLR default service offer, there are several
alternative suppliers actively serving retail residential customers in each distribution territory.
The figure below is from the “August 2005 Report Card on Retail Competition™* showing the
number of alternative suppliers available to residential customers, the number of products
offered by these suppliers, and the number of alternative “green” offers for residential customers
in the major distribution territories within ERCOT.

TDSP # of REPs Serving # of Residential # of Renewable

Residential Products Products
Customers {(Incl. PTB)

TXU ED 13 20 5

Center Point 14 21 6

AEP Texas Central (CPL 13 17 5

TNMP 11 16 6

AEP Texas North (WTU) 10 12 3

Pricing Trends: Retail price averages in Texas have wavered over time with peaks occurring in
1994 and 2001, as shown in Table 30. Prices increased in 2003 and 2004 after declining in 2002,

Table 30. Texas Average Annual Price per KWh by Sector
{(nominal cents)

1988 | 1989 | 1990 | 1991 1992{ 1993_] 1994 1 1995 19964 19971 1998 | 1999 | 2000 | 2001] 20602 | 2030 | 2004
Residential 6.9 0] 73 1o 713 8.0, 8.1 77 18 78 171 15 7.9 L IER 921 97
Commercial 60] 6.1 6.2 6.6] 0.7 6.9 701 66 6.7 6.7 6.0 65 CES A DL L E:
Industrial 4. 4.1 4.0 4l 4.2 4.3 43 4401 4.0 39 39 40 45 53 4.7 53 5.9
All Sectors 568 57 538 6.1 6.2 6.4 64 6.1 6.2 6.1 6.1 6.0 63 7.6)  66) 15 8.0

Source: Encrgy Information Administration

Price Changes for POLR (Default) Service: Distribution utility rates were frozen from

* Public Utility Commission of Texas, Scape of Competition in Electric Markets in Texas (January 2005} a1 36-38, available at
htsp:/fwww.puc state.tx.usfelectric/reports/scope/2005/2003scope_elee.pdf.

3 TEX. UTIL. CODE ANN. § 39.352-55 (2001).

Add

Available ar hispi/fwarw puc.state.tx.us/etectric/reponts/RptCard/rprerd/ang0d Srpterd.pdf.
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September 1, 1999, levels until January 1, 2002.**° On January 1, 2002, rates for residential and
small commercial customers were reduced approximately 6 percent from January 1, 1999, levels.
The January 1, 2002, reduced rate is called the “price to beat.”**® It is subject to adjustment
twice per year, to reflect changes in fuel costs. Because Texas primarily relies on natural gas
fueled generation, the increases in natural gas prices have resulted in substantial increases in the
“price to beal.” POLR (default) service is available from the distribution utility’s competitive
retail affiliate until Janvary 1, 2007, Prior to January 1, 2005, affiliates of distribution utilities
could offer services other than POLR (default) service only if at least 40 percent of residential or
small commercial customers chose a competitive supplier not affiliated with the local
distribution utility. Since January 1, 2005, affiliates of distribution utilities have been allowed to
offer any service they wish in addition to POLR (default) service.

The Texas PUC provides information on the price to beat and on alternative supplier’s prices in
each distribution territory. The information includes a comparison of each alternative supplier’s
pricc to the POLR (default) price for different levels of consumption. Table 31 shows the POLR
(default) price and the range of offers from alternative suppliers for a consumer using 1000 kWh
or 2000 kWh. The premium price is generally for a 100 percent wind generation product.

Table 31. Texas POLR Service Price Compéred to Alternative Suppliers
1000 kWh Consumption (January 2006)

POLR Price Lowest Highest POLR Price Lowest Highest
(cents/kWh) Alternative Alternative (centsfkWh} Altemnative Alternative
For 1000 kwh | % discount % premium | For 2000 kWh | % discount % premium
West Texas 15.06 19% 4% 18.95
Ultilities
TXU-SESCO 14.62 8% 10% 13.97 1% 8%
Texas-NM 14.48 £% 10% 14.77 1% 6%
Power
Central 17.67 18% 6% 17.48 20% 6%
Power
Centerpoint 16.04 15% 9% 15.89 17% 8%
Energy

Source: Texas PUC, Retail Electric Service Rate Comparisons (fanuary 2006 bill comparison)

The PUC also has produced an aggregate comparison between the price to beat, the average offer
of alternative suppliers, and the lowest offer of alternative suppliers. The figure below, from the
PUC report to the 79™ Texas Legislature, illustrates these comparisons.*’

* Tex. Util. Code Ann. at § 39.052.
“*1d. a1 § 39.202.

7 Public Utility Commission of Texas, Scope of Competition in Electric Markets in Texas (Janvary 2005), available at
http:/fwww.pue siate.1x.us/elecrric/repons/scope/2005/2005scope _elee. pdf.
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Figure X: Average Residential Price to Beat vs. Average Comperitive Offer vs.
Average Lowest Competitive Offer, 2002 - 2004
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POLR (Default) Service Provider: Until December 31, 2001, POLR (default) service was
provided by the distribution utility. When competition for all customers began in 2002, POLR
(default) customers were transferred to the retail affiliate of the distribution utility. The affiliates
and independent retail suppliers are termed “retail electric providers” (REPs). Prices for POLR
(default) service were fixed at the “price to beat” plus fuel adjustments until January 1, 2007.
Affiliated retail electric providers were altowed to offer only POLR (default) service (at the
“price to beat™) unless alternative suppliers attained a market share of 40 percent of residential
or small commercial customers. In 2004, all but one of the affiliated retail electric providers
within ERCOT (the separate transmission interconnection system in Texas) were granted
permission to offer additional prctcluc;ts.448 Starting in 20035, all affiliated retail electric suppliers
were allowed to offer other products in addition to POLR (default) services to all residential and
small commercial customers.

Analysis by the Texas PUC concluded that POLR (default) service pricing has been below the
pricing that would have prevailed under the prior cost-of-service regulatory regime. The tables
below summarize the estimated regulated rates, the average of the five lowest competitive prices
the best competitive price, and the Price to Beat for the CenterPoint and TXU Service areas.

A w24,
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CenterPoint Energy Services Area 2002 2003 2004 2005
Estimated Regulated Price 11.1 12.0 12.7 13.9
Average of Lowest 5 Competetive

Prices (actual) 8.2 9.0 9.8 11.4
Percentage Difference from Estimated

Regulated price 26% 25% 23% 18%
Best Competetive Price 8.0 8.5 9.4 10.6
Percentage Difference from Estimated

Regulated price 28% 29% 26% 24%
Reliant Energy Price to Beat 8.8 10.3 11.1 12.9
TXU Electric Delivery Service Area 2002 2003 2004 2005
Estimated Regulated Price 9.4 10.5 10.7 12.1
Average of Lowest 5 Competetive

Prices (actual) 8.0 8.7 9.1 10.7
Percentage Difference from Estimated

Regulated price 15% 17% 15% 12%
Best Competetive Price 7.8 8.4 8.7 10.1
Percentage Difference from Estimated

Regulated price 17% 20% 19% 17%
TXU Energy Price to Beat 8.4 9.6 10.5 11.9

Souree: PUC legislative report # 32198, Electricity Pricing in Competitive Retall Markers in Texas (March 3, 2006}, available at
httpH/interchange.puc.state .tx.us/WebApp/interchange/Documents/32i98_7_50489]1.PDF

POLR Service Provider for other than Default Service: POLR service customers have been
divided into three classes: residential, small non-residential, and large non-residential. POLR
service providers supply customers in any or all of the three classes who either request POLR
service or are assigned to POLR service because they are not receiving service from a REP, for
any reason. The rates for this POLR service are established first through a competitive bidding
process and, if no qualified bids are obtained, are then allocated to existing suppliers via a lottery
process. A bidder to supply POLR service may bid for any customer class, or for more than one
class. An affiliate of a distribution utility cannot bid to be the POLR service supplier in its own
service territory during the period while the price to beat is in effect. *?

The Texas PUC is currently reviewing its POLR service rules.**

Recovery of Stranded Costs/Transition Costs: Distribution utilities can recover all of their net
non-mitigated stranded costs through a transition charge. The PUC determines the amount of

“** public Utility Commission of Texas, Sub. Rules § 25.41.

1% public Utility Commission of Texas, Project No. 31416, Evaluation of Default Service for Residential Customers and Review of Rules
Relating to the Price to Beat and Provider of Last Resort; Reliant comments.
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stranded costs eligible for recovery, which includes uneconomic generation related assets, and
purchased power contracts.

Switching Restrictions and Minimum Stay Requirements Process: A customer can switch
suppliers at any time subject to the terms of his contract with the competitive supplier. There are
no switching fees unless a customer requests a special meter reading, 3

Switching Activity: Retail customers have been migrating to alternative suppliers in all of the
distribution territories with the highest switching rates in the AEP Central and North areas, as
shown in Table 32.

Table 32: Retail Customers and Load Supplied by Alternative Providers
as of January 1, 2006
% of Customers and (% of Load)

Firm and Load in MWh Residential Small C&l Total
TXU 26.3% 30.7% 26.4%
(26.2%) (64.7%) (50.4%)
Centerpoint 26.8% 14.5% 27.5%
(27.3%) {60.7%) (47.8%)
AEP Texas Central 27.0% 45.8% 29.4%
(31.3%) {81.4%) (63.8%)
AEP Texas North 33.2% 34.0% 31.9%
(39.3%) (78.7%) (64.9%)
Texas NM Power 25.8% 35.0% 26.4%
(29.9%) (66.8%) (56.0%)

Note: Texas does not provide separate distribution area statistics for large C& customers.
Source: Texas Public Utility Commission

Retail customers have switched to alternative suppliers in increasing numbers and with an
increasing proportion of load, as shown in Table 33.

Table 33. Texas Retail Aggregate Customer Migration Statistics, 2002-2005
% of Customers and {% of Load)

Year 2002 2003 2004 2005
Residential 7.4% 14.1% 19.9% 26.7%
(7.3%) (15.0%) (21.0%) (27.5%)

Small C&I 11.5% 19.0% 26.7% 34.2%
(33.0%) (44.1%) (55.5%) (65.1%)

Large C&I 19% 35% a1% 53%
(54%) (60%) (69% (68%)

Norte: The large C&I (igures are for December 2002, December 2003, September 2004, and June 2005. The Residential and Small C&I figures
are all from January except the 2005 figure which is from September.
Source: Texas Public Utility Commission

! public Utility Commission of Texas, Texas Electric Chaice, Electricity information-FAQ's, available at
hip//www,powertochoose.org/yourights/q_changing.asp.
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Public Benefits Programs: The Texas public benefit programs are presented in Table 34.

Table 34. Texas Public Benefits Programs

Restructuring Law Research & Energy Low | Renewable | Total
signed in June 1999. Development | Efficiency | Income | Energy

Requires utilities to Million $ 80.0 166.2 246.2
administer EE Mills/kWh 0.28 0.58 0.83
programs to achieve % revenue 043% | 0.89% 1.28%
saving equivalent to Admin. Utility PUCT

10% of annual load
Source: American Council for an Energy-Efficient Economy, Summary Table of Public Benefit Programs
gTOWth b':/ 2004. PUC and Electric Utility Restructuring {December 2005), available at hitp//www.aceee.org/briefs/mktabl.htm.

has established rates
and procedures. Est.
total annual cost is
%380 million in 2003,
Also a 10% LI rate
discount & small SBC
for customer educ. and
LI assistance. Total LI
1s set at statutory
maximum of .65
mills/kWh.*?

Separation of Generation and Transmission: By January 1, 2002, utilities were required to
separate their business activities into three units: a wholesale electric power generation
company, a retail electricity company (REP), and a transmission and distribution company. This
separation could take place either through the sale of assets to a third party, or by the creation of
separate non-affiliated companies or separate affiliated companies owned by a common holding
company.* After the beginning of retail competition, a distribution utility may not sell '
electricity or participate in the market for electricity except to procure electricity to serve its own
needs.*” Wholesale electric power generation companies that are affiliated with a distribution
utility are required to auction off 15 percent of their installed generation capacity,*** and no
wholesale generator can own more than 20 percent of the installed capacity that can be sold ina
lregion.456 Before 2005, REP affiliates of transmission and distribution utilities could not offer
competitive rates to residential and small commercial customers in the territory of the
distribution utility, except as the POLR (default) service provider, until 40 percent of the
residential or small business load in the territory is buying electricity from competitive

2 Although the System Benefit Funds are being collected, the Legislature did not appropriate any fund for a low-income discount or for
customer education in the 2005 session. Some REPs are continuing 1o offer low-income discounts and other benefits 1o these customers on a
voiuntary basis. Funding wilf be reconsidered in the 2007 legislative session; Reliant comments,

*5) Tex. Unil. Code Ann. at § 39.051.
I ar § 39.105.
5 1ol a1 § 39.153.
0 a1 § 39,154,
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suppliers.*”” The transmission system for most of Texas is operated independently from the
owners of the transmission assets by ERCQOT under PUC supervision.

State RTO Involvement: Most of Texas (approximately 85 percent) is in the ERCOT
interconnection.** ERCOT began operations as an independent system operator in 1996, Itis
regulated by the Texas PUC rather than by FERC."™ Transmission operations of distribution
utilities outside of ERCOT are regulated by FERC.

Generation Capability:*® Prior to the restructuring legislation, utilities operated 88.3 percent of
generation capability in Texas. By 2002, that figure dropped to 41.2 percent, as divestitures,
transfers to affiliates, and entry and expansion of independent generators took place. Between
1997 and 2002, generation capability in the state increased from 73,454 MWs 10 94,488 MWs,
an increase of 28.6 percent . Much of the growth in generation was fueled by natural gas. The
share of generation capability fueled by natural gas increased from 21.4 percent to 38.5 percent .
Natural gas fueled generation more than doubled during the period.

Use of Customer Information: When the retail market opened to competition, distribution
utilities were required to include customer name, address, and usage information on a list of
eligible customers given to competitive suppliers.%l

Standardized Labeling:*6?> “On December 7, 2000, the Texas Public Utility Commission (PUC)
issued rules requiring retail electric providers to use an Electricity Facts Label to disclose
information twice a year on fuel mix and environmental impacts to their retail and small
residential customers, in accordance with the state's restructuring law. The label must also be
included in promotional material soliciting new customers. Fuel mix data must be compared to
the state average, with energy generated from renewable resources to be listed under a single
category. Emissions of carbon dioxide, sulfur dioxide, nitrogen oxides, and particulates, as well
as the amount of nuclear waste generated, must be presented relative to the statewide average.
According to rules adopted in August 2001, the Commussion is developing a "generator
scorecard" database with data on fuel mix and environmental impacts by generator to facilitate
impiementation of the disclosure requirements. The label is to be updated each year. Retail
providers can also opt to purchase and retire "renewable energy credits” from generators to meet
their disclosure requirements. Providers can project their fuel mix and emissions data for new
products or products offered during the first year of competition. Any product marketed as
“renewable” must include the renewable fuel mix percentage, unless it is supplied exclusively
from renewable sources. Products marketed as "green" may contain some natural gas fuels along

*TPublic Utility Commisston of Texas, Electric Competition-Fostering Competition, available at
www.choiceenergyservices.com/residential/pd /Competition.pdf.

8 ERCOT is not elecirically synchronized with the Eastern or Western Interconnects.

*** Electric Reliability Council of Texas, The Market Guide: A Guide 1o How the Electric Reliability Council of Texas (ERCOT) Faciiitates the
Competitive Power Market (Feb. 22, 2001).

** U.S. Department of Energy, Energy Information Administration, Texas State Profile, Table 4, available at
http//www.eia.doe.gov/cneaflelectricity/st_profiles/texas.pdf.

! Reliant comments; Public Utility Commission of Texas, Consumer Protections in a Competitive Electric Market, available at
htip://www .powertochoose.org/publications/consumer_brochure pdf.

2 1S, Department of Encrgy, Energy Information Administration, Disclosure Policies, available at
hup://www.eerc.energy.gov/greenpower/markets/disclosyre shuml?print.
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with renewable fuels if it can be shown that the natural gas was produced in Texas.” %

Renewable Energy Portfolio Standard: Texas adopied a renewable energy portfolio standard on
February 24, 2004. The standard establishes yearly new generation from renewables levels
through 2019, rather than percentage requirements. The levels are 850 MW in 2004 and 2005,
1400 MW in 2006 and 2007, and 2000 MW in 2009 through 2019. in 2005, the RPS
requirements were expanded to a total of 5,000 MW by 2015. Additional non-mandatory targets
for renewables were established at the same time, along with a process that will aliow the PUC to
prioritize transmission development to facilitate delivery of energy from renewable sources.*®*

The original electric restructuring bill included many environmental protections, including that
50 percent of new generating capacity must come from natural gas, and that a percentage of
electricity sold in Texas must come from renewable resources. The bill requires 50 percent
reductions in nitrous oxide emissions and 25 percent reduction in sulfur dioxide emissions from
power plants that were grandfathered when air permits were introduced under the Federal Clean
Air Act. There reductions must be achieved by 2003 by retrofitting or shutting down the
grandfathered units. In addition, distribution utilities that upgrade older generation facilities to
meet emissions standards may recover the costs from retrofitting as stranded costs.*®® The PUC
has adopted a renewable energy credit trading program to encourage cost-effective new
renewable generation facilities.

*“3 The consumer brochure on eleciricity offer labeling is available at htp://www.powertochoose.org/publications/efl_brochure.pdf.
** Reliant comments.

“* Public Utility Commission of Texus, Electric Restructuring to Improve Air Quality, available at
www . puc.siate.tx.us/nrelease/2000/082400.cfin.
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APPENDIX E
ANALYSIS OF CONTRACT LENGTH AND PRICE TERMS
COMPARISON OF NYISO, MISO AND SERC MARKETS USING 2005 EQR DATA

This analysis compares the short-term versus long-term sales volumes and prices in three regions
using reported sales information from Electric Quarterly Reports (EQR), which are filed
electronically on a quarterly basis at FERC by all holders of market-based-rate authorizations
(MBRA). EQR data is available to the public on FERC’s website. However, EQR data include
only jurisdictional wholesale physical and booked out sales. The “physical” sales are power sales
by MBRA holders physically delivered during the quarter. “Booked out™ sales are power
quantities that are sold, then repurchased at a later date, effectively undoing the prior sale.
Depending on changes in market prices in the interim, the repurchase may produce profits or
limit losses for the seller.

EQR limitations are best explained with the help of the diagram below, which is conceptual, not
scaled, where the sales reported to EQR represent only a subset of all market transactions. Retail
sales may be reportable to state commissions. Sales by non-jurisdictional entities may appear in
some EIA reports. Financial transactions done on NYMEX are reportable to CFTC, but other
financial transactions do not need to be reported. Sales reportable to EQR could have been
transacted bilaterally, on RTO/ISO’s, through ICE or through voice brokers, and credit cleared
through ICE-LCH or NYMEX-ClearPort. Other transaction venues may develop. There is no
complete aggregated market picture. Analysts can only try to make inferences from the partial
market picture.

Use of EQR data Power Sold in Region X*
must recognize that - Retail Sales to Native Load
EQR captures only a - Wholesale Sales by Non-Jurisdictional Entities

subset of all market
fransactions

- “Financial” Transactions
= Sales Reported in the EQR

Rétail Sales 16

L :

. (fedéralj fistrations-munis, -
LT : ot

“Financial” Transactions
(virtual market, options, &
financiatly settled
bilateral transactions}

Sales Reported in the EQR

Though limited, this comparative analysis is informative. The Task Force selected NYISO,
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MISO and SERC as representative markets for the following reasons. NYISO provides a
consistent data set for sales in its established, single-state organized market. MISO provides a
consistent data set for sales in its new, multi-state organized part of the market (sales in Q1/05
occurred before the organized market started). SERC is an example of a purely bilateral
wholesale market with relatively few participants (which increases the likelihood of consistent
dataset).

The three graphs below show transaction volumes by vintage for each representative region,

NYLSO
Regional Energy Sales by Contract Term
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MISO
Regional Energy Sales by Contract Term
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SERC
Regional Energy Sales by Contract Term

40,000 A

35000 A

30,000 {5

25.000 1

(000 MWH)

20000 TP

13,000

16,000 1

5000 -

Longer then LO

Leng-Term {yr¢ since contract commenced)
Source: FERC Electre Quarteely Reports

As noted earlier, EQR consists of sales transactions for power delivered during each quarter.
Short term transactions are defined as transactions under contracts of one year or less or sales
into organized markets, such transactions include bilateral sales as well as sales to NYISO and
MISO. Long-term transactions occur under contracts lasting more than a year. For example, a
contract initiated four years ago and still delivering power would be grouped under the 3 to 5
year vintage. A contract initiated 11 years ago would be grouped under the Longer than 10 years
vintage. While there is a field in the EQR form for termination date, it is often not relevant in this
context because many contracts are either evergreen, effective until cancelled or master
agreements (with no time limits) with attachments for term-limited transactions. Major
observations on the reported volumes are:

= a higher percentage of sales were short term in organized markets (91 percent in NYISO,
77 percent in MISO, 60 percent in SERC);

= relatively few contracts were older than 10 years (0 percent in NYISO, 2 percent in
MISQ, 16 percent in SERC);

» quarterly variation in quantities occurred primarily in sales under short term contracts,

Organized exchange markets like NYISO and MISO are designed to produce efficient and
reliable daily or real-time spot market prices, with heavy reliance on bilateral financial and
physical transactions to fill longer term needs between parties who would then settle these
bilateral transactions using organized market spot prices as “index price.” The high visibility of
the spot markets, along with non-reportable financial transactions would naturally lead to a high
percentage of short term transactions using EQR numbers in organized markets such as NYISO
and MISO. The trend towards capacity or reliability pricing products in organized markets (e.g.,
RPM in PIM) also suggests that that organized markets may not rely on short term markets alone
to give long-term price signal for investment.
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The higher proportion of long-term contracts at SERC may suggest more effective long-term
price signals than at non-organized markets. However, many of these long-term contracts are
legacy contracts entered into before competitive markets were introduced. Some of these
contracts are pegged to index prices that are formed with few reported transactions and therefore

questionable liquidity.

The following graphs show the price patterns by contract vintage in 2005.

MISO
Regional Energy Price by Contract Term
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This analysis shows that prices under long-term contracts were somewhat lower than short-term
prices in MISQO and SERC, but not in NYISO. The short-term price changes are reflected in
sales under long-term contracts. These changes may occur because some long-term contracts use
indexed prices (i.e., short term published refcrence prices).

It is difficult to draw definite conclusions on prices with only a quarter’s worth of data.

Furthermore, organized markets are evolving and will include capacity markets that could
provide stronger price signals for long-term investment.
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APPENDIX F
A BIBLIOGRAPHY OF PRIMARY INFORMATION
ON ELECTRIC INDUSTRY RESTRUCTURING IN THE U.S.

The process of understanding the ins and outs of restructuring markets for electricity and
transmission in the U.S. has been running full bore since the early 1990s. Accordingly, a large
number of documents have been published intending to explain the basic engincering, economic
and regulatory theories that support restructuring ideas. The intended audience of these studies
has been various — from state regulators and legislators, to academics, public power managers,
and the general public.

The Task Force members have not attempted to generate another primer on restructuring as part
of its competition study. Instead, the Task Force refers the interested reader to a variety of
sources that will allow hinvher to learn more about the subjects that are of the most interest.

Some of these sources are older and contain slightly outdated references — but their theoretical
arguments remain applicable to current debates.

NOTE: Inclusion of articles does not indicate the Task Force’s endersement of the theories
presented.

General Restructuring Information Documents Available on the Web:

American Public Power Association, Restructuring at the Crossroads, FERC Electric Policy
Reconsidered, (December 2004), available at
http://www .appanet.org/files/PDFs/APPAWhitePaperRestructuringatCrossroads 1204 .pdf

Matthew Brown and Richard P. Sedano, A Comprehensive View U.S. Electric Restructuring with
Policy Options for the Future, National Council on Electricity Policy (2003), available at
http://www.ncouncil.org/pdfs/restruc.pdf

Matthew Brown and Richard P. Sedano, Electricity Transmission, A Primer, National Council
on Electricity Policy (June 2004), available at http://www.ncouncil.org/pdfs/primer.pdf

U.S. Department of Energy, Energy Information Administration, The Changing Structure of the
Electric Power Industry 2000: An Update (October, 2000), available at
http://www eia.doe.gov/cneaf/electricity/chg_stru_update/

William W. Hogan, Competitive Electricity Market Design: A Wholesale Primer (December,
1998) (working paper), available at http://stoft.com/metaPage/lib/Hogan-1998-Primer.pdf

William W. Hogan, Market Design and Electricity Restructuring (November 1, 2005)

(presentation at the Association of Power Exchanges 2005 Annual Conference in Orlando FL),
available at http://ksghome.harvard.edu/~whogan/hogan_apex_110105.pdf
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Paul L. Joskow, Markets for Power in the United States: An Interim Assessmeni, ENERGY J.
(forthcoming 20006), available at http.//stoft.com/metaPage/lib/Joskow-2006-power-market-
assessment.pdf

Paul L. Joskow, Restructuring, Competition, and Regulatory Reform in the U.S. Electricity
Sector, J. ECON. PERSPECTIVES 11(3), at1 19-38.

On-Line Libraries of Electric Indusiry Restructuring Documents:

Harvard Electricity Policy Group
http://www.ksg harvard.edu/hepg/papers.htm

Center for the Study of Energy Markets (CSEM}) at the University of California Energy Institute
(UCELD) at UC Berkeley: http://www.ucei.berkeley.edu/pubs-csemwp.htm]

Stephen Stoft Website Library:
http://stoft.com/p/S2.himl

Carnegie Mellon Electric Industry Center (CEIC):
http://wpweb2.tepper.cmu.edu/ceic/publications.htm

Books

RICHARD F. HIRSH, POWER LOSS: THE ORIGINS OF DEREGULATION AND RESTRUCTURING IN THE
AMERICAN ELECTRIC UTILITY SYSTEM (MIT Press 1999).

SALLY HUNT, MAKING COMPETITION WORK IN ELECTRICITY (Wiley Publishing 2002).

STEVEN STOFT, POWER SYSTEM ECONOMICS: DESIGNING MARKETS FOR ELECTRICITY (IEEE
Press, Wiley-Interscience 2002).
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APPENDIX G
CREDIT RATINGS* OF MAJOR AMERICAN
ELECTRIC GENERATION COMPANIES** AS OF JULY 24, 2006

o _i R '._S'a"ll'es ) Prefits | Asfets ) Mg\\{ke”t'-'.-'ym'z\igw;;
Y ‘Credit Rating:.|. -($hil) - ($bil) | :(8bii) (8bil) =
B+ 10.64 0.56 29.65 11.33
Allegheny Energy Inc BB+ 3.04 0.07 8.56 5.82
Alliant Energy Corp. no rating 3.28 -0.01 7.78 3.87
“Ameren Corp. A- 6.78 0.63 18.16 10.33
American Electric Power Co., Inc. BBB 11.9 0.81 36.17 14.36
Atmos Energy Corp. BBB 5.89 0.15 6.62 213
'CALPINE Corp. D 9.23 -0.24 27.09 0.13
CenterPoint Energy, Inc. BBB- 9.72 0.22 17.12 4.02
Cinergy Corp. BBB 5.41 0.49 17.2 8.7%
CMS Energy Corp. B+ 6.41 -0.08 16.02 31
Consolidated Edison A 11.6% 0.73 24.85 11.26
Censtellation Energy BBB+ 17.13 0.63 21.47 10.48
Dominion Resources Inc BBB+ 18.04 1.04 52.58 25.59
DTE Energy Co. BBB 9.02 0.54 23.36 7.7
Duke Energy Com. BBB 16.75 1.83 54.59 26.3
Edison Intermational BB 11.2 1.24 35351 14.45
Energy East Corp. BEB 5.3 0.26 11.45 37
Entergy-Koch BBB- 10.11 0.92 2997 15.04
Exelon Corp. BBB+ 15.36 0.97 42.39 38.06
FirstEnergy Corp. BBB- 11.99 0.89 31.84 16.85
FPL Group, Inc. A 11.85 0.89 33 16.56
KeySpan Com. A- 7.66 0.4 13.81 7.11
Kinder Morgan, Inc. BBB 1.59 0.55 17.38 11.34
MDU Resources Group, Inc. A- 3.46 0.28 442 423
Mirant Group B+ 3.7 NA 12.38 7.38
NiSource inc. BBB 7.89 0.31 17.96 5.6
Northeast Utilities BBB 7.4 -0.25 12.57 3
NRG Energy Inc B 2.36 0.11 7.8 376
NStar A- 3.24 0.2 7.65 314
OGE Energy A 6.98 0.17 572 26
Pepco Holdings, Inc. BBB 7.73 0.32 14.22 4.5
Pacific Gas & Electric BBB 1.7 0.92 34.07 £3.02
Pinnacle West Capital Corp. BBB- 2.99 0.18 12.07 4.05
PPL Corp. BBB 6.22 0.69 18.04 12.09
Progress Energy Inc BBB- 10.11 0.7 27.07 1.14
Public Service Enterpris¢ Group, Inc. | BBB 12.43 0.68 29.82 17.43
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‘. : _ Salés Profits Assets Market Value
!Nime. Credit Rating |  ($bily . (8biD) (8bil) ($hil) -
Reliant Energy B 9.73 -0.35 13.54 3.07
SCANA Corp. A- 4,78 0.33 9.32 4.65
Sempra Energy A 11.74 0.92 29.21 12.26
Sierra Pacific Resources B+ 2.96 0.09 8.12 2.6l
Southern Co. A 13.55 1.59 39.88 25.24
TECO Energy, Inc. BB+ 3.01 0.27 7.17 3.55
TXU Corp. BBB- 10.44 1.78 24.91 25.17
Williams Companies, Inc. BB+ 12.58 0.32 33.66 12.36
Wisconsin Energy Corp. A- 3.82 0.31 10.46 4.78
Wisconsin Public Service Resources | no rating 6.96 0.16 5.45 1.99
Xcel Energy inc. BBB 9.63 0.51 21.65 7.49

*credit rating is the "Long Term Issuer Default Rating" from Fitch Ratings

(www fitchratings.com)

**Jist drawn from United States-based generation companies on Forbes list of the top 2000 global firms
{(http:/Awww forbes.comy2006/03/29/06f2k_worlds-largest-public-companies_land.html)
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