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Executive Summary and Overview

It has been over four years since the Virginia General Assembly passed the

Virginia Electric Utility Restructuring Act I ("'the Acf')~ less than four years remain until

the nlid-2007 end of the transition period set forth in the Act. Section 56-596 of the Act

requires the Virginia State Corporation Comillission (""SCC") to report to the

Commission on Electric Utility Restructuring C'CEUR"') and the Governor by September

1 of each year on the status of competition in the Commonwealth, the status of the

development of regional competitive markets and the sec's recommendations to

facilitate effective competition in the Conlmonwealth as soon as practicable. This section

of the statute also requires the sce to report any recommendations of actions to be taken

by the General Assembly, electric utilities, suppliers, generators, distributors, and

regional transmission entities that the sec considers to be in the public interest.

The sec offers this Report pursuant to the requirements of the Act. We also note

that on December 30, 2002, the sec submitted an Addendum to its status report issued

September L 2002, that addressed the Federal Energy Regulatory Commission's

C'FERC") Notice of Proposed Rulemaking C"NOPR") on Standard Market Design

2
(""SMD"). That Addendum, entitled "'Review of FERC's Proposed Standard Market

Design and Potential Risks to Electric Service in Virginia" raised several concerns we

had regarding electric industry restructuring and its likely impact on Virginians. ]n the

December 2002 Addendum, the sec stated:

I Title 56, Chapter 23 of the Code of Virginia.

2 Remedying Undue Discrimination Through Open Access Transmission Service and Standard Electricity
Market Design, Notice of Proposed Rulemaking, 67 Fed. Reg. 55452 (2002) (to be codified at 18 C.F.R.
pt. 35) (proposed July 31,2002).



Only if the Commonwealth reverses the Acfs requirenlent to
unbundle rates and defers the Acfs requirement that Virginia's utilities
join an RTE [regional transmission entity] can Virginia preserve state
jurisdiction. If rates remain unbundled or control of the transmission
system is transferred to an RTE, then Virginia's choice will likely have
been made. It will be difficult -- if not impossible -- to reverse that choice.

In the months SInce the sec issued its December 2002 AddendUlTI to the

September 1, 2002, status report, industry events have not lessened our concerns nor

cause us to alter our recommendation that the General Assembly take action to preserve

Virginia's authority to ensure reliable electric service at just and reasonable rates.

Industry, federal regulatory, and legislative uncertainty continue and Virginia's ability to

ensure control over its restructured electric utility industry cannot be assured.

Consequently, the sec believes that it is in the public interest to suspend portions of the

Act by re-bundling rates and continuing the moratoriunl on the transfer of control of

Virginia's electric transmission systems to federally-regulated regional transmission

entities. We note that such a suspension will leave in place rules, procedures and systems

that enable retail access. The sec recommends suspension only as a means to best

preserve Virginia's jurisdiction and only as long as necessary to provide Virginia policy

makers a reasonably clear view of the likely nature of the transformed industry.

This Report consists of three parts. Part I is a description of evolving regional

retail and wholesale markets prepared by Dr. Kenneth Rose, Senior Fellow, Institute of

Public Utilities at Michigan State University. Part II reports on the status of retail access

and competition in the Comnl0nwealth. Part III presents and discusses recommendations

to facilitate effective competition in Virginia that were raised by stakeholders responding

to an annual sec solicitation of potential recommendations. Part III also contains and
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discusses the sec's recomn1endation that the Virginia General Assembly take action to

preserve Virginia's jurisdiction relating to its electric utility industry by suspending

elements of the Act.

Part ] of this Report contains detailed data and information on restructured

wholesale and retail electricity markets around the United States. The economic health of

these markets is questionable. Three n1ajor generating cOlnpanies have filed for

bankruptcy protection thus far in 2003 and other generation providers face substantial

financial difficulties. The industry credit crunch continues as does fallout from securities

and trading scandals. At the same time that generating companies are facing these

difficult financial conditions, Dr. Rose reports that there continues to be strong evidence

that significant market power is being exercised in all wholesale markets that have been

independently analyzed. The coincidence of these two phenomena -- the alleged exercise

of market power that serves to increase market prices and thus the returns to generators,

coupled with the widespread financial distress in the industry which should be alleviated

by the exercise of market power -- is puzzling. These two coincident results. taken

together, illustrate the difficulty of fashioning electricity markets that ensures both the

provision of safe and reliable service and the vigorous competition needed to forestall

any exercise of market power.

Dr. Rose's Part I also provides extensive descriptions of retail markets on a state­

by-state basis. He reports that 16 states and the District of Columbia continue to allow

retail access. Several states have decided to delay retail access, restrict retail access to

only larger customers or otherwise curtailed their retail access efforts. Of the 17

jurisdictions that allow retail access. there is little, if any, effective retail competition for
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electric service in the residential and small comnlercial nlarket. Although some states

have significant switching for larger customers, except for Texas no state has substantial

state-wide competitive penetration in markets for residential or slTIall conlmercial

accounts. Even here, switching rates average around 1] % and ] 70/0 for residential and

small commercial customers, respectively.

Texas market penetration is explained by requirements that customers not

choosing to take serVIce from a non-affiliated retail electric provider C"REP") were

automatically transferred to their utility's affiliated REP. Smaller customers so

transferred are charged a regulated rate known in Texas as the "·price-to-beat.'· This

regulated rate at one point reflected a 60/0 decrease from pre-restructuring regulated rates.

Importantly, Texas purposely set the price-to-beat with some '''headroom'' allowing non­

affiliated competitors to offer service at prices that both saved customers money and

allowed the non-affiliated REPs to make a profit on the sale. The price-to-beat is

adjusted as energy prices change. The Texas PUC has the tools to ensure that non­

affiliated REPs can continue to serve profitably customers in significant numbers. This

comes. however. at the cost of higher regulated charges if a customer chooses to remain

with an affiliated REP.

Increased switching In Texas has led to claims about the ultinlate test of the

efficacy of the Texas restructuring: customer savings. The picture is quite muddled and

turns on forecasts of what regulated rates would be in the absence of the restructuring. the

years chosen as the basis for comparison and the impact of mandated rate reductions and

changes in regulated fuel charges. It should also be noted that utilities have yet to
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finalize their stranded cost determinations and are required to do so in 2004 through a

market valuation of assets.

Ohio is witnessing substantial retail residential market penetration but only in the

FirstEnergy service territory. This is explained by widespread '''opt-out'' municipal

aggregation. There is Iittle penetration in the service territories of Ohio ~ s other

distribution utilities where prices are lower.

On the basis of the extensive information subnlitted by Dr. Rose in Part I of this

Report the SCC concludes that. while retail access is widely available in nlany

jurisdictions~ vigorous retail competition has yet to develop. This national result, when

combined with results obtained here in the Commonwealth as detailed in Part II of this

Report. leave us with substantial doubt as to the ability of retail electric competition to

provide, at the present time~ lower prices for Virginians than would have been charged

under the traditional regulation of the industry.

The SCC~s concerns are shared by others around the country. For instance~ in

Ohio the Dayton Daily News reported on May 13. 2003 that "some critics urge that Ohio

abandon deregulation as an experiment Ihal isn't working. After two years and four

monlhs, no outside electricity marketers have become competitors as DP&L [Dayton

Power & Light} hoped. This is attributed to DP&L's relatively low rates ... Some critics

complain that electricity deregulation is a failed experiment wilh little chance ofmeeting

the goal of lowering consumer prices." Ellis Jacobs. an attorney for the Community

Action Partnership. said "the Ohio General Assembly should consider abandoning

deregulation. Other states are moving in that direction. Seven states without deregulation

have now put that on the back burner. A number of states that deregulated. Nevada.
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Oklahoma, and Ca/?fvrnia among them, have reversed course." David Hughes. executive

director of Citizen Power. a regional utility watchdog organization. also believes "The

[Ohio} General Assembly should reinstitute regula/ion (~releclric generation prices and

supply he/()re the MDP ends. PUCO keeps glazing over the real story li'hich is that there

is virtually no competition in the electricity generation market."

New Jersey Citizen Action. a consumer advocacy group. states "We don't ....ee

competition on the horizon and .Ii-om the beginning citizens have said we don't want

deregulation/or the sake o.lderegulation. It's the worst ofboth ll'orlds. we'll have higher

rates and unregulated monopolies." On July 23.2003. Electric Power Alert reported that

"They point to a recent decision by slate utility regulators to increase rales/or the Slate's

largest utility - with other utilities soon to follow - along with an end 10 price controls in

AugusIllnder the Slate's deregulation lal1', as the reason consumers will see electric rates

increase hy 15 percent."

The Ashbury Park Press reported on June 26. 2003. that in New Jersey. "There

still are practically no alternative electricity suppliers looking to pick up residential

customers. BUI regulators and advocates hope that a growing market o.fsuppliers vying

for the state's largest electricity consumers - industrial. commercial and institutional

users - will eventually trickle down so homeowners can find good deals." Effective

August 1. 2003, under a progran1 adopted by the New Jersey Board of Public Utilities~

large electricity users wilJ be subject to electricity prices that change hourly and are

influenced by market fluctuations. Hal Bozarth. Executive Director of the Chemistry

Council of New Jersey, states "Come August 1. the world 05: lve kne111 it under the

(electric) monopolies is over. and there will be rate shock (~lsigntficanl proportion."
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As rate caps expire in Maryland. market observers warn that residents should

expect to begin paying more for electricity. Mark Travieso, a state advocate for

residential utility customers, said "that consumers cannot expect to see a true competitive

market that makes it worthwhile to .Hvitcll ener!-.'y providers."

Electric Power Alert reported on June 11. 2003, that "The Connecticut legislature

voted to permit consumer rates to increase and fees to he collected for utilities

administering billions o.ldollars in energy contracts - in 11 move to keep the lights on and

the possibility ql retail elee/ridt}' competition open in the future despite disappointing

results thus far. The transition period for restructuring the state's n1arket is set to end

·with contracts and price caps expiring in December. Lawmakers devised a plan to strike

a balance bernJeen the cost increases and reliability, because competition just hasn't

occurred. The legislation increases the amount ratepayers will pay byfour to six percent

- on top of an eight percent increase incurred from New England's standard market

design charges - and ensures reliability through creating a system ofprocurement fees

that allows the default server, Connecticut Light & Power, to charge customers for its

management ofcontract bidding. "

Part II of the Report focuses on activities in Virginia related to retail access and

resulting competition in the electricity market over the past year. It also reviews the

sec's efforts to develop a proper infrastructure to accommodate competition and to

prepare Virginians for consumer choice for generation, as directed by the Act.

During the past year the SCC has continued to implement the Restructuring Act.

At the present time. about 2.9 million electricity customers in Virginia have the right to

choose an alternative supplier of electricity. By January 1~ 2004, when an additional
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168,500 customers will gain the right to choose, nearly all of the customers of Virginia's

investor-owned utilities and electric cooperatives will have the right to switch to a

competitive supplier. The exception is the approximately 29,400 custonlers in the

southwestern part of the Commonwealth exempted fronl the Act by legislation enacted by

the General Assenlbly in 2003 and approximately 7,000 customers served by Powell

Valley Electric Cooperative.

As we reported last year, the right to choose has not yet evolved into the ability to

choose. While it is clear that the SCC, the utilities and the various stakeholders have

effectively enabled almost universal retail access in Virginia, there is little competitive

activity in the Commonwealth. We understand that many suppliers still perceive little

economic incentive to enter the Virginia retail market. No competitive service provider

is offering energy priced so that switching customers may save money. Currently, one

supplier continues to serve about 2,300 residential customers and 22 small commercial

customers in northern Virginia with an environmentally-friendly "green" power offer.

This service is more expensive than Dominion Virginia Power's price-to-compare.

Again, as detailed in Part I, this lack of activity is not unique to the Commonwealth; in

other states currently offering retail access, few customers have the option to purchase

power at a price lower than their incumbenfs price to compare.

Over the past twelve months, the sec, aided by the incumbent utilities and

interested stakeholders, continued to make strides in preparing the Commonwealth for the

arrival of competition for the generation component of electric service. Various work

groups coordinated by the Staff have been assisting the SCC to provide the foundation for

retail access by examining nlany issues. including competitive metering, supplier billing,
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default service, energy infrastructure, stranded costs, and regional transnlission

organizations C"RTO'"). The sec appreciates the tinle and effort of the respondents that

have participated with these work groups.

The sec has issued orders during the past year relating to issues such as

competitive nletering, supplier billing, nlarket price/wires charge determination, regional

transmission organizations, and several access progranls within electric cooperative

territories. In addition to the September I reports on the status of competition and the

December 2002 Addendum, the see has issued reports addressing energy infrastructure

information and stranded costs. Slow development of competitive activity and statewide

budget constraints have caused the sec to suspend its consumer education efforts for the

present.

Part III of the Report consists of two sections. The first section includes a

discussion of recommendations advanced by various stakeholders as means of facil itating

effective competition in the Commonwealth as soon as practicable. The second section

of Part III discusses the sec's recommendation that a suspension of the Act is in the

public interest because delaying implementation of the Act is a prerequisite to the

preservation of Virginia's jurisdiction.

To assist development of a comprehensive list of recommendations to foster

effective competition, the Staff sent a letter to over 70 interested stakeholders seeking

their suggestions. In a letter dated April 16, 2003, Staff posed eight questions designed to

stimulate respondents' thoughts on specific restructuring issues. Although the Staff s

nlailing list targeted stakeholders thought most affected by electric restructuring issues,

responses were received from just twelve stakeholders. In a similar survey conducted in

IX



2002. the see received sixteen responses. The twelve 2003 responses are included as

Appendix III-A to this Report.

Generally. most of the comnlents received are sinlilar to those expressed in last

year's report and reiterated during the past year via various forums such as work group

discussions. Respondents' reconlmendations, while discussed in detail in Part IlL do not

provide new ideas~ the recomnlendations presented have already been considered by the

sec and the CEUR. Many of the twelve respondents continue to believe that the major

obstacles to effective competition in Virginia include:

• The existence of low, capped rates of the incumbent utilities,
• The existence and method of determining wires charges.
• The recovery of yet-to-be-quantified stranded costs.
• The lack of a functional RTO. and
• The lack of effective customer demand response programs.

sec Recommendation

Section 56-596 of the Act requires the sce to report its recommendations to

facilitate effective competition in the Commonwealth as soon as practicable, which shall

include any recommendations of actions to be taken by the General Assembly, the sec,

electric utilities. suppliers, generators. distributors, and regional transmission entities it

considers to be in the public interest. This year, the SCC has one recommendation, and it

is not new.

Our concerns with the bedrock issues of electric service adequacy and electric

service prices likely to be available to Virginians prompted the sec to issue its

December 2002 Addendum. In the December 2002 Addendum, we described the many

serious problems likely to result [rOin implementation of the FERC's proposed rules on

Standard Market Design. These problems include the elimination of native load
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preferences, the questionable ability of FERC to oversee market monitoring efforts, the

potential exercise of market power by wholesale suppliers, increased costs, resulting from

the use of locational market pricing in transmission-constrained areas, and regional

resource adequacy requirements.

We were and continue to be particularly troubled by the potential loss of the

ability of Virginia's electric utilities to provide priority transn1ission service to Virginia

customers under a FERC designed and regulated wholesale power market platform.

FERC believes that long-standing practices whereby local utilities favor local customers

constitutes undue discrimination. Currently in Virginia~ "'native load" has priority. This

means that if a Virginia electric utility has sufficient generation and transmission to serve

its control area or native load customers (including certain wholesale customers such as

cooperatives and municipals), the utility may use excess transmission capacity to

facilitate other transactions. However~ service to native load customers in its control area

will be the priority in the event that service interruptions are required to maintain system

integrity. Under the current system, wholesale transactions --- serving non-Virginia loads

--- are curtailed first because native load customers have paid for that utility's

transmission system in retail rates over time. Virginians are protected to a great extent.

In response to criticism levied by Virginia and other jurisdictions, on April 28,

2003, the FERC issued a ·'White Paper" entitled "Wholesale Market Platform." The

FERC White Paper has been carefully studied by the sec. In our opinion. the FERC

White Paper neither clarifies nor alleviates our concerns with the SMD NOPR.

As outlined in this Report, the problen1s that are impeding the development of

retail competition in Virginia and other regional markets continue unabated. Events in
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2003 deepen our concern that problems are beconling increasingly complex and their

inlplications irreversible. We face the likelihood that staying on the current path may

cause such distress that the development of an effective competitive market at a future

date will be foreclosed.

The continued lack of current and expected market activity leads directly to our

recommendation that the Act be suspended in order to preserve Virginia~s authority. It is

in the public interest to avoid ceding jurisdiction over transnlission, generation, reliability

and. ultimately. the cost of power. to federal regulators and regional entities. The

likelihood that increased prices may be required to foster competition and uncertainty

regarding Federal direction with regard to RTOs poses additional uncertainty as to what

will occur when capped rates end on July 1, 2007.

For these reasons, we renew our reconlmendation that the General Assembly

suspend the Act. Suspension of the Act would require rebundling the components of

retail electricity rates and continuing a moratorium on transfers of control over

transmission assets to RTOs. However, the General Assembly could allow other aspects

of the Act to continue to evolve while these two elements of the Act are temporarily

suspended.

Pausing in the implementation of the Act is the best course if we are to preserve

Virginia's ability to protect its citizens from the problems that are likely to result from the

ceding of regulatory authority to FERC and regional transmission entities. The potential

costs of adhering to a perceived schedule for the sake of implementing change outweigh

the risks of delay. It is possible that any future benefit of retail access could be affected

by a delay of retail access. However, we currently have the basic rules, systems, and
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procedures in place to harmonize retail access. If Virginia delays full inlplementation

now and retail access proves successful elsewhere, we will be in position to implement

retail choice quickly and effectively. This ability to respond quickly should nlinimize

any loss to Virginians with a delay at this time.

In summary, the status of competition is not encouraging. There has been little

change in market conditions around the country or in Virginia since we submitted the

December 2002 Addendum. Though there are isolated instances in other jurisdictions of

competitive activity among larger commercial and industrial customers. retail choice is

not yet providing meaningful benefits or yielding sustained savings anywhere in the

country. Even more distressing than the absence of sought-after competitive activity is

the likelihood that the implications of the SMD NOPR will be detrimental to Virginia's

electricity consumers.
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A Note on the Northeast Blackout of 2003

If history is any guide, the Northeast Blackout of 2003 will be a watershed event

in the evolution of the North American electric utility industry. As this Report is

prepared, certain aspects relating to the proximate cause of the blackout are known~ the

root causes and long-term policy inlplications have yet to be deternlined. This has not

deterred many restructuring debate partisans from drawing conclusions about the event's

deeper meaning. At this juncture it is clear that a full and thorough investigation is

required. Also. logic and prudence dictate that before one nlakes any conclusions about

what is happening in real time. one should at least have a full understanding about past

related events. What follows is a brief history of the 1965 Northeast Blackout and the

ConEdison Blackout of 1977 and explanation of how that history relates to the current

state of the industry.

Prior to the 1965 Northeast Blackout, the real cost of electric power had

continually declined for about four decades. This trend was aided by the regulatory

regime of price and entry regulation, technological improvements and the continued

capture of scale economies. The capture of these scale economies was aided, in large

part, by steadily expanding system integration. Just as individual power systems benefit

from tying increasing loads to ever expanding power generation, the power systems

themselves eventually interconnected with their surrounding neighbors. This allowed for

integrated planning and operations on a multi-system basis through various types of

power pooling arrangements and operating agreements.

By November of 1965 the U.S. electric utility industry had reached its apogee ---­

things were going very well. The industry, by pursuing a strategy of growth and inter-
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systenl coordination subject to rate of return regulation, compiled an amazIng set of

statistics: Consulllptioll of power leaped ahead at a 120/0 annual rate from 1900 to 1920~

from 1920 to 1965, it grew at about 7% per year. I Such rapid rates of electricity

consul11ption exceeded the growth rate for all energy sources together by a factor of 4 to 5

tinles. As consumption increased. the price of power declined: in 1965 cents, power used

by residential customers dropped from about 90 cents per kWh in 1892 to a little more

than 2 cents in 1965.2

As would soon be evident the benefits of regional integration of power systems

came at a cost. At 5: 16: II P.M. EST on the moonlit evening of November 9, 1965. a

protective relay at the Sir Adam Beck Station of the Hydro-Electric Power Commission

of Ontario caused a circuit breaker to operate. opening (discOlmecting) one of five

transmission circuits carrying power north toward Toronto. There was no electrical fault~

the relay had been set in 1963 at a level too low to carry the load it needed to carry in

1965. The breaker operation quickly overloaded the remaining four 230 kV transmission

lines running from Beck Station. Those lines opened. triggering an electrical disturbance

that would, within four seconds, ~'island" four large sections of what was then known as

the Canada-United States Eastern Interconnection. Eventually, the blackout affected 30

million people over an 80.000 square mile territory in about 20 major utility control

areas. Some utilities, with linlited "blackstarf' capabilities and damaged equipment.

needed more than 13 hours to restore service. Clearly. interconnection of systenls had

allowed the Beck disturbance to spread from one utility control area to another.

I See Richard F. Hirsh, The Electric Utility Industry in 1965: At the Pinnacle of Success before the
Blackout. Available at http://blackOU1.l.'.:lllu.edu/archiveiessavs/hirsh I999.html

2 See Richard F. Hirsh, The Electric Utility Industry in 1965: At the Pinnacle of Success before the
Blackout. Available at http://blackollLglllu.edu/archive/essavs/hirsh I999.htl11 1
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The 1965 Northeast blackout was watershed event for the industry. By 1967, the

Federal Power Commission produced a voluminous Report to the President entitled

'''Prevention of Power Failures".3 The 12 recommendations called for greater

coordination among interconnected power systems, including but not limited to, ""early

action ... to strengthen transmission systems serving the Northeast" and ....to the extent

they do not now [1967] exist, strong regional organizations be established throughout the

nation, for coordinating the planning, construction, operation and maintenance of

individual bulk power supply system".4 The end result of this was the formation of the

North American Electric Reliability Council C'NERC"), the various regional reliability

councils and the formation of the New York ('''NYPOOL'') and New England

C"NEPOOL") power pools. It should be noted that utilities in Pennsylvania, New Jersey

and Maryland recognized the economic and operational benefits of interconnection long

ago. PJM was formed in 1927 and operated as an integrated system until its recent

transformation into an RTO enabling the transition to restructured electricity markets in

its control area in the late 1990's.

Twelve years after the Northeast blackout, on the hot and muggy evening of July

13. 1977, a series of thunderstorms led to the eventual collapse of the Con Edison system

serving metropolitan New York City. The differences between the 1977 blackout and the

3 See U.S. Federal Power Commission. July 1967a. Prevention of Power Failures. Vol. l--Report of the
Commission. Washington, DC: U.S. Government Printing Office.
U.S. Federal Power Commission. June 1967b. Prevention of Power Failures. Vol. ll--Advisory Committee
Report: Reliability of Electric Bulk Power Supply. Washington, DC: U.S. Government Printing Office.
U.S. Federal Power Commission. June 1967c. Prevention of Power Failures. Vol. ll--Studies of the Task
Groups on the Northeast Power Interruption. Washington, DC: U.S. Government Printing Office.
Available at http://blackout.gmu.edu/archive/a1965.html

4 See U.S. Federal Power Commission. July 1967a. Prevention of Power Failures. Vol. I--Report of the
Commission. Washington, DC: U.S. Government Printing Office, page 4.
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1965 disturbance described above are many.5 The 1965 Northeast blackout affected a

much larger area and was caused by a much more benign condition --- exceeding the

Beck station relay setting that had been set in 1963. In 1977. a n10derately loaded ConEd

system sustained several lighting strikes that tripped generation and disabled

interconnections with a neighboring utility. These events overloaded remammg ties

before in-city load could be shed or generation increased. The ConEd system became

completely separated from its neighbors and collapsed.

Perhaps partially in response to the belief that actions taken after 1965 would

prevent such a blackout and perhaps because of large scale rioting in New York City, the

investigations into the 1977 event appear to have taken a different tone compared to that

of the 1965 investigations. ConEdison was determined to have committed "'operator

error".6 Like 1965, there were recommendations that called for greater ties to and

coordination with neighboring electric utilities. There were also recommendations that

applied specifically to ConEdison operating and control procedures. For example. at the

hour of the 1977 blackout, ConEd was importing a historically large proportion of its

electricity requirements due to economic circumstances brought on by the end of cheap

oil following the oil embargo of 1973-1974. As a result of the 1977 event, operational

changes were recommended to commence with the approach of thunderstorms. Such a

5 May include a discussion about how new post oil embargo dispatch economics causes heavy power flows
into Con Ed that evening. Oral history suggests that control room technologies and personnel were not
equipped to manage the power system given these new economy based power flows. This is still an issue
today as FERC is currently working a NYISO matter regarding how the extra costs associated with
""thunderstorm alerts" in NYC will be allocated among LSEs serving customers in the Con Ed CA.

6 U.S. Department of Energy. federal Energy Regulatory Commission. June 1978. "The Con Edison Power
Failure of July 13 and 14, 1977." Washington, DC: U.S. Government Printing Office. (Document 2 of 4.)
Chapter VII, Conclusions and Recommendations. Available at:
http://blackout.gmu.edu/archive/pd£'usdept051_1 OO.pdf
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protocol, which exists to this day, unloads tie-lines with neighboring systems by

increasing in-city generation even though imported power would be cheaper.

What can we learn from this brief history and what are the implications of this

history as they relate to the 2003 Blackout? Even though this is written before the likely

massive inquiries are complete, certain questions --- not answers --- are apparent. Before

stating those questions one thing is very clear. The events of Thursday afternoon, August

14, 2003 resemble some key aspects of both the 1965 and the 1977 events, even though

those two prior blackouts were very different.

Both the 1977 blackout and the 2003 event occurred on the afternoon of a hot and

humid summer day. Such conditions cause higher electrical loads and also reduce the

capacity of the system to deal with such loads. Electrical systems can carry more load in

cooler weather --- other things being equal. The 1965 blackout occurred in November in

mild weather with relatively light system loads. But, the 1977 blackout was contained to

the Con Edison system serving metropolitan New York. There was no cascading of the

1977 event throughout the Eastern United States and Canada.

The 2003 event, like the 1965 event, was a cascading blackout. This major

common characteristic is very unsettling, to say the least. Given this crucial similarity, it

appears that the 2003 event may have been more like the 1965 blackout. Thus, while

steps taken between 1965 and 1977 appeared to have prevented a cascading blackout in

1977, the real question that must be answered is whether policies and industry changes

that have been put into effect or occurred since 1977 have returned the Eastern United

States and Canada to pre-1965 levels of system reliability. Also, since there were no

notable major blackouts in the Northeast for many years after 1977, one should logically
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focus inquiry on the recent major changes experienced by the electric industry in the

Northeast.

After both the 1965 and 1977 blackouts numerous and extensive investigations

where undertaken that provided many answers to key questions raised by those two

events. Answers were eventually produced and procedural changes were implemented

that endure to the present day.

In simplest of terms the SCC notes that cascading electrical failures were

impossible in the industry~s earliest days because systems were not interconnected. As

time progressed utilities began to take advantage of interconnection at the margin.

Utilities realized that interconnection with a neighboring utility system could decrease

costs and increase each system~s individual reliability or at least a modeled calculation of

that reliability. With the Northeast Blackout of 1965 it became apparent to many that

interconnection also had reliability risks. Note that even the then existing relatively

weaker ties built to deliver the benefits of integration at the margin allowed for a

cascading failure to impact multiple systems. As a result of the 1965 event, actions were

taken to enhance inter-utility coordination and nlinimize reliability risks. By 1977~ these

actions may have prevented the ConEdison Blackout of 1977 from spreading to other

systems.

The objective of the restructuring of the industry over the last 10 years has been to

improve the performance of the electric system by separating production (generation)

from transport (transmission). Proponents believe that generation can be made to be

competitive and, as a result. prohibitions against entry into the generation sector have

been removed. There is also a belief that the existing transmission system has been and
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continues to be run in an inefficient manner. Restructuring proponents claim that utility

reliance on local. affiliated generation is discrinlinatory and inefficient even though this

operating strategy has reliability implications as such practices serve to unload the ties

between systems. This reliance on local sources served to reduce the need to transnlit

power over long distances and instead required that utilities provide preference to

transmission service needed to serve native load customers from local generating stations.

Transmission among utility systems over long distances was put in second place behind

transmission service for native load customers.

The FERC's current vision of a restructured wholesale electricity market implies

an operating mode that seeks to minimize electricity costs over vast interconnected

regions requiring more power flows than the current bulk transmission system was

designed to handle. In contrast to the industry' s historical integration at the margin. the

FERC's vision is one of complete system integration. This means that electrical ties

between and among regions will be more heavily loaded than in the past. Indeed, since

ties are nlore likely to be loaded under a variety of operating conditions, heavily loaded

ties may possibly have played a part in the 2003 event.

In response to the 2003 Blackout, there have been increased calls for greater

investment in the bulk transmission system. Interconnection at the margin has benefits

and it has costs. The amount of transmission plant and the kind of interconnection

required to fully and reliably integrate large parts of the North American electric system

has a different set of costs and benefits. This level of integration requires a bulk

transmission system that is often characterized as being analogous to this nation's

interstate highway system. It is nearly ubiquitous and very expensive. The key question
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is whether the costs and risks of constructing and operating such infrastructure will

produce benefits in the form of operating economies sufficient to cover the costs of

network development. This question should be fully evaluated as part of a reasoned

response to the events on August 2003.
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EXECUTIVE SUMMARY

Overall, the electric supply industry's struggles continue for a third year. The
string of events began with the price run-ups in California and the West in 2000 and
2001, continued with Enron's disclosures and collapse in late 2001, was followed by
disclosures of accounting improprieties and data misreporting, and has continued with
the "credit crunch" the industry still faces. As if this was not enough to contend with, as
this report was being finalized, the most widespread electrical blackout in North
American history occurred. While the cause has not been determined at this time, it has
already sparked a debate about possible causes and solutions and has renewed
interest in federal energy legislation that was already under consideration by the U.S.
Congress.

Retail Markets
The number of states that allow retail access remained at 16 states and the

District of Columbia. New Mexico, Oklahoma, and West Virginia continue to postpone
retail access at this time. Arkansas repealed its restructuring law this year. Nevada
and Oregon allow retail access for large customers only and California, which of course
allowed retail access at one time, suspended its program in September of 2001 and
may also repeal its law.

Many retail markets remain relatively inactive, particularly for smaller residential
customers. However, overall market activity for larger customers in some states is
relatively stronger. The following summerize retail market activities in eleven
jurisdictions.

Nearly all the customer switching to alternative suppliers in Maryland has been
in Potomac Electric Power's service area. Almost 16 percent of the residential
customers and over 21 percent of the nonresidential customers are enrolled with an
alternative supplier in Potomac Electric's service area. There are no reported residential
customers enrolled with an alternative supplier in any of the other service areas and
only a very small percentage of the nonresidential customers have switched in two
areas-neither exceeding two percent. Statewide, about four percent of all customers
have chosen an electric supplier, less than four percent of all residential customers and
about five percent of the nonresidential customers.

The District of Columbia is also served by Potomac Electric Power and has had
similar, although lower, percentages of customer switching as in Potomac Electric's
area in Maryland, at 11.4 percent residential, 16.5 percent non-residential, and 12
percent total for the District as a whole.

New Jersey conducted its second Internet auction to determine Basic
Generation Service (BGS) for the state's distribution companies in February 2003. The
auctions determined BGS supply for the period from August 1, 2003 through May 31,
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2004. Beginning August 1, 2003, the auction-determined generation prices translated
directly to the rates customers pay, when the rate caps and the discounts ended. The
post-transition rates for aU distribution territories in the state increased, largely due to
deferred costs that the distribution companies could not recover during the transition
period, but is now recovering from customers through the post-transition rates. New
Jersey had some switching activity early in the state's retail access program, but
customer switching across the state and across customer classes dropped to fractions
of a percent and remained there as recently as the summer of this year. However,
preHm,nary reports indicate that almost 60 percent of the largest customers in the state
have switched to a\ternative suppliers. This is likely the result of these larger customers
now having their prices based on PJM's hourly prices, unless they make provisions with
a supplier of their choice, since the post-transition period began on August 1.

Pennsylvania had, at one time, the most active retail access program in the
country. This changed dramatically by mid-2001, when many competitive suppliers
reduced their offer\ngs to customers or left the market entirely. As of May 2003, the
entlre state had only one competitive offer below the price-to-compare being made to
residentia' customers. Residential SWitching continues to decline or remain fiat, with aU
but Duquesne Ught now below (in most cases, well below) ten percent of customers
with an alternative supplier. 'n all areas, commercial customer switching is below 20
percent, however, Duquesne Light and PEeO Energy have seen a recent modest
increase in the percentage of customers switching. For industrial customers, aU areas
are well below ten percent, except Duquesne Light, which is at about 35 percent of the
customers with an alternative supplier.

'n Maine, the Commission has completed three sets of competitive bids and
has a fourth underway to determine standard offer service providers and prices. While,
as the Commission noted, the first two bidding experiences met with "mixed results,"
currently an standard offer service prices for aU customers classes for the three principle
T&D utmties in the state have been procured through the competitive bidding process.

There has been no switching to competitive providers by residential and small
commercia' customers in Bangor Hydro-Electric Co.'s (BHE) area and large customer
switching has dropped to below 40 percent (after reaching well over 80 percent in
2002). Atthough Central Maine Power Co. (CMP) had no switching to competitive
providers by residential and small commercial customers, large customer switching was
near\y 80 percent in June of 2003. Maine Public Service CO.'s (MPS) current standard
offer price for residential and small commercial customers has increased by 35 percent
between early 2001 and when the price went into effect in March of 2003. Commercial
and industria' standard offer prices have increased 37 percent and 56 percent,
respective'y. This may explain, at least in part, why most commercial customers (68
percent of the load) and nearly aU the industrial customers (between 97 percent and 100
percent of the load since early 2002) in MPS are now served by competitive providers
and are not on the standard offer price. About two-thirds of the residential and small
commercia' load remains on standard offer service. (Last year, the total number of
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customers served by MPS was reported at 35,467 residential, 193 medium, and sixteen
large customers. MPS is in northern Maine and not part of the ISO New England
control area and does not have the same access to suppliers that other parts of the
state have.)

The standard offer price has also increased for residential and small commercial
customers since 2000 for two other distribution areas, increasing 22 percent in SHE's
area and by 21 percent for customers in CMP's area.

While there has been an increase in residential customer activity since last year
in Massachusetts, statewide, it is still less than three percent of the customers that
have switched to a competitive supplier. The larger customer categories continue to
show considerably more activity, however, there has been a marked decrease since the
fall of 2002, especially for the large commercial and industrial customer group, which
has fallen below 20 percent. Small and medium commercial and industrial customer"
groups also declined, both to less than ten percent of customers in each category.

For all customer groups, the most active customer switching, or "migration," in
New York State is in the Orange and Rockland Utilities and Rochester Gas and Electric
service areas. Most of this activity is concentrated among non-residential customers.
This pattern of activity holds for both 2002 and 2003. With a few exceptions, most areas
had modest gains in the percent of customers switching to alternatives in 2003
compared to 2002. Statewide, for all customer categories, customer migration was 5.3
percent for the state.

Illinois retail access for residential customers began on May 1, 2002. Also in
May of 2002, the Illinois legislature extended the current freeze on electricity rates until
2007. At this time, there are no residential customers that have switched to an
alternative supplier in the state. Also, several distribution companies are reporting no
activity in their areas for all customer categories, including, AmerenCILCO Co.,
AmerenUE Co., Interstate Power and Light Co., and MidAmerican Energy Co. Three
companies, AmerenCIPS Co., Commonwealth Edison Co., and Illinois Power Co., have
had some customer switching to an alternative "Delivery Service," primarily among
larger customers. However, statewide, nearly half of these Delivery Service Customers
chose the Power Purchase Option, an unbundled, market-based generation option that
non-residential customers subject to transition charges must be offered and is supplied
by the incumbent utility.

Michigan started retail access in January 2002. While there is little activity
among residential customers, there has been some activity with larger customer groups,
particularly with industrial customers in Consumers Energy's territory and with
commercial customers in Detroit Edison's territory.
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According to the Ohio Commission, as of December 2002 a total of 756,411
residential customers and 848,702 customers of all classes had switched to an
alternative electric supplier in Ohio. Cleveland Electric Illuminating Company had the
highest percentage of all customers switching to alternatives of Ohio electric distribution
companies and for all customer classes except industrial. SWitching of its residential,
commercial, and for total customers were all about 60 percent for each category. Ohio
Edison had the highest percentage of industrial customers at over 30 percent. Toledo
Edison also had relatively high percentage of customers switching, with residential,
commercial, and total customer categories at about 40 percent and industrial customers
at 20 percent switching to alternative suppliers. These three companies are part of
FirstEnergy Corporation serving northern Ohio and had the highest regulated rates
among investor-owned utilities prior to restructuring and, consequently, have higher
prices-to-compare than other utilities in the state. For the other five distribution
companies, no category exceeded five percent customer switching. Columbus Southern
Power, Dayton Power and Light, Monongahela Power, and Ohio Power Company
reported no residential customers had chosen an alternative supplier. Cincinnati Gas
and Electric had less than three percent residential customer switching.

Ohio continues to have the highest residential switching in the country. However,
as of December 2002, the state's aggregation program accounts for over 93 percent of
residential, over 88 percent of the commercial and over 19 percent of the industrial
customer switching in Ohio and over 92 percent of all customer switching in the state.

At this time there is only one competitive offer being made to residential
customers in one distribution company's territory, Cincinnati Gas and Electric-from
Dominion Retail, Inc. No other offers are currently being made to residential customers
in any other part of the state. The total number of residential offers has decreased from
eight in January 2001, to three in May 2002, to the one currentJy being made (July
2003).

Due to the apparent early success of its retail markets, Texas has attracted a
great deal of attention across the country. Since its beginning in January of 2002, the
Texas retail market has been one of the more active in terms of offers to residential
customers and savings opportunities. In June 2003, residential customers had between
four and nine competitive providers offering between four to eleven competitive offers
(this count does not include the affiliated REP standard service at the "price-to-beat"
rate). All five areas had at least three offers below the price-to-beat rate, two areas had
six offers, and one area had seven offers below the price-to-beat. As measured by the
lowest offer, residential customers had an opportunity to save between eight percent
and 24 percent off the price-to-beat rate. All service areas, except that of WTU/AEP
Texas North, had three renewable, or "green/' offers (all the green offers were from the
same power provider).

A{;cording to the Texas commission, commercIal and industrial customers also
appear to have a large variety of offers from which to choose. They report that there
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were, as of September 2002, approximately 19 REPs serving commercial and industrial
customers in all service territories open to competition.

Almost eight percent of all residential customers were served by a non-affiliated
REP by December 2002. Both Oncor (TXU) and CenterPoint (Houston area, formerly
Reliant Energy HL&P) service areas had over ten percent of residential customers
being served by non-affiliated REPs in June of 2003. CPL (AEP Texas Central) had the
highest percentage of secondary voltage customers (primarily smaller commercial and
industrial customers, most of which are eligible for the price-to-beat) receiving power
from competitive REPs. Over eleven percent of all customers in this category were with
a competitive REP in December 2002.

The Commission also notes that although less than ten percent of all secondary
voltage customers (68,133 customers) have switched, as reported for September 2002,
the customers who have switched are among the largest customers in this customer
class since about 25 percent of the MWh (about 1.8 million MWh) used by secondary
voltage level customers were supplied by nonaffiliated REPs. Over 18 percent of
commercial and industrial customers taking service at primary or transmission voltage
levels (larger commercial and industrial customers, many of which are not-eligible for
the price-to-beat) were receiving service from a non-affiliated REP in December 2002.
In September, approximately 50 percent of the MWhs (1.7 million MWh) used by these
customers were served by REPs not affiliated with the IOU in the customer's area.

The Commission reported that as of the end of September 2002, 400,837
individual customer premises were being served by a REP other than the incumbent
affiliated REP in their service area. This was approximately 6.8 percent of all customers
in areas of the state open to retail access. Of these premises, the Commission reported
that 319.297 (80%) are residential customers, 71,691 (18%) are commercial and/or
industrial customers that take service at the secondary voltage level (predominately ­
smaller commercial customers eligible for the price-to-beat), and 1,322 (less than 1%)
are larger commercial and industrial customers taking service at the primary and
transmission voltage level and the remaining are lighting accounts.

Customers without a price-to-beat available from the affiliated REP, are
essentially in the market and were encouraged to choose to purchase power from the
affiliated REP or a competitive REP. As seen nationally, because these customers use
large amounts of power and have a strong incentive to consider alternatives, they are
usually the most active shopping group and are usually the more sought after
customers by retail suppliers. In addition, the Texas Commission required affiliated
REPs to give the non-price-to-beat customers advance notice of the rate they would be
charged on January 1, 2002, if they did not negotiate other arrangements with the
affiliated REP or switch to a competitive REP. The Commission reports that the default
offers of the affiliated REP were generally either a very high fixed price offer or a
passtnrougn of marKet pnces, both of which may be considered risky options for most
retail customers. This likely provided added incentive for these customers to shop for
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the best available price, since the default offers may lead to rates higher than those in
effect before retail access began. As of December 2002, approximately eight percent of
non-price-to-beat customers remained on this default pricing offer, or approximately 92
percent of these customers negotiated a competitive contract with either the affiliated
REP or a non-affiliated REP.

The Commission calculates the total annual savings for residential customers at
approximately $900 million in 2002 as compared to what they paid in 2001. This
residential customers' savings is based on the price-to-beat rates in effect on January 1,
2002, when the savings ranged from eight percent to 18 percent compared to the rates
in effect on December 31,2001. The Commission also calculates that approximately
$225 million of this reduction is related to the statutorily mandated six percent reduction
in rates and $675 million of this reduction is attributable to reductions in fuel costs and
the expiration of fuel surcharges. These two factors alone, therefore, account for all the
$900 million savings.

Residential customers had savings opportunities in all areas open to retail access
that ranged between eight percent and 24 percent in June 2003. If the price-to-beat
rate increases from the beginning of competition on January 1, 2002 through June 2003
are compared with the percentage savings of the lowest-priced offers to residential
customers by area, no offer would have offset the increase over that period. Thus, a
similar calculation of rate impact for that period would show that customers had paid
more since competition began. It is likely, however, that rates would have gone up
under regulation as well, due to likely fuel cost adjustments. Therefore, it is uncertain
what price impact retail access has had on customers versus what would have occurred
with continued regulation.

Wholesale Markets
As noted, the disturbing industry news has resulted in a continuation of declining

credit ratings and falling share prices for many energy companies. This "credit crunch"
has impacted the ability of suppliers to raise capital and forced companies to cut back
on their energy trading operations and plant investments. Standard & Poor's (S&P)
noted that "familiar themes continue to dominate the bleak credit picture" for the
industry. S&P cites four factors contributing to this trend: (1) accounting practices and
disclosure, (2) the plethora of federal and state investigations, (3) failing confidence in
future financial performance, and (4) investments outside the traditional regulated utility
business, principally merchant generation facilities and related energy marketing and
trading activities. As a result, the ratings trend for the investor-owned utility industry
(which include electric, gas, pipeline, and water companies) is continuing on a negative
slope, which began in early 2000, and actually accelerated in the first quarter of 2003,
according to S&P. They noted that there were "an unprecedented 50 downgrades
among holding companies and operating subsidiaries, compared with just three
upgrades during the first three months of 2003." S&P also indicates that it expects the
negative credit momentum to continue in 2003, although they expect the pace of
negative ratings to moderate.
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Three major energy producers have filed for bankruptcy protection in 2003, Xcel
Energy Inc.'s NRG Energy, PG&E Corp.'s National Energy Group, and Mirant Americas
Generation LLC, which includes nearly all of Mirant's wholly owned subsidiaries in the
U.S. Other companies, including Dynegy Inc, have announced capital restructuring
plans to allow time to improve their financial conditions. Both NRG Energy and Mirant
have contract commitments with distribution companies that may significantly affect
retail customer supply and prices.

The continuing credit crunch combined with the economic slowdown, has led to a
cut back in investment in future generating capacity. The recent cutbacks followed a
period of several years of the largest capacity expansion in the industry in over half a
century. In 2002,57,200 MW of gas-fired capacity was added with more than 50,000
MWexpected again for 2003. This followed the 1999 through 2001 period when a total
of 77,700 MW was added. This compares with the period 1986 through 1998 when a
total of 53,900 MW of gas-fired capacity was added for the entire period. Coal capacity
additions, in contrast, is expected to be only 12,800 MW between 2000 to 2009. No
new plants entered construction during the first quarter of 2003.

There is a very close correlation between the spot market prices of electricity and
natural gas prices. Since natural gas is the marginal fuel in most of the country and
also because it is common practice to index power transactions to a natural gas price
index. Power markets around the country, including PJM, New England, New York,
Midwest, Texas, and Western markets, were significantly impacted in early 2003 from
the spike in natural gas prices. If natural gas prices continue to remain at current levels
or surge higher, this will almost certainly have a significant impact on power prices
across the country.

In general, there continues to be strong evidence that significant market power is
being exercised in wholesale markets that have been independently examined. The
following summerize regional wholesale market events.

The principal wholesale market facilitator in the mid-Atlantic region, PJM
Interconnection, is arguably the most developed in terms of number of market products
developed and offered to participants and trading activity in these markets. Earlier
analyses of overall market performance showed evidence of significant market power,
particularly during peak hours of the day. In its most recent market assessment of
2002, PJM's Market Monitoring Unit (MMU) suggests that PJM's market are, in general,
functioning well and without excessive market power. However. the MMU's method for
assessing the markets likely understates the extent of the markup above competitive
levels that suppliers can exert. The MMU did conclude that there was an exercise of
market power in PJM's capacity credit market during the first quarter of 2001.

In March 2003, ISO New England began implementing its own version
of a wholesale Standard MarkeL D~~iYr1 (similar to fERC's "SMD"). This includes uSing
Locational Marginal Pricing (LMP) for transmission congestion management, day-ahead
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and real-time energy markets, and using monthly and long-term Financial Transmission
Rig ht (FTR) auctions.

According to ISO New England, approximately 29 percent of the total megawatt
hours produced in the region in 2002 was from natural gas generators, this was up
considerably from 13 percent in 2000. This increasing use and reliance on natural gas
for power generation is causing concern in the region. ISO New England issued a White
Paper that examined current and future use of natural gas for power generation and
natural gas supply availability in the region. The study notes that the recent power plant
building boom in the region is expected to add nearly 10,700 MWof new capacity
between 1998 and 2005-all of it natural gas-fired capacity. It is expected that 41
percent of New England's total electricity production will be gas-fired in 2003 and could
reach 49 percent by 2010. This problem is particularly acute in the Boston area "load
pocket." The Boston subarea is expected to have 65 percent of its electricity generated
by natural gas in 2003 and is forecasted to increase to 80 percent by 2010.

The western power markets has been the focus of considerable attention since
the 2000 to 2001 power crisis. In its 2002 Annual Report, the California ISO estimates
that the 2002 average markup was $5.69 per MWh or 17 percent above costs. They
note that the markup approached 35 percent in the summer months (May and July).
The California ISO also began estimating a volume-weighted, twelve-month rolling
average of short term markups, or the Utwelve month competitiveness index." The intent
is to measure the degree of market power during the market's transition to a new
structure-of adequate supply and demand response. Since the ISO estimates that the
index was above $5 per MWh for each month in 2002 and peaked at nearly $51 per
MWh, they then conclude that during 2002 "some market power persists in the
short-term market." They assume that the market is "workably" competitive if the index
is below $5 per MWh.
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SECTION J
Overview of Electric Restructuring

Activities in the U.S.

Introduction
The e\ectric sUPP\Y industry's strugg'es continue for a third year. Beginning with

the price run-ups in California and the West in 2000 and 2001, continuing with Enron's

disclosures and coUapse in 'ate 2001 J disclosures of accounting improprieties and data

misreporting, and the continuing "credit crunch" in the industry. Many retail markets

remain relativety inactive, particu'ar'y for smaller residential customers. However,

market activity for larger customers has remained relatively stronger in some states.

Also, there continues to be strong evidence that significant market power is being

exercised in all markets that have been independently examined.

This section summarizes some recent important events in the industry, the

impact these events are having on wholesale markets and the industry, and federal

regulatory actions. This section concludes with an explanation of how market

performance is measured in wholesale and retail markets. The next six sections

examine different regions of the country in terms of price and other factors to provide an

indication on how the wholesale markets are performing in the regions. The regions

examined here are the Mid-Atlantic (PJM), New England, New York, Midwest, Texas,

and the West. The state retail markets are investigated in each regional section.

Overview of State Electric Restructuring Activities

Currently, 16 states~ and the District of Columbia anow retail access (see Figure

L1). Three states that passed an electric restructuring law, however, have opted to

delay restructuring. New Mexico, Ok'ahoma, and West Virginia have decided to delay

or postpone retail access at this time, either pending further investigation or other

1Arizona, Connecticut Delaware, '"inois, Maine, Maryland, Massachusetts,
Michigan, New Hampshire, New Jersey, New York, Ohio, Pennsylvania, Rhode Island,
Texas, and Virginia.
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IIAlaska and
Hawaii

_AllOW retail access (16+DC)

Delayed (3)

_Limited access (2)

_Restructuring law repealed (1)

_Not considering restructuring at this time (26)

I ]Retail access suspended (1)

_Residential retail access delayed (1)

Figure 1.1. Current status of state retail access.

action. West Virginia had planned a long transition period to full retail access, but has

not yet proceeded to implement its restructuring law, and is not expected to anytime

soon. Arkansas has repealed its restructuring law. Nevada and Oregon allow retail

access for large customers only and California, which of course allowed retail access at

one time, suspended its program in September of 2001 and may also repeal their law.

Continuing power industry turmoil

The electric supply industry has not had a continuation of the revelation~ and

scandals as dramatic as those that plagued the industry beginning with Enron

Corporation's collapse in late 2001 and the subsequent accounting scandals and
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investigations that revealed improper accounting treatment of partnerships and

subsidiaries and their market manipulation schemes. However, while the jarring

headlines are gone (for now) there has been continued fallout and ramifications from

these events and the investigations of these events that has kept the industry in a state

of turmoil. As noted in last year's report, in addition to the Enron collapse, other firms

were involved in "round trip" or "wash" sales. In these types of trades, a company sells

power to another company or to its subsidiary with a simultaneous purchase of the

same product at the same price to artificially inflate revenue and trading volume. A

Federal Energy Regulatory Commission (FERC) initial staff investigation report released

in August 20022 gave examples of possible negative impact on the market of such

trades, stating that "wash trading provides the illusion of a deep market (that is, more

volume than absent wash trades), which may lead buyers to assume they are getting a

competitive price and trading in a liquid market when in fact they are no1."3

150 power traders4 and marketers were ordered in May of 2002 by FERC5to

disclose details of any "round trip," "wash," or "sell/buyback" trades they may have

engaged in the western markets during the years 2000-2001. The FERC Order asked

the respondents to admit or deny that their company had engaged in any wash, round

2The Federal Energy Regulatory Commission, report prepared by the FERC staff,
"Initial Report on Company-Specific Separate Proceedings and Generic Reevaluations;
Published Natural Gas Price Data; and Enron Trading Strategies," Fact-Finding
Investigation of Potential Manipulation of Electric and Natural Gas Prices, Docket No.
PA02-2-000, August 2002, pp. 58-59.

3FERC Staff Fact-Finding Investigation of Potential Manipulation of Electric and
Natural Gas Prices, August 2002, p. 58.

4See Attachment A to May 21, 2002 "Fact-Finding Investigation," Sellers of
Wholesale Electricity and/or Ancillary Services In the U.S. Portion of the WSCC During
2000-2001.

5Federal Energy Regulatory Commission, "Fact-Finding Investigation of Potential
Manipulation Of Electnc and Natural Gas Prices, Docket No. PA02-2-000," May 21,
2002.
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trip or sell/buyback trading activities. The FERC investigation revealed that a number of

companies were engaging in these transactions.

The FERC staff issued their final report in March of 2003 on their findings of price

manipulation in the western markets during the crisis.6 FERC staff was asked by the

Commission to investigate whether any entity manipulated electric or natural gas short­

term prices in the West or exercised undue influence over these prices and whether this

resulted in unjust and unreasonable rates in long-term power sales contracts. 8taff

concluded that the electricity and natural gas markets in California are "inextricably

linked." When the spot price for gas increased dramatically, it facilitated unprecedented

electricity prices increases. The problems in the gas market were due, in part, to

manipulated natural gas price indices compiled by trade publications. This was done by

market participants through reporting false data and wash trading. Market participants,

FERC staff found, provided false natural gas prices and trade volume information to

industry publications that then used the data to compile price indices. This included

fabricating trades, inflating trade volumes, omitting trades, and adjusting the price of

trades. The primary reason for providing false information were to influence gas prices,

enhance financial positions or purchase obligations, and to create the impression of a

more liquid market. Market participants that sold power in California or were affiliated

with a seller would benefit since the price for power was based, in part, on natural gas

spot prices. Importantly for most of the U.S., FERC staff notes that natural gas is the

marginal fuel in the West, as it is for most of the country (see below), thus forward gas

prices affect forward power prices.

The FERC staff concluded that EnronOnline gave Enron proprietary knowledge

of market conditions of which others in the market did not have access. Staff estimated

that Enron's speculative profits through EnronOnline exceeded $500 million in 2000 and

2001. Staff also concluded that California electricity spot market prices were affected

6The Federal Energy Regulatory Commission, report prepared by the FERC staff,
"Final Report On Price Manipulation In Western Markets, Fact-Findina Investiaation of
Potential Manipulation of Electric and Natural Gas Prices, Docket No. PA02-2-000,
March 2003.

2003 Performance Review 1-4 K. Rose - August 29,2003



by economic withholding and inflated bidding. The FERC staff investigation did not

address physical withholding of generation to raise prices since FERC is addressing

that issue separately. FERC staff found that one supplier, "engaged in a high-volume,

rapid-fire trading strategy," referred to as "churning," significantly increased the price of

natural gas. The inflated gas prices significantly affected index prices and California

spot wholesale power prices. 7

FERC staff states that wash trades were common on EnronOnline to create a

false sense of liquidity and can distort prices. Enron also had affiliates on both sides of

wash-like trades to boost volatility and raise prices. Staff analyzed an Enron experiment

to test a strategy and an actual manipulation using EnronOnline. They found that even

though the price change was relatively small, $0.1/MMBtu, Enron earned more than $3

million from the manipulation because of its large financial position.

FERC staff identified various "entities" that appear to have participated with

Enron regarding price manipulation strategies, profit sharing arrangements, economic

withholding, and inflated bidding. They also found evidence that the Palo Verde electric

price index was manipulated and that Pacific Northwest spot power prices were also

inflated.

Based on their findings, FERC staff made numerous recommendations for the

Commission to consider to address the issues raised in their investigation.

Industry Credit Outlook Remains "Bleak"

As documented in last year's report, the disturbing industry news resulted in

declining credit ratings and falling share prices for many energy companies. This "credit

crunch" has impacted the ability of suppliers to raise capital and forced companies to

cut back on their energy trading operations and plant investments. Standard & Poor's

7FERC Staff Final Report on Price Manipulation in Western Markets, March
2003, p. ES-5.
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(S&P) noted that "familiar themes continue to dominate the bleak credit picture"a for the

industry. This includes constrained access to capital due to

... investor skepticism over accounting practices and disclosure; the
plethora of federal and state investigations; failing confidence in future
financial performance that has created a liquidity crisis for some
companies; and investments outside the traditional regulated utility
business, principally merchant generation facilities and related energy
marketing and trading activities.9

As a result, the ratings trend for the investor--owned utility industry (which include

electric, gas, pipeline, and water companies) is continuing a negative slope, which

began in early 2000, and actually accelerated in the first quarter of 2003. S&P noted

that there were "an unprecedented 50 downgrades among holding companies and

operating subsidiaries, compared with just three upgrades during the first three months

of 2003." S&P also indicates that it expects the negative credit momentum to continue

in 2003, although they expect the pace of negative ratings to moderate.

S&P notes that some companies are decreasing or discontinuing their

investments in unregulated businesses, including merchant generation, energy trading,

and international investments-strategies that were intended to help them deal with

competitive markets and to enhance shareholder value. The large number of

downgrades, they note, has caused the average rating for the U.S. power sector as a

whole to slip into the mid-IBBS' area (companies considered to have an "adequate

capacity to meet its financial commitments"). They do not expect the industry to fall

below that (eveI and state that ucompanies that continue to emphasize a vertically

integrated structure should hang onto an 'A-' average,,10 (an lA' rating is given to

companies with a "strong capacity to meet its financial commitments").

8Standard & Poor's, "Downside Rating Trend Continues For U.S. Utilities in First
Quarter," April 24, 2003, p. 1.

9Standard &Poor's. "Downside Rating Trend Continues," p_ 1_

10Standard & Poor's, "Downside Rating Trend Continues," p. 3.
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Three major energy producers have filed for bankruptcy protection in 2003, Xcel

Energy Inc.'s NRG Energy, PG&E Corp.'s National Energy Group, and Mirant Americas

Generation LLC, which includes nearly all of Mirant's wholly owned subsidiaries in the

U.S. Other companies, including Dynegy Inc, have announced capital restructuring

plans to allow time to improve their financial conditions.

NRG Energy is under contract to supply 45 percent of Connecticut Light &

Power's electricity to its 1.1 million customers. Because of its critical importance to New

England's power supply, ISO New England asked FERC to ensure that the company

either continues to supply the power or finds an alternative means to supply the power

to the area. 11 In June 2003, FERC ordered NRG to continue to deliver power to CL&P

until a final ruling can be made. NRG claims to be losing $500,000 a day under a

contract which is set to expire at the end of the year. A U.S. appeals court in July 2003

refused to temporarily halt the FERC order that required NRG Energy to honor its

contract with CL&P until its final rUling. 12

Mirant has 19,000 MWof U.S. generating capacity with over 10,000 MW

committed to supply contracts-including about 6,000 MW from Maryland and Virginia

plants for Potomac Electric Power's customers in Washington D.C. (approximately

700,000 customers).13 The uncommitted capacity is sold on the spot market. Mirant

sells power to Potomac Electric Power at below-market prices under a four year

contract arranged when Mirant bought the company's power plants in 2000. 14

11Utility Spotlight, uNew England ISO Asks FERC Move On CL&P Power Supply
from NRG," Ju'y 21,2003.

12Reuters, "Court Rejects NRG Request to Halt FERC Order," July 16,2003.

13Reulers, "Bankruptcy Seen Threatening Mirant Power Contracts," July 15,
2003.

14The Washington Times, "Bankruptcy of PEPCO Power Supplier May Increase
Washington-Area Electric Bills," July 16, 2003.
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Washington Gas Energy Services also has contracts with Mirant to provide power to

79,000 customers in D.C. and Maryland. 15

At this point, it is uncertain how these specific contract difficulties will be

resolved. It is clear, however, that they stem, at least in part, from the higher production

costs caused by higher natural gas prices and resulting higher power prices. A

protracted period of higher natural gas prices or occasional substantial price spikes will

lead to attempts to renegotiate existing contracts and higher prices as contracts expire,

regardless of the financial health of the company supplying the power. Higher prices

may also lead additional companies to financial problems that have long-term (and

unhedged) supply commitments. These conditions have also led some suppliers to

request an increase in the fixed price of default or standard offer service in restructured

states and the regulated price under fuel adjustment mechanisms in non-restructured

states.

Natural Gas Capacity and Natural Gas Prices

The continuing credit crunch due to the factors just discussed, combined with the

economic slowdown, has led to a cut back in investment in future generating capacity.

Despite the recent cutbacks, this was after a period of several years of the largest

capacity expansion in the industry in over half a century. In 2002,57,200 MW of gas­

fired capacity was added with more than 50,000 MWexpected again for 2003.16 This

followed the 1999 through 2001 period when a total of 77,700 MW was added. This

compares with the period 1986 through 1998 when a total of 53,900 MW of gas-fired

capacity was added for the entire period. Coal capacity additions, in contrast, is

expected to be only 12,800 MW between 2000 to 2009. 17 No new plants entered

construction during the first quarter of 2003.

15 The Washington Times, Bankruptcy of PEPCa Power Supplier, July 16, 2003.

16EPRI, "Energy Market and Generation Response," June 2003.

17EPRI, p. 2.
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Figure 1.2 compares the spot power prices in several U.S. mid-continent power

markets and natural gas markets. This shows the close correlation between the spot

market prices. As noted, natura' gas is the marginal fuel in most of the country. This

correlation in the spot markets for electricity is also not surprising considering that it is

common practice to index power transactions to a natural gas price index. As will be

seen in the regional section of this report, markets around the country (PJM, New
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Figure 1.2. Comparison of spot power prices and natural gas prices.
Sources: Data from IntercontinentalExchange, Inc. various trading hubs and U.S.
Department of Energy, Energy Information Administration.
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England, New York, Midwest, Texas, and Western markets), were significantly impacted

in early 2003 from the spike in natural gas prices.

If natural gas prices continue to remain at current levels or surge higherr this will

almost certainly have a significant impact on power prices across the country,

FERC's Standard Market Design

On July 31, 2002, the Federal Energy Regulatory Commission (FERC) issued a

Notice of Proposed Rulemaking (NOPR) on "Standard Market Design" (SMD). FERC

stated that it believed that SMD was needed because there are inconsistent market

rules across the country. These inconsistencies, they believed r have resulted in higher

costs to customers, less investment in infrastructure, discrimination by transmission

owners against alternative suppliers, and market manipulation. Another FERC goal was

to create "seamless" wholesale power markets across the country allowing market

participants to transact easily across transmission grid boundaries.

FERC allowed comments to be filed on the various parts of the NOPR, held

several workshops on related issues, and also held workshops in Washington and

around the country to present what the Commission wanted to accomplish and to

receive feedback from others. On April 28, 2003 r FERC issued a White Paper,

"Wholesale Power Market PJatform.n18 FERC notes in the White Paper that any final

rule will focus on the formation of regional transmission organizations (RTOs) and

independent system operators (1505) and that they have "good wholesale market rules

in place." The phrase Ustandard market design" does not appear anywhere in the White

Paper. Also, the requirement that utilities create or join an Independent Transmission

Provider (ITP) has been dropped. FERC anticipates that the final rule will require

utilities to join an RTO or ISO, however. Importantly for states, particularly those that

objected to FERC requiring a standard design for all jurisdictional regions, a final rule

18Federal Energy RegUlatory Commission, White Paper, "Wholesale Power
Market Platform," issued April 28, 2003. Also issued was Appendix A, '~Comparison of
the Proposed Wholesale Market Platform with the RTO Requirements of Order No.
2000,11
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would allow phased-in implementation that would be "tailored to each region" and allow

modifications within each region when beneficial to customers or it can be demonstrated

that the costs of any feature outweighs its benefits.

FERC states in the White Paper that it believes that the following elements need

to be in place for wholesale markets to function well.

•

•

•

Regional independent grid operation. A final rule will reaffirm FERC Order

2000's goal of regional independent grid operation and the required RTO

characteristics for independence, scope and regional configuration, operational

authority, and short-term reliability. FERC had proposed in the NOPR that all

transmisS'lon owners and operators that have not yet joined a Regional

Transmission Organization (RTO) be required to contract with an independent

entity to operate their transmission facilities, an Independent Transmission

Provider (ITP). FERC eliminated this proposed requirement that utilities create

or join an ITP since RTOs and ISOs are continuing to develop and take

geographic shape across the country. They note almost all utilities have already

joined or committed to join an RTO or ISO. However, a Final Rule would require

public utilities (excluding FERC-jurisdictronal electric power cooperatives that

serve only retail load) to join an RTO or ISO.

Regional transmission planning process. A final rule will also reaffirm Order

2000's requirement that RTDs and 180s produce technical assessments of the

regional grid and support state siting authorities or multi-state entities with

necessary studies. How this will be done will be decided by the region.

Fair cost allocation for existing and new transmission. Existing grid costs (except

costs associated directly with a customer) will continue to be recovered from

customers through rates. Rates should permit customers to have access to the

entire region at a single rate, not cumulative charges for transmission service for

each service area crossed ("pancake" rates). Regional state committees may
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•

•

propose a uniform regional rate for transmission service (or "postage stamp"

rates) or the committee may propose different access charges that depend on

where power is taken off the grid, such as based on the transmission owner's

service area (or "license plate" rates). New transmission expansion would be

recovered based on a regional pricing policy-that, in FERC's words H may be

informed (sic) by the appropriate regional state committee." Presumably, these

rates would still require FERC approval.

Market monitoring and market power mitigation. Order 2000 did have

requirements for monitoring, but not market power mitigation. Each RTO or ISO

would be required to have an independent market monitor. FERC believes that

market power mitigation should limit the exercise of market power, but not

suppress prices below what is needed to attract investment in the area. RTO or

ISO policy should include lim;ts on bidding frextbility where there is Illocalized"

market power and prevent market manipulation strategies. FERC had proposed

in the NOPR to put in place "regulatory backstops" to protect customers against

the exercise of market power when structures do not support a competitive

market by requiring independent monitoring and assessment of wholesale power

markets in each region.

Spot markets to meet customers' real-time energy needs. FERC expects that

most power wiff be bought and sold through long-term bilateral contracts between

buyers and sellers. For last-minute sales or purchases for system reliability,

however, FERC would require in a final rule that RTOs or ISOs use a real-time

market to resolve energy imbalances. They would also be required to have a

day-ahead market and a market for various ancillary services, when the market is

ready. The day-ahead market must be designed to work reliably with the

congestion management system. This is similar to what had been proposed in

the NOPR, requiring markets for bid-based, security-constrained spot energy
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•

•

markets operated on a real-time and day-ahead trading basis and for the

procurement of ancillary services.

Transparency and efficiency in congestion management. FERC had proposed in

the NOPR to require alllTPs to use Locational Marginal Pricing (LMP) to manage

congestion on the transmission system, as three ISOs are currently doing (PJM,

New York, and New England). They are now indicating that transmission

congestion should be managed with an approach developed by each region, of

course, subject to FERC approval. The approach should avoid manipulation, use

the grid effic;ently, and promote the use of the lowest cost generation.

For RTDs and 180s that choose to use LMP to manage congestion, FERC will

require that firm transmission rights (FTRs) be made available to customers.

FTRs are designed to allow customers an opportunity to hedge against the

possibility of pay;ng a congestion charge that occurs under LMP. Holders of

FTRs would be entitled to receive revenues from transmission congestion costs.

FTRs would be allocated according to existing contracts and existing service

arrangements. FERC would not override RTO or ISO transmission rights

arrangements that have already been approved. This is similar to the

Congestion Revenue Rights (eRRs) that FERC had proposed in the NOPR,

except that they are reverting back to the terminology already used by some

RTOs and ISOs, the requirement is contingent on the RTO or ISO choosing

LMP, and auctions of FTRs will not be required, as FERC had proposed (and

stated they preferred) after a transition period.

Resource adequacy approaches. Each region with an RTO or ISO will determine

how it will ensure that the region has sufficient resources to meet customer

demand. The approach and the level of resource adequacy will be decided by

the states in the region, including a mix of generation, transmission, energy

efficiencYl and demand response. Approaches include state imposed
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requirements on load serving utilities or through RTO or ISO operated capacity

markets. FERC had proposed in the NOPR that the RTO or other regional entity

must forecast the region's future resource needs, facilitate regional determination

of an adequate future level of resources, and assess the adequacy of the plans

of load-serving entities to meet the regional needs. Each Joad-serving entity

would have been required to meet its share of the future regional need through a

combination of new generation and demand reduction. The resource adequacy

and the regional transmission planning requirement in the NOPR raised

considerable concern among many states that it would infringe on state

jurisdiction. FERC did not assert jurisdictional authority in the NOPR over siting

of transmission and generation facilities, however, states have been generally

concerned about the potential loss of their siting jurisdiction sometime in the

future and many states were concerned that a federal resource adequacy

requirement would be a step toward further loss of jurisdiction. In the White

Paper, FERC states "nothing in the Final Rule will change state author;ty" on

these matters. FERC also stated that they will not include a minimum level of

resource adequacy. FERC adds that an 4
1RTO or [SO may implement a resource

adequacy program only where a state (or states) asks it to do so, or where a

state does not act."

The transmission pricing reforms that FERC had proposed in the NOPR to create

a nondiscriminatory and standard transmission tariff for all customers was not part of

the White Paper. The proposed reforms would have combined three types of current

transmission service -- integrated network service and firm and non-firm point-to-point

service -- into a new "Network Access Service." This would have been used to recover

embedded costs of the transmission system. FERC had noted that since this would

have been to standardize transmission tariffs, which will remain regulated in any case, it

was not part of market design. FERC had believed that streamlining the transmission

tariff would prevent discriminatory or preferential treatment that is now given to some

eXisting transmission customers. This included the transmission portion of the bundfed
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rate for retail customers, and became a significantly controversial issue with states who

were concerned that FERC was asserting jurisdiction in an area that had been primarily

a state-jurisdictional issue.

In the White Paper, FERC indicated that non-price terms and conditions of the

RTO or ISO tariff will apply equally to all users, including those taking service to meet

their obligation to serve bundled retail customers. But FERC said it will not assert

jurisdiction over the transmission rate component of bundled retail service.

In general, FERC has indicated that a final rule will provide more flexibility than

what was originally proposed in the NOPR. While that allows states and regions to

design market rules and mechanisms that are more appropriate for their area, this does

place the burden on states to determine these design features. However, these

wholesale market design features will have to be approved by FERC and conform to its

specifications.

How wholesale market performance is measured

Among the principal reasons19 for the movement away from regulation and

toward generation competition was the belief that competition would provide better

incentives to control costs and that these cost savings would be passed on to

consumers-resulting in lower prices for all customer classes.

The examination of the performance of the wholesale markets in this report is

based on the extent to which this goal of developing a competitive market is being met.

Ideally, the economic textbook case of a perfectly competitive market, there would be

many suppliers vying for business. Potential new entrants would encounter few or no

entry barriers and this ease of entry20 would provide an additional incentive to existing

suppliers to control costs and offer competitive prices to retain customers. No single

190ther reasons include increased use of innovative technologies in generation
and more customer options in terms of price, fuel source, and service.

2°For example, no or lIttle sunK Investment costs, where either the investment
costs are low or the capital invested can be easily redeployed to another enterprise.
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supplier or group of suppliers could exercise any control over the price or manipulate it

in any significant way. In other words, in a perfectly competitive market, suppliers are

"price takers" and base their choice of the quantity to supply to the market on this

market-determined price. In this perfectly competitive market case, the market price will

approximate the marginal cost of supply at the market-clearing quantity.

The ability of a supplier or group of suppliers to raise and maintain the price

above what would occur in a competitive market is referred to as their market power.

Market power is the degree of price leveraging ability a supplier or suppliers have for

"price making" ability, rather than being the price takers of the perfectly competitive

market. The more a firm can charge a price that exceeds the marginal cost and exert

its influence upon the price, the greater the firm's degree of market power.21 The price­

taking competitive firm that has no market power cannot pick its own price or influence it

in any significant way. However, there are upper bound limits on price that hold even in

the extreme case of market power of an unregulated monopolist that faces no

meaningful threat of market entry from rival firms. Such limits reflect that the price

cannot exceed what consumers are willing to pay for the product (that iS l it cannot

exceed demand at the quantity the monopolist wants to produce), nor can a monopolist

charge a price that is sufficiently high that it creates a strong incentive for other firms to

find ways around the entry barriers to the market or that encourages consumers to seek

alternatives.

Of course, experience tells us that markets are routinely less than ideal or

perfect. Suppliers often have at least some degree of control over the price. When this

control is relatively modest, as with many markets, no corrective action is required or

21This can be estimated with the uLerner Index," which is defined as:
(Price - Marginal Cost)/Price

which measures the markup of price over marginal cost (as a percentage of price). The
larger the Lerner Index l the greater the firm's market power. If the Lerner Index equals
0.5, then 50 percent of the price is the mark-up above marginal cost; if it equals 0.02,
then just two percent of the price is mark-up above marginal cost. If the Index equals
0.5, it may indicate significant market power and require some action; if it is only 0.02, it
is unlikely to raise any calls for governmental action.
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taken. For example, if a manufacturer can raise and maintain the market price ten

percent above a competitive level, and is able to do so without using any illegal anti­

competitive practices (such as price fixing or in collusion with other firms),22 this

relatively modest impact on price is not likely to lead to calls for corrective regulatory

action. Indeed, some corrective actions may cause more harm than good by deterring

new entrants or imposing additional compliance costs. Also, with Jow entry barriers,

over time the higher price will draw the attention of potential new suppliers who wiU drive

the price down closer to the competitive level when they enter the market. Problems

arise when the price control is relatively large and has persisted, or has the potential to

persist, for a long time.

How much control or price leverage a firm has is based on three factors: the

overall demand characteristic of the product, the market concentration or market share

of the firm, and the supply characteristics. These three factors together determine how

much market power a firm can exercise. No single factor by itself would indicate a firm

has considerable market power. For example, if a firm had a substantial market share,

say 80 percent of the market, but entry or increased output from other firms was

relatively easy and customers had suitable alternatives to the firm's product, then its

actual market power potential may in fact be very low.

Unfortunately, in electric markets all three factors clearly playa role. Demand for

electricity is very inelastic, particularly in the short-run (less than one year) since

customers have few practical alternatives and the long life of major electrical appliances

makes it difficult to respond to price changes qUickly for most customers. Markets are

very concentrated for most geographic regions, even for multi-state wholesale regions.

Market entry from other firms requires time to build new generation and is limited from

outside the area by transmission constraints, which also require time to relieve. Also,

mass storage of electricity for later use during peak hours is generally impractical for

22These and other anti-competitive practices to raise the price are illegal under
Federal law. However, the unilateral exercise of market power by itself is not illegal.
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many regions of the country.23 As economic theory would predict, because during peak

hours supply is often very inelastic, that is, the quantity supplied is not very responsive

to the price, markets are relatively concentrated, and demand is also very inelastic,

market power has been very significant, particularly during peak hours.

The way a supplier can exercise market power in electric power markets, jf they

have some degree of price leverage,24 is to either physically or economically withhold

output from the market. Physical Withholding is the actual withdrawal of capacity, such

as claiming that a plant or plants are down for maintenance or Withdrawing capacity for

other reasons. Economic withholding is bidding a relatively high price with the

expectation that either the plant or plants will not be selected for dispatch, or if they are

selected, the owner will receive a much higher price than the marginal cost. In either

case, withholding is profitable because the revenue lost from the idled capacity is more

than made up for by the increased revenue gained by the operating plants that receive

the higher price.

For each of the regions examined in the following sections, when there are

analyses of wholesale market performance available, they are summarized and

presented in the wholesale discussion. Unfortunately, at this time, not all regions have

had a rigorous and independent market performance analysis conducted.

How retail market performance is m"easured

The actual prices paid by retail customers that choose a competitive supplier are

not made public. Measuring an actual price trend, and the potential benefits to

consumers, is therefore not always directly observable. The review of retail markets

summarizes what we can observe in the markets, in terms of offers being made to

residential customers, the potential savings opportunities these offers present, the

23Pumped hydro storage, obviously, requires hydro resources to be available,
and when it is available, it is usually not a significant portion of the total capacity
required to meet demand.

241f a firm has no or very little market power, then raising the price will mean the
loss of all or a substantial number of the firm's customers.
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number of suppliers in the area, the type of offers being made, and the percent of

customers that have selected an alternative supplier, among other factors. These

performance measures are, when available, included in the regional summaries in the

sUbsequent sections.

These potential performance indicators in isolation do not determine whether a

retail market and its design are succeeding or failing. Rather, considered in tandem

with an assessment of wholesale market developments, these indicators present a

picture of how retail markets are evolving. Since these markets began relatively

recently, and the transition period continues for most areas, markets are still evolving.

Therefore, the purpose of this report is not to judge success or failure of competition

overall, but to present facts to assess the state of retail and wholesale markets today.

Retail market performance is highly dependant on prices in the wholesale

market. Most retail markets have overall price constraints that seldom fluctuate along

with changing conditions in the wholesale market or are adjusted after a considerable

time lag. The retail standard offer, or the "price-to-compare," is the price for generation

service paid by a retail customer who does not select a competitive supplier. These

customers continue to receive power supplied by the distribution company that still

owns generation, an affiliated generation owner, an unaffiliated supplier or suppfiers, or

some combination of all of these generation sources.

The standard offer or price-ta-compare is the benchmark or "price-to-beat" not

only to inform customers to allow them to make a choice, but is also an indicator for use

by competitive suppliers considering entry into a retail market. The effect of the retail

price constraints depends on the amount of the available "headroom," which is the

difference between the generation price-to-compare and the cost to procure power to

serve retail customers.
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As is illustrated in Figure t.3, the generation charge or price-ta-compare, relative

to the cost to competitive suppliers to obtain or generate power, will determine the

amount of "headroom" available for alternative suppliers to compete. The distribution

companies in Figure 1.3 have the same beginning regu'ated price, discount,25 and

transmission and distribution charges. In this hypothetical example, the customer

charges are greater for distribution company one on the left side of the figure than

distribution company two on the right. To collect the same net present value for both

Distribution Company 1
negative "headroom," no
price opportunity for
alternative suppliers

Distribution Company 2
positive "headroom," price
opportunity for alternative
suppliers

~
Transition Price Ceiling
/'

Discount ;; / Discount

T&D Charges T&DCharges

"Customer Charges"
More Years
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Figure 1.3. Examples of two different distribution companies with different generation
cost and with the same cost of procuring power for alternative suppliers.

25Not aU states have a discount, of course.
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companies (assuming they are the same for both companies), the transition period runs

longer for distribution company two. However, the larger customer charge (or "GTC")

for distribution company one results in the generation charge being reduced (in order to

remain under the price ceiling26
), in this case, below the cost to alternative suppliers to

either procure power in the who'esale market or to generate it themselves-this cost is

represented by the dotted line funning across the figure.

Alternative supplier costs also include marketing, risk management, overhead,

and norma) return-an-investment costs, not only the direct cost of the power. In this first

example, alternative suppHers will have to charge a price above what customers would

pay if they stayed with the distribution company, therefore, in this case, there is

"negative headroom." In the case of distribution company two in Figure [,3, the

generation charge or price-to-compare is above the cost to alternative suppliers to

provide power, meaning there is "positive headroom" and an opportunity for these

suppliers to entice customers away from the distribution company or default provider.

If there is sufficient headroom, suppliers are able to offer customers an

opportunity to save and can entice customers away from the price-to-compare

(illustrated by distribution company twO)?7 However, the headroom may be too small to

cover all the costs of supplying the retail customers, be nonexistent, or even

negative-that is, where the cost of securing and delivering power to the retail customer

exceeds the retail price charged by the distribution company (as illustrated by

26Another way of considering this is to start with the previously regulated rate,
then subtract the discount (if any), T&D charges, and the customer charges. Then,
what is left over is available for the generation charge.

270f course, as demonstrated by the existence of "green" suppliers, who offer
power generated to some degree by renewable or "clean" energy resources, price is not
the only consideration customers use to select a supplier. Other factors include
reliability, fuel source, and contract terms. While a small subset of customers are willing
to pay a premium for these other factors, price is still the dominant consideration for
most customers.
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distribution company 1).28 Assuming alternative suppliers do not want to operate at a

loss for too long, they will not enter or win leave a market under these conditions. In

general, of the relative factors of retail price for generation and the wholesale cost of

power, the wholesale cost is more volatile. Price fluctuations and volatility, or the future

threat of it, can increase the cost to alternative suppliers and be a determining factor in

a decision to participate or continue to participate in a market.

Obviously I if the beginning-regulated rate is relatively lower to start with, the

amount of available overall headroom (that is, what is available for aU the price

components) will be relatively low when compared with a higher-rate distribution

company. Also, if wholesale prices are relatively high compared to what customers are

paying for the price-to-compare, then fewer suppliers will enter the market. This lack of

headroom is the primary reason that many retail markets currently have very little

activity and, where there is retail market activity, it is primarily in states or distribution

companies that were relatively higher cost before restructuring began.

2BAn extreme example of negative headroom is California, which led one
distribution company (PG&E) to the filing for bankruptcy protection and severe financial
difficulties for another. Distribution companies in other states, for example,
Massachusetts and Pennsylvania (GPU), have received upward adjustments to the
standard offer price to recover the increased cost of obtaining power in the wholesale
market (made necessary because the distribution companies sold their own generating
capacity). In the Pennsy[vania/GPU case, a settlement reached in June of 2001 allows
GPU to defer for ratemaking and accounting purposes the difference between what it
can charge customers for generation under the rate cap and its actual cost to supply
electricity. The deferral provision of the settlement allows GPU to retain unrecovered
generation costs on its books until 2010. Overall customer rates will not increase (the
rate cap was extended through 2007), but the "shopping credit" or price-to-compare will
increase. The settlement ends the Competitive Transition Charge (GTC) in 2015. GPU
stated that it lost $47 million on electricity supply in Pennsylvania in 2000 and estimated
it would lose an additional $250 million in 2001 without rate relief.
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SECTION II
Electric Restructuring Activity in the Mid-Atlantic Region

Wholesale Market and PJM Interconnection'

PJM Interconnection, L.L.C.'s (or PJM) origins date back to 1927 when three

companies formed the first power pool, the "Pennsylvania-New Jersey Interconnection."

In 1956, three more companies were added and the pool became the

"Pennsylvania-New Jersey-Maryland" Interconnection (the beginning as "PJM"). In

1981 PJM added two members, bringing membership to eight companies. Today PJM

claims to operate the largest wholesale electric market in the world and coordinates the

movement of electricity throughout the mid-Atlantic states. Figure 11.1, is a map of

PJM's and PJM West's control areas. PJM's control area currently has 25.1 million

people in it, 614 generation sources of various fuel types, more than 76,000 megawatts

of generating capacity, 329 million megawatt-hours of annual delivered energy, 20,000

miles of transmission lines, and more than 245 participants in its markets.

Because of its history as a coordinated power pool, PJM was able to qUickly

develop into an Independent System Operator (ISO) and perform the market

coordination it does today. For this reason PJM is currently the most developed

wholesale market in the U.S. and has considerable information on its operations. In

addition to operating and monitoring its electricity markets, PJM also plans transmission

and generation expansion for the area. There are currently plans under consideration

to expand PJM as far west as Iowa and south to include practically all of the state of

Virginia.

PJM Markets

PJM operates a number of different power markets, incfuding: day-ahead and

real-time energy markets; daily, monthly, and multi-monthly capacity credit markets;

1The introduction and explanatory material presented here on PJM's operations
and markets is from various PJM publications on their website, www.pjm.com.
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several ancillary service markets; and monthly FTR auction markets. PJM introduced

nodal energy pricing with market-clearing prices on April 1, 1998 and nodal,

market-clearing prices based on competitive offers on April 1, 1999 (LMP). PJM

implemented a competitive auction-based FTR market on May 1, 1999. Daily capacity

markets were introduced on January 1, 1999 and were broadened to include monthly

and multi-monthly markets in mid-1999. PJM implemented the day-ahead energy

market and the regulation market on June 1, 2000.
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Figure 11.1. The PJM and PJM West control areas.
Source: PJM.
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Energy Markets

The day-ahead energy market is a forward market in which day-ahead loeational

marginal prices (LMPs) are calculated for each hour of the next operating day based on

generation offers, demand bids, and bilateral transactions submitted in the day-ahead

market. The real-time energy market is based on current day operations in which

real-time LMPs are calculated at five-minute intervals based on the actual system

operating conditions. Figure 11.2 plots PJM's monthly weighted average LMPs for April

2002 to May 2003. As discussed in Section I, the impact of higher natural gas prices in

early 2003 can be seen in the February and March weighted average prices.
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Figure 11.2. PJM monthly weighted average LMPs\ April 2002 to May 2003.
Source: PJM.
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Buyers and sellers of energy in PJM can decide whether to meet their energy

needs through self-supply, bilateral purchases from generation owners or market

intermediaries, through the day-ahead market or the real-time balancing, or spot

market. Energy purchases can be made over any time frame from instantaneous

real-time balancing market purchases to long term, multi-year bilateral contracts.

Purchases may be made from generation located within or outside the PJM control

area. Generation owners can sell their output within the PJM control area or outside the

control area and can use generation to meet their own loads, to sell into the spot market

or to sell biiateraHy. Generation owners can sell their output over multiple time frames

from the real-time spot market to multi-year bilateral arrangements.

Capacity Markets

Under PJM rules) each load-serving entity (LSE) has the obligation to own or

acquire capacity resources equal to the peak load that it serves plus a reserve margin.

LSEs can acquire capacity by buying or building units, by entering into bilateral

arrangements with terms determined by the parties, or by participating in the capacity

credit markets operated by PJM. Collectively, these arrangements are now known as

the Unforced Capacity Market (UCAP). The PJM capacity credit markets (CeMs)

provide a mechanism to balance the supply of and demand for capacity not met through

the bilateral market or through self-supply. Capacity credit markets are intended to

provide a transparent, market-based mechanism for new, competitive LSEs to acquire

the capacity resources required to meet their capacity obligations and to sell capacity

resources when no longer needed to serve load. PJM's daily capacity credit markets

enable LSEs to match capacity resources with changing obligations caused by daily

shifts in retail load. Monthly, multi-monthly, and interval capacity credit markets enable

longer-term capacity obligations to be matched with available capacity resources.

Prices and performance, including a significant problem with manipulation of the

capacity credit markets, are discussed below.
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Ancillary Services: Regulation Market

Regulation is one of six ancillary services defined by the FERC in Order No. 888.

Regulation is required to match generation with short-term increases or decreases in

load that would otherwise result in an imbalance between the two. Longer-term

deviations between system load and generation are met via primary and secondary

reserves and generation responses to economic signals. Market participants can

acquire regulation in the regulation market in addition to self-scheduling their own

resources or purchasing regulation bilaterally. The market design implemented by PJM

provides incentives to owners based on current, unit specific opportunity costs in

addition to the regulation offer price. The market for regulation permits suppliers to

make offers of regulation subject to a bid cap of $100 per MW, plus opportunity costs.

A regulation market was introduced on June 1, 2000, and modified on December 1,

2002.

Ancillary Services: Spinning Reserve

Spinning reserve is an ancillary service defined as generation synchronized to

the system and capable of producing output within 10 minutes. Spinning reserve can be

provided by a number of sources including steam units with available ramp (incidentar

spinning), condensing hydro units, condensing combustion turbines (CTs), CTs running

at minimum generation, and steam units scheduled a day ahead to provide spinning

reserves. PJM introduced a market for spinning reserves on December 1, 2002.

Fixed Transmission Rights

A Fixed Transmission Right (FTR) is a financial instrument that entitles the holder

to receive compensation for Transmission Congestion Charges that arise when the

transmission grid is congested in the day-ahead market and differences in day-ahead

Locational Marginal Prices (LMPs) that result from the dispatch of generators Qut of

merit order to relieve the congestion. Each FTR is defined from a point of receipt

(where the power is injected onto the PJM grid) to a point of delivery (where the power

is withdrawn from the PJM grid). For each hour in which congestion exists on the
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transmission system between the receipt and delivery points specified in the FTR, the

holder of the FTR is awarded a share of the Transmission Congestion Charges

collected from the market participants.

FTRs are designed to provide a hedge against congestion charges in the day­

ahead market for firm transmission service customers, who pay the costs of the

transmission system, including any congestion charges. PJM provides three ways to

acquire FTRs: the annual FTR auction, the monthly FTR auction, and the FTR

secondary market. The annual auction uses a mutti-round auction process that offers

for sale the entire transmission entitlement available on the PJM system on a long-term

basis. The proceeds from the annual FTR auction are allocated through the Auction

Revenue Rights (ARRs) mechanism. The ARRs are allocated to network transmission

customers and to firm point-to-point transmission service customers for the annual

planning period. ARR holders can elect to directly convert an ARR into an FTR instead

of bidding in the auction. PJM completed the first annuat auction of FTRs in May 2003.

The monthly FTR auction offers for sale any residual transmission entitlement that is

available after FTRs are awarded from the annual FTR auction and also allows market

participants an opportunity to sell FTRs they are holding. Before the annual auction

was instituted l FTRs were allocated annuaUy to firm transmission service customers

and remaining FTRs were auctioned in the monthly auction. The FTR secondary

market is a bilateral trading system that facilitates trading of existing FTRs between

PJM members.

FTRs are financial entitlements that enable holders to receive revenues (or

charges) based on transmission congestion measured as the hourly energy locational

marginal price differences in the day-ahead market across a specific path. An FTR does

not represent a right to physical delivery of power. FTRs can protect transmission

service customers, whose day-ahead energy deliveries are consistent with their FTRs,

from uncertain costs caused by transmission congestion in the day-ahead market.

Transmission customers are hedged against real-time congestion by matching real-time

energy schedules with day-ahead energy schedules. FTRs can also provide a hedge for

market participants against the basic risk associated with delivering energy from one
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bus or aggregate to another. An FTR holder does not need to deliver energy in order to

receive congestion credits. FTRs can be purchased with no intent to deliver power on a

path.

The hourly value of an FTR is based on the FTR megawatt reservation and the

difference between day-ahead LMPs at the point of delivery and the point of receipt

designated in the FTR. An FTR obligation is positive when the path designated in the

FTR is in the same direction as the congested flow. However, an FTR obligation is

negative (a charge or liability) when the designated path is in the opposite drrection of

the congested flow. An FTR option is also positive when the path designated in the

FTR is in the same direction as the congested flow, but an FTR option's value is zero

when the designated path is in the direction opposite to the congested flow. The option

;s intended to eliminate the risk from holding an FTR when transmission congestion

occurs in the opposite direction of the path specified in the FTR.

FTRs are issued through PJM's simultaneous feasibility test that determines the

amount of FTRs for each participant based on anticipated power transactions and

transmission requirements and the system's ability to accommodate these

requirements. When the actual system conditions result in more congestion than what

was expected, there may be an insufficient number of FTRs issued to cover all actual

congestion, a condition referred to as Uunhedgeable congestion." It is unclear at this

time just how much congestion on the PJM system is "unhedgeable."

While this situation may be occasional, there are transmission system

constraints 1 such as with a number of "load pockets" scattered throughout PJM and in

other parts of the country that could result in significant congestion charges. It is also

not clear just how common and pervasive these types of constrained conditions are

throughout the country. The western U.S., for example, has many isolated load

pockets 1 inctuding some large urban areas that are separated by long distances.

Supporters of the LMP/FTR concept have argued that the process sends the correct

economic incentive to build generation in the transmission-constrained area or to find

ways to relieve the congestion with additional transmission capacity. However, critics

have argued that adding additional transmission lines may require the siting of new
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transmission rights-of-ways, which is always difficult and costly. Even additional

capacity on existing rights-af-ways are often difficult and costly as well. Moreover, as

critics note, it ;s already known that additional generation is likely needed in the area

and that additional transmission capacity would ameliorate the congestion problem, so

the additional cost from the LMP Uincentive" is superfluous and will only resu~t in higher

costs for customers.

Market Performance

An overview of how wholesale market performance is analyzed and the issues

involved are presented in Section I. Specific analyses of PJM's markets are presented

in this subsection.

In an analysis summarized in previous years' reports, it was noted that Erin T.

Mansur had found that market imperfections in the PJM spot energy market (which

account for 10 percent to 15 percent of the market) for the period April through August

of 1999 totaled $224 million. She estimated that total costs in PJM were 41 percent

higher than would have occurred with perfect competition. When bilateral contracts are

added (an additional 30 percent of the market) the sum of the spot market and bilateral

contract costs is $827 million, or a 48 percent increase over competitive costs. She

calculated a load-weighted Lerner Index of 0.293 (29 percent of the price) for the spot

energy market and 0.323 (32 percent)when bilateral contracts are included.3 These

were considerably larger than PJM's Market Monitoring Unit's (MMU) estimate of an

average markup of about 0.02 (2 percent) for April through December of 1999 and the

year's maximum markup in July of 0.08 (8 percent). Mansur's study remains the most

recent independent analysis of PJM's markets.

2Erin T. Mansur, "Pricing Behavior in the Initial Summer of the Restructured PJM
Wholesale Electricity Market," University of California Energy Institute (PWP-083), April
2001.

3Her methodology is similar to Borenstein, Bushnell, and Wolak, "Diagnosing
Market Power in California's Deregulated Wholesale Electricity Market" and Wolak,
"What Went Wrong with California's Re-structured Electricity Market?"
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In PJM MMU's reports of the year 2001 4 and 2002,5 the markups or Lerner

indices are also much lower than Mansur's or as reported in other markets. The

average markup for both 2001 and 2002 was calculated to be 0.02 (2 percent), with a

maximum monthly markup of 0.05 (5 percent) for January 2001 and 0.04 (4 percent) for

JUly 2002. The minimum monthly market was less than 0.01 (less than 1 percent) for

November 2001 and again for several months in 2002. The MMU also calculated

monthly markups assuming that there is a 10 percent markup over cost, since

generators in PJM are allowed to provide cost-based offers with up to a 10 percent

markup over cost. An adjusted markup calculation removes the assumed potential 10

percent increase over cost and results in the average markup for 2001 and 2002 to

increase to 0.11 (11 percent) with a monthly maximum of 0.13 (13 percent) in January

2001 and again in July 2002 and a minimum of 0.09 (9 percent) for October 2001 and

0.10 (10 percent) for several months in 2002.

As noted last year, it appears that these markup calculations are based on Ucost­

based offers" as the marginal cost rather than an estimate of marginal cost based on

the resource costs, as others have done. If this is the case, then this will likely

understate the markups (or Lerner) index.6 This is because suppliers are bidding an

offer price that is not necessarily their marginal cost. A supplier with market power will,

by definition, bid at a price that js above their marginal cost. Since marginal cost is

usually not known directly, it can be estimated based on resource costs (fuel, operation

and maintenance costs, etc.) of production. For example, Bushnell and Saravia (May

2002) estimate a "competitive benchmark" for the marginal cost, which is the estimated

market price if there was a perfectly competitive market. This is estimated to be the

4Market Monitoring Unit, PJM Interconnection, L.L.C, llPJM Interconnection State
of the Market Report 2001," June 2002.

5Market Monitoring Unit, PJM Interconnection, L.L.C, 112002 State of the Market
Report, II March 5, 2003.

6Recall that the markup or Lerner index is calculated as:
(Price - Marginal Cost)/Price. If the marginal cost is overestimated, the markup will be
understated.
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incremental cose of the lowest cost unit that is not needed to serve demand. This

difference in how the marginal cost is estimated likely accounts for a considerable

amount of the widely different markup estimates of Mansur's from the PJM MMU's.

In a different analysis, the MMU concluded that there was an exercise of market

power in PJM's capacity credit markets during the first quarter of 2001.8 As explained

above, Load Serving Entities (LSEs) in PJM must either have their own capacity or

purchase capacity credits from a supplier that does own capacity. If a Load Serving

Entity does not have their own capacity or the capacity credits, then they must pay a

Capacity Deficiency Rate of $177.30 per MW-day. During the summer of 2000 and

early in 2001, prices in the daily capacity credit market jumped from zero or near zero to

about $177, the Capacity Deficiency Rate, as shown in Figure 11.3. During this time,

there were also price spikes to $354 per MW-day-since market rules require the

capacity deficient party to pay twice the Capacity Deficiency Rate on a day when the

overall market is deficient. The MMU concluded that one supplier ("Entity 1") was

unilaterally able to exercise undue market power during the first quarter of 2001 through

the use of economic withholding) that is, withholding capacity by offering the capacity at

prices greater than the Capacity Deficiency Rate. The MMU points out that this

company held more net capacity than the total excess capacity in the market. The

MMU stated that it believed because of changes in the underlying market conditions,

actions by market participants) and rule changes proposed by PJM and approved by

FERC, prices in the daily, monthly) and multi-monthly markets have declined, as can

also be seen in Figure 11.3.

7Since actual marginal cost is unknown, "incremental cost" is used to refer to the
estimated marginal cost based on the resource costs of production.

8pJM Interconnection, L.L.C., Market Monitoring Unit "Report to the
Pennsylvania Public Utility Commission, Capacity Market Questions," November 2001.
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Figure 11.3. PJM daily capacity market prices and MWs cleared.
Source: PJM data.

In a letter to financial analysts in December 2001 f PPL Corporation's executive

vice president and chief financial officer identified PPl EnergyPlus, L.L.C. (an energy

marketing affiliate of PPL Corp.) as "Entity 1" in the PJM MMU report.
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In an "Investigation Report." the Pennsylvania Public Utility Commission9

concluded:

that there is reason to believe that anticompetitive or discriminatory
conduct including the unlawful exercise of market power and the threat of
future recurrences of similar conduct is preventing the retail customers in
this Commonwealth [of Pennsylvania] from obtaining the benefits of a
properly functioning and workable competitive retail electricity market. 10

The Commission noted that 36 licensed electric suppliers have exited the Pennsylvania

market by surrendering their licenses and only seven have entered.

The Pennsylvania PUC referred the matter to the Pennsylvania Attorney

General. the United States Department of Justice, and FERC and authorized the

Commission's Law Bureau to intervene in any proceedings.

After a year long review. the Pennsytvania Attorney General concluded (in a

press rerease) that:

... the price increase was actually caused by the PJM's (sic) increase in
the amount of capacity each firm selling electricity.was required to hold.
While PPL benefitted by being a holder with extra capacity to sell, it did
not cause the conditions that led to the price increase."

iWe agree with the [Pennsylvania} PUC that PPL had market power in the
first quarter of 2001,' [Attorney General] Fisher said. (However, our
extensive investigation determined that PPL did not violate antitrust laws
in acquiring that market power. '11

The Pennsylvania Attorney General closed its antitrust investigation with this finding.

The capacity credit market's problems combined with the energy market prices in

early 2001 was clearly a significant factor that caused the drop-off in retail market

9Pennsylvania Public Utility Commission. iilnvestigation Report." Re: Investigation
Upon the Commission's Own Motion With Regard to PJM Installed Capacity Credit
Markets, Docket No. 1-00010090. Public Meeting held June 13, 2002.

10Pennsylvania Public Utility Commission, "Investigation Report," pp. 3 - 4.

11pennsylvania Attorney General, Press Release, "AG Fisher closes antitrust
case involving PPL; Determines that electric company did not violate laws," June 18.
2003.
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activity in Pennsylvania and other PJM states. The highest "shopping credit" or price-to­

compare for generation service in Pennsylvania at that time was in PECD Energy's

territory, at 5.67 cents/kWh. 12 When energy prices are over $50/MWh, as it averaged

during December of 2000 and again in August of 2001, adding $10/MWh for capacity13

would place the total cost over $60/MWh or 6 cents/kWh, well above the fixed PECD

Energy price-to-compare. Alternative suppliers that need to secure capacity to serve a

retail load in PJM would face a loss of at least 0.33 cents/kWh for each kilowatthour

sold. Even when energy prices are in the $30 to $40/MWh range as they averaged

from January through May of 2001, the margin for a gain would be very thin and risky

given the price volatility in both the energy and capacity markets. This also leaves very

little room for marketing costs, administrative costs, cost of risk management, or an

adequate profit.

Figure 11.4 compares the capacity ratio (residual demand divided by capacity)

and Lerner index relationship for California, New England, and PJM for the same time

period of May to December 1999. The California regression line exceeds a Lerner

index of 0.2 at about only .35 capacity ratio and is over 0.4 just before .60 capacity ratio

is reached. However, while both New England and PJM remain below a Lerner index of

0.1 through about .65 capacity ratio, both regressions lines rise very quickly and exceed

a Lerner index of 0.2 by .70 capacity ratio and reach a higher peak than California's

regression line at just over .80 capacity ratio. The overall pattern is nearly identical for

PJM and New England and all three markets have a similar pattern of moderate to low

Lerner indices when residual demand is relatively low and Lerner indices rising qUickly

to very high levels as residual demand increases. While this data is now somewhat

dated, it does provide a representation of how the level of the markup is, as explained in

Section I, largely a function of the supply/demand constraints.

12Current annual average price-to-compare for regular residential service.

13The PJM Market Monitoring Unit in its report on the 2000 market issued in
2001, states that "[a] maximum capacity market price of $160/MW-day is equivalent to a
net energy price differential of $10/MWh for a 16-hour forward market standard energy
contract."
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Retail Markets

Maryland

As summarized in Table 11.1 below. nearly all the customer switching to

alternative suppliers in Maryland has been in Potomac Electric Power's service area.

Almost 16 percent of the residential customers and over 21 percent of the non­

residentiat customers are enrolled with an alternative supplier in Potomac Electric's

service area. There are no reported residential customers enrolled with an alternative

supplier in any of the other service areas and only a very small percentage of the non­

residential customers had switched in two areas-neither exceeding two percent.

Statewide, about four percent of all customers have chosen an electric supplier, less

than four percent of all residential customers and about five percent of the non­

residential customers.

,.d 'thT bl 111 Ma e aryland percentage of customers enrolle WI an e ectrrc supp ,er

I Utility I Residential f Non-Residential I Total I
Allegheny Power 0 a 0

Baltimore Gas & 0 0.5% 0.1 0/ 0

Electric

Conectiv Power 0 1.6% 0.2%
Delivery

Potomac·Electric 15.7% 21.4% 16.2%
Power

Total 3.8% 5.10/0 3.9%

Source: Maryland Public Service Commission, for month ending April 25, 2003.

Two areas had offers to residential customers, as summarized in Table 11.2. As

might be expected, most of the offers to residential customers were in the Potomac

Electric area. Potomac Electric's area also had the only offer that was below the price­

to-compare for the state. Four areas had no offers.
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. Mid"d r Iffa e . . ompe Itlve 0 ers to resl en la customers In arylan

Utility Number of Total Number of Number of Offers
Competitive Offers from Below the Price..

Suppliers Competitive to-Compare
Suppliers

Allegheny Power 0 0 a
Baltimore Gas & 1 2 0
Electric

Choptank Electric 0 0 0
Cooperative

Conectiv Power 0 0 0
Delivery

Potomac Electric 2 3 1
Power

Southern 0 a 0
Maryland Electric
Cooperative

Total for State 2 5 1

T bl II 2 C

Source: Maryland Attorney General, May 14, 2003.

District of Columbia

The District of Columbia is also served by Potomac Electric Power and, as Table

11.3 shows, has had similar, although lower, percentages of customer switching as in

Potomac Electric's area in Maryland.

Table 11.3. Percent of custo,mers served by alternative suppliers in the Dist. of
Columbia.

I Residential I Non-Residential I Total

I April 2003 11.4% I 16.5% I 12.0°/0
Source: District of Columbia Public Service Commission, May 2003.
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New Jersey

As reported in the two previous years' reports, New Jersey had some activity

early in the state's retail access program. One utility, Conectiv, reached almost 12

percent of the non-residential customers and almost six percent of residential customers

being served by alternative suppliers, as reported for November 2000. Two other

utilities had about six percent of the non-residential customers that had chosen an

alternative, also reported for November 2000. About one year later, by October 2001,

air customer switching by non-residential and residential customers had dropped to less

than one percent for aft companies. As Table 11.4 shows, customer switching across the

state and across companies reportedly remain at fractions of a percent from January

through July of 2003. Current indications are, for reason explained below, the largest

customers in New Jersey are now choosing suppliers at relatively higher rates.

rtldbt f ta e .. ercen 0 cus omers serve ly compe five suppliers.

Distribution Residential Non-Residential Total
Company

Jan JUly Jan July Jan July
2003 2003 2003 2003 2003 2003

Conectiv 0.091 0.081 0.756 0.307 0.171 0.108

JCP&L 0.037 0.037 0.048 0.044 0.038 0.038

PSE&G 0.062 0.055 0.044 0.039 0.059 0.052

Rockland 0.000 0.000 0.000 0.000 0.000 0.000

Statewide Total 0.058 0.052 0.137 0.076 0.068 0.055

T bl 114 P

Source: New Jersey Board of Public Utilities, January 15, 2003 and July 29, 2003.

In February 2002, the New Jersey Board of Public Utilities (BPU) approved the

results of a Basic Generation Service (BGS) auction to meet the electric demands of

customers who have not selected an alternative electric supplier or who are dropped by

a third-party supplier. More than twenty companies participated in the auction held on

the Internet from February 4 to February 13, 2002. During this auction firms bid

simultaneously to supply capacity, energy, and ancillary services to customers at a
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competitive price per kWh for the period of August 1, 2002 through July 31, 2003. This

auction was conducted under the requirement of New Jersey's restructuring law that

utilities facilitate competition of the supply of electricity to customers who have not

switched companies under deregulation. The auction set lower than expected prices for

the utilities' BGS. GPU's price was 4.87 cents per kWh compared to the customers'

previous rate of 5.06 cents per kWh. Conectiv's price was set at 5.12 cents per kWh

compared to its previous customer rate of 5.17 cents charged from January to August of

2001. 14 The prices for Rockland and PSE&G were 5.82 cents per kWh and 5. 11 cents

per kWh, respectively.

The price results of the 2003 "Fixed Price" auction, held in February 2003, for

BGS for small to medium-sized customers are shown in Table 11.5. Another separate

auction determined hourly energy prices for approximately 1,750 larger customers, with

prtces based on PJM's hourly prices. Again, Internet auctions determined BGS for aU

the state's distribution companies. This was to provide BGS supply for the period from

August 1,2003 through May 31,2004. The fixed price auction (for the smaller

customers) concluded after 14 rounds of bidding and had 15 winning bidders sharing

approximately 15,500 MW of load. The auction for hourly service (for larger customers)

had 15 rounds with eight bidders for the 2,500 MWof available load. New Jersey tS

currently the only state in the country using such an Internet-based auction procedure.

(Maine, as summarized in Section III, uses a competitive bidding process for its

"standard offer" generation service.) Except for Rockland, all prices where somewhat

higher than those determined in the previous year's auction.

14 Compiled with News release, New Jersey Board of Public Utilities, February 15,
2002; Reuters, February 15, 2002; Ashbury Press, February 16, 2002; PSEG
Fact Sheet1 November, 2001 and Restructuring Weekly.
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Table 11.5. Price results from the 2003 uFixed Price" auction
for small to medium-sized customers (cents/kWh).

I Distribution I 10 Month
I

34 Month ICompany

Conectiv 5.260 5.529

JCP&L 5.042 5.587

PSE&G 5.386 5.560

Rockland 5.557 5.601

Source: New Jersey Board of Public Utilities, February 2003.

Beginning August 1, 2003, the auction-determined generation prices translated

directly to the rates customers pay. This was when the rate caps and the discounts

ended and the post-transition period began. The New Jersey Board of Public Utilities

determined the post-transition, non-generation portion of rates for customers in July

2003. Beginning August 1, 2003, eXcluding the BGS portion, all Conectiv customer

classes had an average rate increase of approximately 4.7 percent. The estimated

average BGS increase for all fixed-price customer classes is about 3.4 percent,

resulting in a total rate increase of 8.1 percent. The average residential customer had

an increase of approximately 6 percent on their monthly bill (the average residential bill

would increase from $85.77 per month to $90.93 per month). This includes deferred

balances accrued by Conectiv during the transition period when the rate cap was in

effect and the company could not recover all of its costs incurred to supply its customers

(which New Jersey's restructuring law allows recovery after the four-year transition

period). The Board also determined that Rockland's (a company that also had deferred

balances) rates for the average residential customer would increase by 15.4 percent.

This includes the estimated 11.3 percent increase in BGS charges and resulted in a

monthfy bill increase from $85.21 per month for the average residential customer to

$98.36 per month. The Board also authorized PSE&G (again with deferred energy

costs) an increase of approximately 15 percent for the residentiaf customer class. The

Board modifi~d the rate design in a proposed settlement to assure that the majority of
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residential customers receive no more than a 15 percent increase on an overall annual

basis, including BGS prices. For Jersey Central Power & Light, the Board approved an

average annual increase in rates of approximately 3.5 percent for the typical residential

customer. All these rate increases became effective August 1, 2003.

As noted, for approximately 1,750 larger customers, prices are based on PJM's

hourly prices, unless these customers make provisions with a suppfier of their choice.

Preliminary indications are that for 1,766 of these larger customers state-wide, over

1,000 customer accounts have switched, or 57 percent of the customers. By company,

the preliminary numbers are approximately 61 percent, 60 percent, 56 percent, and 43

percent for Conectiv, JCP&L, PSE&G, and Rockland, respectively. Obviously a

dramatic change from the numbers reported in Table IL4 and most likely the result of

the change to PJM hourly prices if a supplier is not selected by these customers.

Pennsylvania

Pennsylvania had, at one time, the most active retail access program in the

country. In earfy 2000, PECO Energy alone, then the most active service area in the

state (and the country), had 29 offers being made to residential customers-about 20 of

which were below the price-ta-compare. Every service area in the state had at least two

offers to residential customers that were betow the price-te-compare. This changed

dramatically by mid-2001, when many 'competitive suppliers reduced their offerings to

customers or left the market entirety (see the above discussion on the effect the

capacity credit market had on retail suppliers). Table 11.6 shows, as of May 2003, the

entire state had only one offer below the price-te-compare, in Duquesne Light's service

territory. Last year, in May 2002, the state had three such offers, all in PECO Energy's

service territory. Overall, the state remains about as it was last year in terms of total

number of residential offers, at 29 this year compared with 33 total offers last year. This

year (as of May 2003). as with last year's survey (May 2002), each service territory had

at least three residential offers.
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. *f PffT bl 116 Ca e . . ompetltlve 0 er summary or ennsylvanla.

Utility Number of Total Number of Number of Offers
Competitive Offers from Below the Price-

Suppliers Competitive to-Compare
Suppliers

Allegheny Power 2 3 a
Duquesne Light 3 4 1

MetEd 2 3 0

PECO Energy** 6 7 a
Penelec 2 3 0

Penn Power 2 3 0

PPL .Utilities 2 3 a
UGI' 2 3 0

·Total for State 7 29 1
*For Regular Residential Service.
**Ooes not include the "Competitive Discount Service" (CDS), which is priced at 0.12
cents/kWh less than PECD Energy's Price-ta-compare, or at a two percent discount.
This is only available to preselected customers, not available to new customers.
Source: Pennsylvania Office of Consumer Advocate, May 2003.

Figures 11.5, 11.6, and 11.7 plot the customer switching activity for Pennsylvania

back to the first quarter of retail access in the state for residential, commercial, and

industrial customers, respectively. The decrease that occurred in 2001 in retail market

activity can be seen in art three customer groups. Residential switching continues to

decline or remain flat, with all but Duquesne Light now below (in most cases, well

below) ten percent of customers with an alternative supplier. With commercial

customers, all areas are below 20 percent, however, Duquesne Light and PECD Energy

have seen a recent modest increase in the percentage of customers sWitching. For

industrial customers, all areas are well below ten percent, except Duquesne Light, which

is at about 35 percent of the customers with an alternative suppHer.

Figure H.8 shows the decline in customer switching in the state in terms of total

load. The peak was reached in April of 2000, at 8,320 MWs, fell to 5,509 MWs in July
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2000, then fell again to 2,039 MWs in July 2001. Since then, total load served by an

alternative supplier has climbed back to 2,621 MWs in April 2003.
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Data Source: Pennsylvania Office of Consumer Advocate

Figure 11.5. Residential customer switching in Pennsylvania.
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Figure 11.6. Commercial customer switching in Pennsylvania.

2003 Performance Review II - 23 K. Rose - August 29,2003



Percent

40

30

20
Duquesne Light

MetEd/P '"

PECO Energy

o~======~;;;~~=~s:::::::~~
Apr-99 Oct-99 Apr-DO Oct-DO Apr-01 Oct-01 Apr-02 Oct-02 Apr-03

Jul-99 Jan..aO Jut-DO Jan-01 Jul-01 Jan-02 Juf-02 Jan-03

1v'etEd anc:l Penelec were forrrel1y part of GPU.
Data Source: Pennsylvania Office of Consurrer Advocate

Figure 11.7. Industrial customer switching in Pennsylvania.
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Section III
New England

Wholesale Market and ISO New England

ISO New England, Inc. was created in 1997 and operates the six-state New

England region's1 bulk electric power system and wholesale electricity markets. ISO

New England developed out of the New England Power Pool (NEPOOL) that was

created in 1971 from the integration of most of New England's utilities and municipal

systems. This was primarily to enhance the region's system reliability in response to

the northeast's 1965 blackout. ISO New England has interconnecting transmission

lines connecting it to New York State and Quebec and New Brunswick in Canada.

These lines are for the sale and purchase of electricity between the regions and for

reliability purposes.

The New England power system serves about 6.5 million customers in an area

with a population of 14 million people. The total market value is $4.5 billion, with $1.5

billion cleared in the spot market. There are over 350 power plants and over 8,000

miles of high-voltage transmission lines. New England system is a summer peaking

system with peak demand in summer typically between 19,000 MWand 23,000 MW

and winter peak demand between 17,000 MWand 19,000 MW. On August 14, 2002 a

peak demand of 25,348 MW was reached, which is the current record peak demand for

the region. The normal weather summer peak has increased by 20 percent over the

last ten years.

ISO New England began managing the region's restructured wholesale power

markets in May of 1999. In March 2003, the region began implementing its own version

of a wholesale Standard Market Design. This includes using Locational Marginal

Pricing (LMP) for transmission congestion management, day-ahead and real-time

energy markets, and using monthly and long-term Financial Transmission Right (FTR)

'The six states in ISO New England's region are Connecticut, Maine,
Massachusetts, New Hampshire, Rhode Island, and Vermont.
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auctions to allow market participants to hedge against the possibility of paying

transmission congestion charges under LMP in the day-ahead market.

The New England power market trades about 75 percent of its electricity under

bilateral contracts and 25 percent in the real-time market.

The lSO currently has about 31,000 MW of total capacity and maintains an

operating reserve margin of about 1,700 MW. The region is expecting to add

approximately 3,500 MWs within the next year (as of May 2003). The region's

electricity supply has increased by about 40 percent within the past five years.

According to lSO New England, approximately 29 percent of the total megawatt

hours produced in the region in 2002 was from natural gas generators, this was up

considerably from 13 percent in 2000. Nuclear and coal generated 26.6 percent and

12.3 percent, respectively, in 2002.

This increasing use and reliance on natural gas for power generation is causing

concern in the region. ISO New England issued a White Paper that examined current

and future use of natural gas for power generation and natural gas supply availability in

the region. 2 The stUdy notes that the recent power plant building boom in the region is

expecting to add nearly 10,700 MWofnew capacity between 1998 and 2005-all of it

natural gas-fired capacity. It is expected that 41 percent of New England's total

electricity production will be gas-fired in 2003 and could reach 49 percent by 2010. The

study notes that except for Texas,3 'INew England is by far the most dependent region

in North America on natural gas for power generation." In addition, because of

insufficient pipeline capacity in the region, studies by ISO New England indicate that

approximately 2,800 MW to 3,900 MW of gas-fired generation would be unserved by

21S0 New England Inc., IINatural Gas and Fuel Diversity Concerns in New
England and the Boston Metropolitan Electric Load Pocket, II prepared by Levitan &
Associates, Inc., JUly 1, 2003.

3Texas (ERCOT region) is 44 percent natural gas-fired generated, according to
Energy Information Administration numbers presented in Table 3 of the White Paper on
page 13. They also note that Texas is in a region that has ready and ample natural gas
suppHes, while New England must rely on supply basins that are between 750 to 4,000
miles away.
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pipelines during a peak winter day as soon as by the winter of 2004/2005. This is due

to the coincident natural gas and electric generation requirements during the heating

season.

This problem is particularly acute in the Boston area "load pocket." The Boston

subarea is expected to have 65 percent of its electricity generated by natural gas in

2003 and is forecasted to increase to 80 percent by 2010. If a single power plant that is

critical to the sub-area's electric supply, the Salem Harbor plant, is converted to natural

gas, that subarea's electricity generated with natural gas could rise to 94 percent.

Salem Harbor is a 745 MW coal- and residual fuel oil-fired power plant with four units

located about 15 miles north of Boston; it accounts for about 21 and 23 percent of the

Boston area's current winter and summer generating capacity, respectively. Because of

its fuel use and location, it is subject to state and federal environmental regulations for

nitrogen oxides, sulfur dioxide, carbon dioxide, and mercury emissions. Compliance

options include sWitching to natural gas use or retiring the plant. Because transmission

constraints limit the amount of power that can be sent from outside the subarea, either

of these options would have a major impact on the subarea's fuel diversity and supply

resources.
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ISO New England's monthly average prices are charted in Figure 1l1.1. This is

the monthly average, on-peak monthly average, and off-peak monthly average prices
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Figure 111.1. Average monthly, average monthly peak, and average monthly off-peak
prices in ISO New England, May 1999 through May 2003.
Source: ISO New England, June 2003.
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for May 1999 through May 2003.4 The impact on prices from the hot weather in late

July and early August of 2001 can clearly be seen and, as seen with most other power

markets, the impact from the higher natural gas prices in early 2003. The ISO New

England White Paper noted this strong link between natural gas and electricity prices

and the potential negative impact this could have in terms of higher and more volatile

prices due to the region's increasing dependence on natural gas.

Market Performance Analyses

Last year's report summarized a study of the New England ISO market by

Bushnell and Saravia5 that used a similar "competitive benchmark analysis" as was

used in the June 2002 Borenstein, Bushnell, and Wolak analysis of the California

market (also summarized last year). This competitive benchmark is the estimated price

that would result if all firms acted as price-taking firms-that is, no firm exercises market

power.6 (The basis for examining wholesale market performance is discussed in

Section I.) The study examined the period of May 1999 through September 2001. The

resurts of the Lerner index estimation are summarized in Figure 111.2 (this is an

estimation using ISO New England, Energy Clearing Prices). The results are simBar to

4For May 1999 through February 2003, prices are the monthly average clearing
price, monthly average on-peak price, and monthly average off-peak price. For March
2003 through May 2003, the period when ISO New England began its Standard Market
Design, prices are the average real-time LMP (the average hourly real-time hub or zone
LMP for the month), on-peak LMP (the average real-time hub or zone LMP for peak
hours in the month, where peak hours are hours ending 8:00 AM to 11 :00 PM Monday
through Friday excluding holidays), and off-peak LMP (average real time hub or zone
LMP for the off-peak hours in the month).

5James Bushnell and Celeste Saravia, "An Empirical Assessment of the
Competitiveness of the New England Electricity Market," Center for the Study of Energy
Markets (CSEM WP-101), University of California Energy Institute, Berkeley, California,
May 2002.

6This is based on an estimated incremental cost of the cheapest unit that ;s not
needed to serve demand in a given hour.
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Figure 111.2. Monthly Lerner index for New England electricity market, May 1999 to
September 2001.
Source: Bushnell and Saravia, "An Empirical Assessment of the Competitiveness of the
New England Electricity Market," May 2002.

the California estimation with relatively higher indices during the summer months, but

without the sustained periods of very high monthly markups lasting several months.

Bushnell and Saravia also graphed the relationship between demand and the

Lerner index for May to September for 1999, 2000, and 2001. which is shown in Figure

111.3. The graph is flatter than for California and for a wider range of demand. indicating

that for up to moderate levels of demand, the Lerner index (and market power markup)

is lower. However, at high levels of demand, the index rises quickly and reaches values
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that are similar to the California result. A comparison of California, New England, and

PJM Lerner tndices were presented in Section tl of this report.
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Figure 111.3. The relationship between the level of demand and the Lerner index for
New England.
Source: Bushnell and Saravia, "An Empirical Assessment of the Competitiveness of
the New England Electricity Market," May 2002.
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The authors pronounce the overall results "encouraging," but caution:

The results described above occur in a market with many layers of
continued regulation. The vertical integration of some suppliers and the
transition contracts imposed on others provide a powerful mitigating
influence on the incentives of these firms to exercise market power. Any
new contracts that replace those imposed during the transition will be set
at terms determined by market conditions, rather than regulatory
proceedings. The pending expiration of transition periods and potential
consotidation of supply portfolios will reverse this effect.7

Another analysis by the Independent Market Advisor to ISO New England,8 takes

a different approach by examining attempts to exercise market power by suppliers

through withholding generating resources from the market. Their analysis tries to

differentiate anti-competitive withholding of supply resources from what could be

regarded as ordinary competitive behavior. In their "withholding analysis,H they

calculate an "output gap" that is defined as the difference between a unifs capacity that

is economic to supply at the prevailing market price and the capacity that is actually

supplied. They conclude from their analysis that the New England wholesale market is

"workably competitive." They find "litUe evidence of persistent economic or physical

withholding," but that "it cannot exclude the possibility that discrete instances of physical

withholding occurred."

The Independent Market Advisor also examined the highest-priced hours during

the summer of 2001 to determine whether market rules or procedures, unjustified

actions by the ISO, or withholding by suppliers contributed to the inflated prices. They

find that the majority of these high-priced hours "were warranted based on the

deficiency in internal resources" in the region. Market rules that may have aUowed

prices to be set at unjustifiably high levels when a deficiency did not exist were

7Bushnell and Saravia, p. 21.

80avid B. Patton, Robert A. Sinclair, and Pallas M. LeeVanSchaick, "Competitive
A5~essmentof the Energy Market in New England," Independent Market Advisor to ISO
New England, Potomac Economics, Ltd., May 2002.
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addressed by the iSO's pricing reforms. Based on their analysis, they state that "no

clear evidence was found that economic or physical withholding substantially

contributed to inflating the energy prices in these hours."

The Independent Market Advisor's economic withholding analysis is based on

calculating a proxy marginal cost or "reference price') for each unit. This is to make the

comparison with what would be economic for the unit to supply at the market price given

the unit's marginal cost and what was actually supplied by that unit. In Appendix B of

their report, they note that the reference price is calculated IIbased on an average of

bids accepted in-merit for each unit." The assumption is that, in the absence of market

power, suppliers will bid their marginal costs into the market. However, if there is

supplier market power, which is at least part of the objective of which the analysis was

to determine, then this method of calculating the reference price will likely overestimate

the actual marginal cost and result in underestimating the "output gaplJ and possible

economic withholding.9 This is because the relatively higher reference price (that is,

what is being used for the marginal cost proxy) will result in fewer units being judged as

withholding, since the reference price is higher than the market clearing price. In these

cases, it is expected that the units will not sell power for less than what it costs to

produce the power.

To test the results from the reference price, the Independent Market Advisor also

estimates the output gap using an "alternative" competitive benchmark or reference

price based on the variable production costs for each unit. 10 While, as expected, the

output gap increases with the alternative benchmark, the results still show a relatively

modest amount of "output gaplJ-reinforcing the Advisor's conclusion that the New

9This is a fundamental difference between the two studies reviewed here. The
Bushnell and Saravia study uses a "competitive benchmark analysis" which is based on
a variable production cost estimate. The ISO New England Independent Market
Advisor's "withholding analysis" is based on a benchmark (the first benchmark, not the
"alternative" which is closer to Bushnell and Saravia's benchmark) calculated from
supplier bids. Both are attempting to estimate supplier marginal costs, but with
fundamentally different results.

1°lndependent Market Advisor, pp. 27 - 29.
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England market is "workably" competitive and had only insignificant attempts to raise

prices through economic withholding during the study period. However, the analysis is

done using 110 percent of the variable production cost estimate and only for fossil units

with "low Qut-af-merit frequency;" out-af-merit units are those that are dispatched even

though the unit's bid price exceeded the market clearing price. The analysis is not

presented using all units or for different variable production costs levels to test the

sensitivity of the alternative benchmark.

A Lerner index or market power markup is not calculated in the Independent

Market Advisor analysis that could have allowed a comparison with the Bushnell and

Saravia study. Such an index, presumably, could have been calculated based on the

reference prices they calculate.

It should be noted that both these studies pre-date ISO New England's

implementation of Standard Market Design, which began March of 2003. This may

impact the New England's market performance over time.

Retail Markets

Five of the six New England states have retail access, Connecticut, Maine,

Massachusetts, New Hampshire , and Rhode Island, and were among the first states to

pass restructuring legislation and implement retail access. The five retail access states

have been reviewed in previous reports-Maine and Massachusetts are updated below.

Maine

Maine's Restructuring Act required complete divestiture of transmission and

distribution (T&D) utilities' generation assets. Maine chose to have the T&D utilities

supply standard offer generation service to retail customers through a competitive

process conducted by the Maine Public Utilities Commission. This has been done

through a competitive bidding process or, if bids are insufficient or unacceptable to the

Commission, through wholesale contracts. The T&D utilities themselves cannot

participate in the bidding to become the standard offer provider and affiliates of the T&D

utilities cannot provide more than 20 percent of the standard offer service in the
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affiliated T&D utility's service territory. Maine has one type of default service, the

standard offer service, for each of the three primary retail customer classes. 11 This

standard offer serves all customers in the class that are not receiving power from a

competitively-obtained supplier.

The Commission has, at this time, completed three sets of competitive bids and

has a fourth underway.12 Table 111.1 summarizes the results of the three completed

competitive bids that Maine has conducted. The Commission refers to the first two

bidding experiences as meeting with "mixed results," For Maine Public Service (MPS),

the bidding process has been able to obtain successful bidders in the first two years.

However, MPS is in northern Maine and not part of the tSO New England control area.

The Commission notes that while there has been some competition in this area, "there

has been a limited number of suppliers active in the market.,,13 Also, the standard offer

rate has been increasing since early 2001. The MPS current standard offer price for

residential and small commercial customers has increased by 35 percent between early

2001 and the price that went into effect in March of 2003: Commercial and industrial

standard offer prices have increased 37 percent and 56 percent, respectively. This may

explain, at least in part, why most commercial customers (68 percent of the load) and

near~y aU the industrial customers (between 97 percent and 100 percent of the 'oad

since early 2002) in MPS are now served by competitive providers and are not on the

11The primary customer classes in Maine are Residential and Small Commercial
(demand less than 20kW, 25kW, and 50kW, for Central Maine Power (CMP), Bangor
Hydro-Electric (SHE), and Maine Public Service (MPS), respectively), Commercial
(greater than 20kW, 25kW, or 50kW for CMP, SHE, and MPS, respectively, but less
than 400kW for CMP and less than 500kW for SHE and MPS), and Industrial (demand
greater than 400kW for CMP and greater than 500kW for SHE and MPS). Maine also
uses the corresponding categories, as in Table Ill. 1, Residential and Small Non­
Residential, Medium Non-Residential, and Large Non-Residential.

12This information is from an undated and untitled Maine Public Utilities
Commission paper posted on the Commission's website. The first section is titled,
"Detailed Summary of Standard Offer Bid Processes and Results."

13Maine Public Utilities Commission, "Standard Offer Study and
Recommendations Regarding Service After March 1, 2005," December 1, 2002, p. 8.
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standard offer price. However, about two-thirds of the residential and small commercial

load remains on standard offer service. (Last year, the totat number of customers

served by MPS was reported at 35,467 residential, 193 medium, and sixteen large

customers.) Customer switching by company are shown in Figures 111.4, 111.5, and '".6,

t d d ff b'dd'fM .a e . . ummary 0 arne s s an ar 0 er I lng process.

Year 1: for service Year 2: for service Year 3: for service
beginning beginning beginning

March 2000 March 2001 March 2002

Bangor Hydro-
3 year contractElectric Co. (SHE)

accepted for residential
Residential &
Small Non.. All bids rejected - SHE All bids rejected - SHE and small non-

Residential directed by directed by residential customers

Commission to procure Commission to procure
Medium Non.. power in wholesale power in wholesale 1 year contract
Residential market for all 3 classes market for all 3 classes accepted for medium

Large Non- and large non-resid.

Res~dential
customers

Central Maine Power
2 year contract 3 year contractCo. (CMP).

Residential &
accepted for residential no bid - contract accepted for residential

Small Non..
and small non- continues for this class and small non-

Residential
residential residential customers

M8dium Non- Bids rejected - CMP Bids rejected - CMP
Residential directed by directed by 1 year contract

Commission to procure Commission to procure accepted for medium
power in wholesale power in wholesale

Large Non- market for medium and market for medium and
and large non-

Residential large non-residential large non-residential
residential customers

customers customers

Maine Public Service
Co. IMPS)

1 bidder chosen
Residential &
Small Non- three year term
Residential contract for all 3

no bid - contract

standard offer rate
continues for all

Medium Non- service split 80120 classes (until 2/28/04)
classes

Residential between 2 bidders

Large Non-
1 bidder chosen

Residential

T bl 1111 S

Source: From information in "Detailed Summary of Standard Offer Bid Processes and
Results, II Maine Public Utilities Commission.
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While the bidding process for Bangor Hydro-Electric (SHE) was unsuccessful the

first two years at finding acceptab'e bids for aU customer categories, Central Maine

Power (CMP) was only successful for residential and small non-residential customers.

By the third year, all customer categories for both companies were served by

acceptable standard offer prices found through the competitive bidding process. The

standard offer price has increased for residential and small commercial customers since

2000, increasing 22 percent in SHE's area and by 21 percent for customers in CMP's

area. There has been no switching to competitive providers by residential and small

commercial customers in either SHE's or CMP's areas (see Figures 111.4 and 1Il.5

below), consequently, all of these customers are on standard offer service. (There have

been no direct offers to residential customers in the service areas of SHE and CMP

since July 2001.) The contract for these customers has been in effect since March of

2002 and will remain in effect until February 2005. Currently all standard offer service

prices for all customers classes for the three principle T&D utilities in the state have

been procured through the competitive bidding process.
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Figure 111.4. Percentage of load served by competitive providers in Bangor Hydro­
Electric CO.'s (SHE) service territory. (Note: No data was reported for February 2003.)
Source: Maine Public Utilities Commission, June 2003.
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Figure 111.5. Percentage of load served by competitive providers in Central Maine Power
Co.'s (CMP) service territory. (Note: No data was reported for February 2003.)
Source: Maine Public Utilities Commission, June 2003.
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Figure 111.6. Percentage of load served by competitive providers in Maine Public
Service Co.'s (MPS) service territory. (Note: No data was reported for February 2003.)
Source: Maine Public Utilities Commission, June 2003.
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Massachusetts

The Massachusetts Electricity Restructuring Law, passed in 1998, provides three

electric generation service options to consumers: (1) standard offer service provided by

distribution companies, a transition generation service available to each distribution

company's customers through February 2005, and assigned to customers who had not

selected a competitive supplier as of March 1, 1998; (2) default service provided by

distribution companies, customers who move into a distribution company's seNice

territory after March 1, 1998, are not eligible to receive standard-offer service and are

placed on default service until they select a competitive supplier (which is higher cost

that the standard offer); and (3) competitive generation service provided by competitive

suppliers.

While there has been an increase in residential customer activity since fast year,

statewide, it is still less than three percent of the customers that have switched to a

competitive supplier. Figure 111.7 shows the trends since Aprit 1999 of the percent of

customers choosing a competitive supplier by customer categories. The larger

customer categories continue to show considerably more activity, however, there has

been a marked decrease since the fall of 2002, especially for the large commercial and

industrial customer group, which has fallen below 20 percent. Small and medium

commercial and industrial customer groups also declined, both to less than ten percent

of customers in each category. The pattern is similar in terms of kilowatt-hours, as

shown in Figure 111.8 below.

Figure 111.9 is a cross section of customer switching activity for April 2003 to show

where the activity is in terms of customer groups and kWhs by distribution companies.

Commonwealth Electric (Comm Elee) clearly had the most activity for every customer

group_ For the larger customer groups, Massachusetts Electric (Mass Elec) had the

second highest customer and kWh percentages. In terms of kWhs, all companies had

large commercial and industrial customer switching above ten percent.
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Figure 111.7. Massachusetts percent of customers served by competitive generation,
April 1999 to April 2003_*
Source: Massachusetts Division of Energy Resources, "Electric Power Customer
Migration Data," April 1999 through April 2003 reports.
*The percentage calculated for Large Commercial & Industrial customers for July 2002
was omitted because it appeared to be incorrectly recorded.
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Figure 111.8. Massachusetts percent of kWhs provided by competitive generation, April
1999 to April 2003.
Source: Massachusetts Division of Energy Resources, "Electric Power Customer
Migration Data," April 1999 through April 2003 reports.
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Source: Massachusetts Division of Energy Resources, "Electric Power Customer
Migration Data/' April 2003 report.
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Section IV
New York

Wholesale Market

Figure IV.1 shows the load weighted monthly average prices for the Day Ahead

Market of the New York ISO from May 2001 to May 2003. As with other power markets

around the country, the impact from the higher natural gas prices in early 2003 can be

seen, when prices reached $75 per MWh in February and March of 2003. Prices

retreated to below $50 per MWh in May. However, the price trend appears to be

increasing since the low was reached in December 2001 of less than $24 per MWh.

Natural gas wellhead prices were about three and one-half dollars per Mef in December

2001 and had dropped below three dollars in September and October of that year

Natural gas prices had spiked the previous winter of 2000/2001 , peaking in January of

2001 at almost seven dollars per Mef - which mayI in part, explain the general

downward trend from May 2001 to December 2001. 1

1Natural gas weHhead prices are from the Energy Information Administration,
U.S. Department of Energy.
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Figure IV.1. Load weighted monthly average Day Ahead Market prices ($/MWh)) May
2001 through May 2003.
Source: New York ISO, May 2001 through May 2003 reports.
*The May 2003 price is the load weighted monthly average Locational Based Marginal
Price for the Day Ahead Market.
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Retail Market

Figure 'V.2 summarizes customer switching, or "migration," in New York State and

compares the 2002 percentages with 2003. The first graph in Figure JV.2, of all

customer groups, shows that the most active shopping in the state is in the Orange and

Rockland Utilities and Rochester Gas and Electric service areas.2 As the other two

graphs show, most of this activity is concentrated among non-residential customers.

This pattern of activity holds for both 2002 and 2003. With a few exceptions, most areas

had modest gains in the percent of customers switching to alternatives in 2003

compared to 2002. Since non-residential customers are the most active in the state, the

percent of customer load that has migrated to alternative suppliers, as shown in Figure

IV.3, is generally higher and, except for the Long Island Power Authority's area,

distributed across the state's service territories. Non-residential customers in Rochester

Gas and Electric's service area in particular, moved to over 65 percent of load for May

2003, the highest percentage for any area, customer group, and for both years. For

residential customers, however, the Orange and Rockland Utilities and Rochester Gas

and Electric service areas remain the most active for both years.

2The full company names that are abbreviated in the figures are as follows: CH is
Central Hudson Gas & Electric Corp.; Can Ed is Consolidated Edison Company of New
York, Inc.; LIPA is Long Island Power Authority; NMPC is Niagara Mohawk Power
Corp.; NYSEG is New York State Electric & Gas Corp.; ORU is Orange and Rockland
Utilities, Inc. ~ and RGE is Rochester Gas and Electric Corp.
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Figure IV.2. Percent of customer accounts migrated to alternative suppliers, by utility for
an customers, non-residential customers, and residential customers, May 2002 and May
2003.
Source: New York State Public Service Commission, May 2002 and May 2003 migration
reports.

2003 Performance Review IV - 4 K. Rose - August 29, 2003



AJI Custorrers

30.0% -

~I
__--2.._

'#.
(j')

0"':
<> ~M
~ ~;--I?ft ,.~ (j')

N (X) N I.--- --<0 ~--- I

N r-l I
~n ! I I

I MII~; I I
L~_.__~ I__··~J 1_ I

i.·~d··~'.:,~ i i
i Iii * I 'I i

1I~ I I 1
I _":":. I I

Con Ed NMPC ORU
CH LIPA NYSEG RGE

• May 2001] May 2003

State

10.0%

0.0%

20.0%

40.0%

50.0%

Residential

25.0%

30.0% .

35.00/0 -c· C=~~=~=·. ~"~'~.-_. -.....

• May 200£J May 2003

20.0%-

15.0% --_...

J
~\
N
6

• May 200LI May 2003

t-bl-Residential
70.0%

60.0%

50.0%

Cf!.
40.0% (0

~
:;:RC"")
~;

30.0%
.1

,(0,
Nil

20.0%

10.0%

0.0%
State Con Ed NMPC ORU

CH lIPA NYSEG RGE
State Con Ed NMPC ORU

CH L1PA NYSEG RGE

Figure IV.3. Percent of customer load migrated to alternative suppliers, by utility for all
customers, non-residential customers, and residential customers, May 2002 and May
2003.
Source: New York State Public Service Commission, May 2002 and May 2003 migration
reports.

2003 Performance Review IV - 5 K. Rose - August 29,2003



Section V
Midwest

Wholesale Market

The Midwest is an area that has an extensive transmission system that

interconnects the utility systems throughout most of the region. Historically, however!

the region has operated as independent utility systems, not as a single tightly

coordinated system as other systems in the country have. PJM and New England, for

example, operated for a long period as a coordinated system or power pool before they

became an 1S0. With the transmission system in the Midwest~ these independent utility

systems have been able to coordinate their systems to support increasing volumes of

wholesale sales in the last two decades. However there are some areas with

transmission "bottlenecks," that limit the amount of power transfers within the region.

A significant part of the Midwest region formed the Midwest ISO (MISO), which

was founded in February 1996, to begin the process of forming a more tightly integrated

regional system. MISO became the first FERC-approved RTO in December of 2001 and

began operation in Feb. 2002 as a transmission provider. MISO covers an area that has

122,000 MWs of generation capacity with 111,000 miles of transmission lines. It covers

a large area of the country that includes all or parts of 15 states and into Canada, or 1.1

million square miles~ and with 16.5 million customers. Figure V.1 is a map that highlights

the MISO's geographic area.
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Figure V.1. The Midwest ISO region.
Source: Midwest rso.

Currently, MISO is responsible for short-term reliability and interchange

schedules. It now uses transmission loading relief (TLR) for congestion management,

but plans to implement an LMP and FTR model, similar to other RTOs or 1805. While

there is currently no centralized market, MrSO is pranning to operate day-ahead and

real-time energy markets. As a result, most transactions in the region are bilateral. The

market launch date is, at this time, March 31, 2004 and market trials are schedu~ed to

run from November 1, 2003 through February 2004. MISO also is the provider of last

resort for ancillary services and market monitoring is done only for spot energy markets.
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All of the currently operating and fully functional ISOs or RTOs, New England,

New York, PJM, Texas, and California, had previous histories of at least some

coordination or are within the boarders of a single state. It is proving to be more difficult

to form a functioning RTO without this history and one that crosses multiple state lines.

PJM, MISO, and TVA are attempting to form a lljoint and common energy marker

to coordinate power flows across the three regions.

Figure V.2 plots the weighted average daily prices for several Midwestern trading

hubs for June 2002 through June 2003. The data is from IntercontinentalExchange,

an electronically traded OTe commodity market (the same data used in the overview for

the natural gas price comparison). The prices generally move in tandem, except PJM­

West, which is now more closely tied with eastern markets (primarily PJM). PJM West

now covers parts of western Pennsylvania and Maryland, northern Virginia, most of West

Virginia, and into southeastern Ohio. The plan is for PJM-West to extend beyond these

areas and into more of the Midwest-including most of Ohio and into northern Illinois to

the Iowa-Illinois border, with portions of Indiana and Michigan.
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Figure V.2. Midwest trading hub daily prices, June 2002 to June 2003.
Source: IntercontinentalExchange, Inc., www.intcx.com.
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Retail Markets

Three states in the Midwest have retail access, Illinois, Michigan, and Ohio. The

status of each state is briefly updated below.

ttlinois

Illinois retail access for residential customers began on May 1, 2002. Also in May

of 2002, the Illinois legislature extended the current freeze on electricity rates until 2007.

At this time, there are no residential customers that have switched to an alternative

supplier in the state. Also, several distribution companies are reporting no activity in

their areas for alt customer categories, including, AmerenCILCO Co., AmerenUE Co.,

Interstate Power and Light Co., and MidAmerican Energy Co. Three companies,

AmerenCIPS Co., Commonwealth Edison Co., and Illinois Power Co., have had some

customer switching, primarity among larger customers. Table V.1 contains the percent

of customers that are receiving "delivery services." This includes Interim Supply Service,

Power Purchase Option, and Retail Electric Supplier customers. The Illinois Commerce

Commission (ICC) defines Interim Supply Service as a tariffed short-term service

available to delivery services customers who have no source of electric supply and

Power Purchase Option (PPO) as an unbundled, market-based generation option that

non-residential customers subject to transition charges must be offered. Both Interim

Supply Service and PPO are supplied by the incumbent utility.3 Currently, according to

the ICC, only two utiHties, Commonwealth Edison and Illinois Power, charge transition

charges to customers who receive delivery services.

The ICC reports that during 2002 over 40 percent of Commonwealth Edison's

delivery services customers switched to PPO. About 75 percent of AmerenCIPS'

delivery services customers and about 99 percent of Illinois Power delivery services

customers under one MW were taking PPO service. About 80 percent of Illinois

°llllnoiS Commerce Commission} "Assessment of Competition in the Illinois
Electric Industry in 2002/' April 2003.
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Power's larger-use delivery services customers (greater than one MW) switched to PPO.

Table V.2 shows the percentage of delivery service customers using PPO by utility and

demand level. The ICC has previously noted that reliance on PPO may be cause for

concern for the long-term development of the market, primarily because of the temporary

nature of the PPO. They note, however, that electric utilities will cease offering PPO by

the end of 2006, when the statutory I'Mandatory Transition Period" ends.

Table V.1. Percentage of customers receiving delivery services, May 2003.

Residential Commercial Industrial Total
AmerenCIPS Company 0.0% 1.5% 12.8% 0.2%

Residential

Commonwealth Edison 0.0%
Company

Small C&I Large C&I Govern Other Total
mental

5.6% 59.2% 15.8% 0.0% 0.6%

Residential Demand Demand Total
Less Greater

Than 1 MW Than 1
MW

mtnois Power Company 0.0% 1.6% 32.5% 0.2%
Source: Illinois Commerce Commission, May 2003.

Table V.2. Percentage of Delivery Service Customers on
Power Purchase Option, 2002.

Utility

AmerenCIPS

Commonwealth Edison Co.

Illinois Power

Less Than 1 MW

75.4

41.8

99.4

Greater Than 1
MW

54.5

46.1

80.3

Total 45.4 48.2

Source: Illinois Commerce Commission, HAssessment of
Competition in the Hlinois Electric Industry in 2002\1] April 2003.
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Michigan

Michigan started retail access in January 2002. Table V.3 shows the percent of

sales that have switched to alternative suppliers for Michigan's two largest investor­

owned companies. While there is little activity among residential customers, there has

been some activity with larger customer groups, particularly with industrial customers in

Consumers Energy's territory and with commercial customers in Detroit Edison's

territory.

Table V.3. Percent of sales (MWh), end of first quarter 2003.
Consumers Energy Detroit Edison

Residential 0.00/0 0.0060/0
Commercial 5.3% 12.90/0
Industrial 11.60/0 7.80/0
Total 5.60/0 7.40/0

Source: Michigan Public Service Commission staff, Department of
Consumer & Industry Services, "Status of Electric Competition In Michigan:
First Quarter 2003 Update," May 2003.

Ohio's restructured electric generation market began January 1, 2001. The state

remains in a transition period or a "market development period," which for most utifities

continues until the end of 2005, during this time incumbent distribution utilities continue

to provide standard offer service to customers who do not choose an alternative supplier

and to those customers whose chosen supplier defaults in providing service. Also during

this period customers receive standard offer service at prices approved by the Public

Utilities Commission of Ohio (PUCO) and residential customers receive a five percent

rate reduction on the distribution utility's unbundled generation service component. After

the market development period, standard offer service may be provided at market rates,

that could be obtained by competitive bidding for either the customer accounts or the

load. A distribution utility, that offers both competitive and non-competitive services, is

required to form separate affiliates and meet accounting requirements determined by the
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PUCO. The utility needs to obtain approval of the PUCO for the corporate separation

plan.

In August 2001, the PUCO approved rules for allowing electric demand

aggregation by local governments. These rules require local governments to obtain

majority support of the community to act as an aggregator. Under Ohio's law the

customers are automatically enrolled with the community's chosen supplier unless a

customer returns an Uopt-out" card mailed to all eligible customers. The North East Ohio

Public Energy Council (NOPEC) formed an electric buying group that represents 112

communities in Northeast Ohio with more than 350,000 residential customers in eight

counties. This is the largest public aggregation of electricity customers in the U.S.

According to the PUCO, as of December 2002 a total of 756,411 residential

customers and 848,702 customers of all classes had switched to an alternative electric

supplier. The percentages of customers that switched to an alternative supplier for each

distribution company is shown in Figure V.3. Cleveland Electric Illuminating Company4

had the highest percentage of all customers switching to alternatives of Ohio electric

distribution companies and for all customer classes except industrial. Switching of its

residential, commercial. and for total customers were all about 60 percent for each

category. Ohio Edison had the highest percentage of industrial customers at over 30

percent. Toledo Edison also had a relatively high percentage of customers switching,

with residential, commercial, and total customer categories at about 40 percent and

industrial customers at 20 percent switching to alternative suppliers. For the other five

distribution companies, no category exceeded five percent customer sWitching.

Columbus Southern Power, Dayton Power and Light, Monongahela Power, and Ohio

Power Company reported no residential customers had chosen an alternative supplier.

Cincinnati Gas and Electric had less than three percent residential customer switching.

4The full company names of the abbreviations used in the figures are as follows:
CEI, Cleveland Electric Illuminating Co.; CG&E, Cincinnati Gas and Electric Co.; esp,
Columbus Southern Power Co.; DP&L. Dayton Power and Light Co.; Man Pwr,
Monongahela Power Co.; Ohio Ed, Ohio Edison Co.; Ohio Pwr, Ohio Power Co.; Toledo
Ed, Toledo Edison Co.
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In terms of megawatt-hour sales, shown in Figure V.4, the pattern is similar for

Cleveland Electric Illuminating, Ohio Edison, and Toledo Edison, except for industrial

sales for Toledo Edison which was below five percent. Also, there was considerably

more activity for commercial and industrial sales for Cincinnati Gas and Electric and for

Dayton Power and Light. It should be noted that Cleveland Electric ltIuminating I Ohio

Edison, and Toledo Edison (all part of FirstEnergy Corporation serving northern Ohio) had

the highest regulated rates among investor-owned utilities prior to restructuring and,

consequently, higher prices-to-compare than other parts of the state.

Customer aggregation by local governments in the area of Toledo and by

Northwest Ohio Aggregation coalition and NOPEC in other areas contributed to

substantial switching in the services areas of Cleveland Electric Illuminating, Ohio Edison,

and Toledo Edison. As of December 2002, aggregation programs account for over 93

percent of residential, over 88 percent of the commercial and over 19 percent of the

industrial customer switching in Ohio and over 92 percent of all customer switching in the

state. Table VA summarizes the aggregation program switching.

Table V.4. Aggregation activity in Ohio, December 2002.

Customer Percent
Total

Switching
Customer

Switching
",

through
Switching

through

Aggregation Aggreaation
Residential 704\701 756,411 93.16%
Commercial 80\501 91,171 88.300/0
Industrial 214 1,120 19.110/0

Total 785,416 848,702 92.540/0

Source: Source: Public Utilities Commission of Ohio, Division of Market Monitoring
& Assessment.

As noted in last year's report, under an agreement with the PUCO and various

parties, FirstEnergy agreed to make available 1,120 MW of "Market Support Generation"

(MSG) to non-affiliated marketers, brokers and aggregators for sales to retail customers

during the "market development period," which runs for five years beginning January 1,
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2001. This capacity was made available on a first-come-first-served basis to competitive

suppliers for committed capacity sales to FirstEnergy's customers. Of the total MSG

capacity, 500 MW is reserved for residential customers. Total power allocations for the

three northern Ohio FirstEnergy companies are 560 MW from Ohio Edison, 400 MW from

Cleveland Electric Illuminating, and 160 MW from Toledo Edison. Prices for the capacity

are based on customer class and increase each year that the capacity is made available.

Industrial and commercial customer prices are the same for all three FirstEnergy

companies, beginning at $26.23/MWh and $30.83/MWh respectivety in 2001 and rising to

$31.88/MWh and $37. 19/MWh respectively in 2005. Residential customer prices for the

MSG capacity are $30.03/MWh for Toledo Edison, $31.19/MWh for Ohio Edison, and

$31.64 for Cleveland Electric Illuminating. These prices rise to $36.28/MWh,

$37.69/MWh, and $38.24/MWh respectively in 2005. It is believed that these prices are

initially betow market prices for each customer class.

At this time there is only one offer being made to residential customers in one

distribution company's territory, Cincinnati Gas and Electric-from Dominion Retail, Inc.

No other offers are currently being made to residential customers in any other part of the

state. The total number of residential offers has decreased from eight in January 2001, to

three in May 2002, to the one currently being made (July 2003).
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Figure V.3. Percent of customers that switched to alternative electric suppliers,
December 2002.
Source: Public Utilities Commission of Ohio, Division of Market Monitoring & Assessment.
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Figure V.4. Percent of megawatt-hour sales that switched to alternative electric
suppliers, December, 2002.
Source: Public Utilities Commission of Ohio, Division of Market Monitoring & Assessment.
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Section VI
TEXAS

Due to the apparent early success of its retail markets, Texas has attracted a

great deal of attention across the country. Since its beginning in January of 2002, the

Texas retail market has been one of the more active in terms of offers to residential

customers and savings opportunities. This early success has led some to proclaim

Texas as the model for both its retail access program and its wholesale market design.

Because of the attention both the Texas wholesale and retails markets have received,

this section is more extensive in this year's report than other regions that have been

covered extensively in previous years.

Wholesale Market and the Electric Reliability Council of Texas

The Electric Reliability Council of Texas, Inc. (ERCOT) administers Texas' power

grid and serves approximately 85 percent of the state's electric load, an area that

includes about twelve million people. EReOT is an independent, not-for-profit

organization responsible for the transmission of electricity and is one of ten regional

reliability councils in the North American Electric Reliability Council (NERC). It is one of

two reliability regions that are also an ISO, PJM being the other. ERGOT has

approximately 70,000 megawatts of generation and over 37,000 miles of transmission

lines. ERGOT covers approximately 75 percent of the rand area in Texas.

The Texas Public Utility Commission (the Commission) has primary jurisdiction

over ERCOT activities and l because EReOT is located completely within the borders of

a singJe state, FERC does not have any jurisdiction. This provides ERGOT and Texas

more latitude and flexibility in designing their wholesale power markets than other states

that would also require FERC approval and oversight. Some believe that this also

provides Texas with a better opportunity to coordinate the ERCOT portion of the state's

retail and wholesale markets since both are state jurisdictional and the FERC is not

involved. Outcido of the EReOT region, tran3mk'3ion acce55 and pricing and whole3ale
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generation markets are under the jurisdiction of the FERC. Retail pricing and market

operations remain under the jurisdiction of the Texas Public Utility Commission.

In May 1999, the Texas Legislature passed a bill to aHow electric choice or retail

access, which began for most consumers in January 2002. This required EReOT to

change its structure and functions. ERGOT is unusual among the existing RTOs and

ISOs since it must deal with both retail and wholesale electric restructuring. ERGOT is

still responsible for transmission reliability and open wholesale access, but is now also

charged with overseeing the transactions related to the state's restructuring of the

electric industry-including the development and operation of the ERCOT portion of

Texas' competitive retail market. Restructuring of the electric industry in Texas makes

ERGOT the central controller of the majority of the statets energy market activities,

including power scheduling and troubleshooting.

EReOT's market relies primarily on brlateral contracts between buyers and

sellers of electricity traded. In contrast to other markets in the U.S. where there is either

a central power exchange or sizable day ahead and/or real-time markets that are

administered by the independent system operator. Two concerns the Commission has

expressed with having such reliance on the bilateral market are price discovery and

fiquidity.1 A broader market, they note, could provide greater liquidity and price

transparency, and provide better information about future supply and demand

conditions. The existing market design, they claim, also presents gaming opportunities

for market participants that could probably be eliminated by redesigning the market.

ERGOT Market Operations

As noted, ERCOT's wholesale market is a market where participants use bilateral

forward contracts almost exclusively I with zonal congestion management and the

system operator running a minimal real-time balancing market. The Market Oversight

1Public Utility Commission of Texas, Report to the 78th Texas Legislature, "Scope
of Competition in Electric Markets in Texas," January 2003. Much of the details about
tne I exas marKets, unless otherwise indicated, are from this Texas Commission report
and from various ERCOT sources.
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Division of the Texas Public Utility Commission noted that ERCOT is the only operating

ISO/RTO-based wholesale market in the U.S. that uses only bilateral forward

contracting among market participants. EReOT's residual energy market for balancing

energy, representing three percent to five percent of total demand, is for the reliability of

the Texas electric grid. The Texas Commission has identified problems with its

wholesale market design and has been formally considering changes.

Prices in the bilateral market that represents the bulk of delivered energy in

Texas are based on mutual agreement or long-term contract between the parties, and

are not known by ERCOT. These agreements are incorporated into base energy

schedules which are submitted to ERGOT on a daily basis and account for about 95

percent to 97 percent of the end-user electric energy requirements in ERCOT.

Ancillary Services

EReOT has operated day-ahead ancillary service markets and the real-time

balancing energy market since July 31 J 2001. The following are ERCOT's five ancillary

services (and the total amount required each day): Regulation Up (1,200 MW),

Regulation Down (1,800 MW), Responsive (spinning) Reserves (2!300 MW), Non­

Spinning Reserves (1,250 MW), and Replacement Reserves (as needed). Market

participants can self-provide their ancillary service requirements or allow ERGOT to

procure these services on their behalf.'

During the first year of operation as a single control area, ERGOT usually

procured from ten percent to 20 percent of the anciUary service capacity required.

Market participants chose to provide their own ancillary services rather than expose

themselves to unknown market clearing prices from the ERCOT auction. According to

the Commission, prices for ancillary services procured by ERCOT were below $20 per

MW for more than 95 percent of the time, from August 2001 through July 2002.

Capacity Adequacy

EReOT currently has no formal capacity market comparable to PJM's capacity

credit market. The Texas Commission is developing a generation adequacy rule which
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likely will use a mechanism that differs from capacity credit markets in the northeast

region of the U.S. EReOT utilities have traditionally sought to maintain a planning

reserve margin of 15 percent. Because the system cannot rely on imports, due to its

isolation from surrounding interconnections, relatively high reserve margins are thought

necessary. However, in mid-2002, the EReOT Board approved a 12.5 percent reserve

margin requirement.

In 2000 and 2001, the reserve margins at peak were 14 percent and 21 percent.

respectively. From 1995 to January 2001, 22 new generating plants, totaling more than

7,600 MW, were built in the ERCOT region. This represents 10.9 percent of total

generating capacity; during this same period, peak demand grew by 24.5 percent. The

Texas Commission reports2 that statewide (ERGOT and non-ERGOT regions of the

state) 55 plants for a total of 21 ,685 MW were completed from 1995 through early 2002.

Also, in early 2003 it was reported that 12 plants with a total of 8,781 MW were under

construction, 16 plants with a total of 8,047 MW had been announced or planned, and

13 plants totaling 7,180 MW had been delayed. (Earlier Commission numbers indicated

that more than 9,700 MW of announced new generation capacity had been delayed and

more than 4,400 MW had been cancelled.) These capacity additions have been mostly

natural gas combined cycle plants and wind turbines. American Electric Power (AEP)

and CenterPoint Energy announced in the fall of 2002 that they plan to mothball a total

of 7,000 MW of older, less-efficient generating capacity. EReOT is currently expecting

its 2003 reserve margin to be over 32 percent and remain above 23 percent through

2008.3

The Commission has opened a rulemaking project to determine whether the

adequacy of reserve margins should be left to market forces, or whether other means

should be created to help ensure a minimum reserve margin.

2These data on new plants in Texas are from a presentation by Commissioner
Brett A. Perlman, "Setting a New Agenda for the Restructured Electric Industry," at the
"Give Your Customers a Break" Seminar, Atlanta, Georgia, August 8, 2003.

:lcommlssloner tirett A. I-'erlman presentation, "~ettlng a New Agenda tor tne
Restructured Electric Industry," August 8, 2003.
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The Commission also notes that transmission constraints limit the deliverability of

some generation resources, especially wind power from West Texas. The Commission

states that so much wind power has been added that the existing transmission system

is not always capable of delivering all of the power available from the wind projects.

Transmission projects are planned to relieve the bottlenecks, but they report that

significant new facirities are required, which will take up to five years to complete.

ERGOT introduced monthly and annual Transmission Congestion Rights (TCRs)

auction markets in February of 2002. TCRs were implemented in EReOT along with

the implementation of direct assignment of interzonal congestion charges. ERCOT

initially adopted a simple flow-based transmission right approach and flow-based

congestion charges.

Bilateral Market Prices

Figure VI.1 shows the daily power and natural gas prices in ERGOT from

January 2001 to September 2002. Since August 2001, power prices have remained

below $50 per MWh. The figure also shows how power prices in ERCOT, similar to

most of the country, is very dependent upon natural gas prices (except for a period

during the summer of 2001). The reason, as discussed in the overview section of this

report, is because natural gas-fueled generation is often the marginal unit dispatched for

most power regions, including ERGOT.

The Commission attributes the price spikes for several days in August 2001 to

transmission congestion that occurred on these days. They note that prices in 2002

have been usually below $40 per MWh, even during the summer months. The

Commission attributes this to the significant amount of new generation built in ERCOT

over the last several years, along with lower than expected demand due to the

nationwide economic slowdown, and cooler weather during the peak demand periods.
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Figure V1.1. Daily ERGOT Energy Prices and Natural Gas Prices.
Source: Public Utility Commission of Texas, January 2003\ p. 78.

Real-Time Balancing Energy Market

As noted, EReOT does not have a central power exchange or sizable day ahead

or real-time energy markets administered by an independent system operator.

However, ERCOT does have a balancing energy market designed to maintain the

balance between load and generation and to resolve transmission congestion.

Balancing energy makes up the difference between the total EReOT electricity

requirements and the sum of the base energy schedules. The real-time balancing

energy market process accepts bids in ascending order of price until the total quantity

required is obtained. The bid price of the last quantity accepted for Balancing Energy

Service sets the Market Clearing Price of Energy (MCPE) for that 15-minute interval.

Figure VI.2 is a chart of the ERCOT weighted average prices for energy from

August 2001 through July 2002. The Commission reports that the average daily price
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Figure V1.2. Weighted average price for Energy, August 2001 to July 2002.
Source: Public Utility Commission of Texas, January 2003, p. 80.

for balancing energy was within the plus or minus $50 per MWh range 90 percent of the

time. The Commission also reports that nearly 277 million MWh of energy were

consumed in ERGOT from August 2001 through July 2002, but less than five percent of

total energy was transacted through the balancing energy market. The negative prices

for down balancing energy represents the amount that ERCOTwill pay the generator to

reduce its output while ERGOT assumes the operational and financial responsibility to

serve the load that was dedicated to the amount of reduced generation.
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Figure VI.2 also shows the ERGOT energy spot market prices, as reported in

Megawatt Daily I for comparison with the prices for up balancing energy and down

balancing energy. Up balancing energy tends to be higher with occasional spikes than

the spot market, while the down balancing energy tends to be lower than the spot

market with downward spikes. The Commission attributes the price spikes to several

possibilities, including a generator "forgetting" to place bids that resulted in a "lean" bid

stack to misjudging weather conditions and not having the resources available.

Texas Retail Market

Overview

As noted. Texas passed their restructuring bill in June of 1999 and retail

competition began for all customers of investor-owned utilities in the Electric Retiabitity

Council of Texas (EReOT) region on January 1, 2002. For areas served by municipal

utilities and electric cooperatives, competition is allowed if the governing body of the city

or cooperative opts for retail competition. Metering services for commercial and

industrial customers wifl be open to competition beginning January 1,2004. For

residential customers, metering services are regulated until September 1, 2004 or until

40 percent of customers have switched to an alternative supplier, whichever is later.

The Legislature delayed retail competition for utilities in the non-ERGOT regions

of Texas, in the EI Paso Electric service area until September 2005, (the end of the rate­

freeze period from EI Paso Electric's bankruptcy proceeding in 1995) and in the

Southwestern Public Service Company service area (in the Panhandle region of Texas)

until 2007 at the earliest. The Southwestern Public Service Company service area is

described as a transmission-constrained area that has limited access for alternative

power generation companies and retail providers to serve customers. 4 The Public Utility

4The Legislature required Southwestern Public Service Company to conduct an
(:IllCllysis on the need for aoamonal transmiSSion infrastructure ana on plans to
interconnect with other power regions.
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Commission of Texas delayed the start of fun customer choice for the Entergy,

Southwestern Electric Power Company (SWEPCO), and a small portion of West Texas

Utilities CO.'s (WfU)5 service area that is located within the Southwest Power Pool

region. The Commission delayed competition for the Entergy and SWEPCO service

areas because of three concerns: (1) a rack of independence in the administration of

transmission service and uncertainty about the market rules for these areas; (2) a lack

of testing of the technical systems needed to accommodate retail choice; and (3) a lack

of necessary market institutions and lack of open and non-discriminatory access to the

transmission grid.

Investor-owned utilities were required to separate their business functions into

three distinct companies: a power generation company (PGC), a transmission and

distribution utility (TDU)J and a retail electric provider (REP). PGCs operate as

wholesale providers of generation services, such as independent power generators.

REPs operate as retail providers of electricity and energy services and have primary

contact with retail customers. TDUs remain regulated by the Commission, and are

required to provide non-discriminatory access to the transmission and distribution grid at

rates and terms of access prescribed by the Commission.

The nprice-to-Beat"

Customers who did not choose a new retail electric provider, or REP I by January

1, 2002 were automatically transferred to their utility's affiliated REP. Residential and

small non-residential electric customers (with a peak demand of 1 MW or less) who

remain with the affiliated REP are charged a regulated rate, called the "price-to-beat."

Commission rule generally required a 6% reduction from the rates in effect on January

1, 1999 for residential and small commercial customers, with adjustments for the setting

of a final fuel factor for the integrated utility as of December 31, 2001. The reduction

applied to customers who did not choose a REP and continue to take service from the

5wru is now also known as AEP Texas North, an affiliate Retail Electric Provider
(Rep) of AEP'~ Tt::.x.d:S IU(jdlljj~lliLJuliull utilities. AEP Texas Central, also is still knuwn
by its former names CPL, Central Power and Light Company, or CPL Retail Energy.
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affiliated retail electric provider. The affiliated REPs are required to sell electricity at the

price-to-beat until January 1, 2007.

Similar to Pennsylvania's "shopping credits" and some other states' price-to­

compare, Texas purposefully set the price-ta-beat with some llheadroom," that is,

allowing the difference between the price-to-beat and the costs incurred by non­

affiliated REPs (see the discussion in the overview section of this report) to be sufficient

to allow competitors to profitably offer prices to customers for their services and offer

sufficient savings off the price-to-beat so that customers are encouraged, by the

potential savings, to consider alternative suppliers. The Commission found, as other

states have, that if the price-ta-beat or the fuel factors were not adjusted to reflect

changes in the market price of electricity, the price-to-beat could fall below the costs of

alternative REPs and competition in the retail market will not develop and decline

(negative headroom). For this reason, the price-ta-beat is adjusted to reflect changes in

natural gas and purchased energy market prices. If the price of natural gas futures

changes by more than four percent, Commission rule permits the affiliated REP to

request adjustments to their fuel factor. Also, if headroom diminishes from changes in

the market price of purchased power as measured by one-year and three-year contract

prices, the affiliated REP may also request an adjustment to the price-to-beat.

Affiliated REPs, that is, the incumbent utility, can offer rates lower than the price­

to-beat beginning January 1, 2005, or earlier if at least 40 percent of residential or

small-commercial customers switch to competitors.

The price-ta-beat rates for residential customers for each affiliated REP are

shown in Table VI. 1. In the case of First ChoicelTNMP, CPL/AEP Texas Central, and

WTUJAEP Texas North, base rates changed a level other than six percent due to

changes in rates between January 1, 1999 and December 31,2001 that resulted from

merger proceedings. (See the sideline note on company names in Texas.)
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Table V1.1. Price-to-Beat rate comparison (cents per kWh).

Affiliated REP December January 1, September June
31,2001 2002 2002 2003

TXU 9.67 8.25 8.66 9.70

Reliant/CenterPoint 10.40 8.62 9.12 10.10

First ChoicelTNMP 10.57 8.66 9.15 10.10

CPUAEP Texas 9.57 8.80 9.52 10.92
Central

WTU/AEP Texas 9.98 8.88 9.73 11.34
North

Source: Public Utility Commission of Texas, January 2003 and, for the June 2003,
ENERGYguide.com.

The Commission reports that

because of significant increases in the

price of natural gas during the winter of

2000-2001, the fuel factor portions of the

2001 rates rose significantly and also

required fuel surcharges to recover past

uncollected fuel expenses. At the end of

2001, natural gas prices fell significantly,

resulting in reductions in the fuel factor

portion of the price-to-beat rates. Also,

the fuel surcharges that were in place

during 2001 terminated in December

2001. As a result, customers received in

excess of a six percent reduction in their

total rates as compared to rates in effect

on December 31,2001. Natural gas

prices dropped in the early months of

2002, but began to rise slgnlftCantly In

Due to mergers; the required unbundling
of investor-owned utilities into three
companies - (1) power generation
company (PGC), (2) transmission and
distribution utility (TDU), and (3) retail
electric provider (REP); and other
structural changes that companies in
Texas have undergone in recent years,
the names of companies have been
changed or new names created. In this
report, where possible, the names of the
companies reported by the Commission
along with the figures supplied are used
in the tables and graphs. In the text, the
company's pre-retail access utility name
is also given. Here is a summary of the
utility, REP, or new names that are used:
• Central Power and Light Co. I CPL

I AEP Texas CentraJ
• HL&P I Reliant Energy I

CenterPoint Energy
• Texas·New Mexico Power Co. I

TNMP I First Choice Power
• TXU Electric & Gas I Oncor
• West Texas Utilities Co. I WTU I

At:.t-' I exas Nonn.
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March and April of 2002. All of the affiliated REPs (except TXU-SESCO) subsequently

requested adjustments to their price-ta-beat fuel factors in order to reflect increases in

the price of natural gas in the range of 16 percent to 24 percent. Reliant Resources

filed for a second adjustment in November 2002 to reflect a further seven percent

increase in natural gas prices (that was approved by the Commission in December

2002). Figure VI.3 charts the changes in the bundled rates before retail access and the

price-to~beat rates after (the slide is from a presentation of Chairman Rebecca Klein of

the Texas Commission in May 2003).

Figure VI.3. Pre-retail access bundled rates and the "price-ta-beat," January 1999 to
March 2003.
Source: Slide from presentation of Chairman Rebecca Klein, Public Utility Commission
of Texas, Competitive Retail Markets in Texas and Market Design," Electric Power
Supply Association, State Issues Meeting, May 6, 2003.

Provider of Last Resort (POLR) Service

In areas of the state where retail access is in effect, the Commission designates

REPs to serve as providers of last resort or a POLR. The Commission adopted POLR
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rules in October 2000 that required the selected POLR to charge a fixed rate that could

not be changed over the term of the POLR contract. Each POLR was required to offer

a standard retail service package for each class of customers designated by the

Commission at the approved fixed, non-discountable rate. In the event that a REP

failed to serve its customers, the POLR must offer the standard service package to

those customers with no interruption of service. The standard service package must

also have been available to any requesting customer. In addition, under the original

POLR rule and customer protection rules, only the POLR had the authority to

disconnect customers for nonpayment of electric services. Other REPs could only

cancel a nonpaying customer's contract and transfer that customer to the POLR.

POLRs were originally to serve two types of customers: (1) customers of a REP

that chose to exit the market without making arrangements to transfer those customers

to another REP, and (2) non-paying customers of a REP. For the first set of customers,

POLRs faced the risk of potentially being required to serve a large number of customers

from an exiting REP with little notice and at a fixed rate that was set far in advance of

the switch. For the second set of customers, POLRs faced the risk of serving

customers that had already demonstrated an inability or unwillingness to pay their

provider for energy consumed. The Commission states that the combination of these

risks led to the high rates initially set for the POLRs for 2002. Several parties appealed

the orders and contracts with the POLRs alleging that the rates were not just and

reasonable, and that the Commission erred in the process it used to select POLRs and

set the rates for POLR service.

The Commission's new POLR rules remove non-paying customers from the

class of customers served by the POLR. REPs no longer transfer non-paying

residential and small commercial customers to the POLR, as of September 2002.

Instead non-affiliated REPs transfer them to the affiliated REP for service at the price­

to-beat. The affiliated REP has authority to disconnect the customers if the customer

does not establish any required deposit with the affiliated REP, or subsequently does

not pay a bill of the affiliated REP. All REPs have authority to disconnect large
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commercial and industrial customers for non-payment, unless an existing contract

provides for different treatment.

This structure will remain in place until October 1, 2004. After that, all REPs will

have the authority to disconnect non-paying customers, if protections are in place for

retail customers. The primary purpose of the POLR service is now to serve customers

of a REP that exited the market without making arrangements to transfer their

customers to another REP.

The original POLR rules chose a sealed-bid competitive bidding process to set

the POLR rates. The Commission conducted a bid for each customer class in each

designated service area, but only one REP submitted a bid. The Commission accepted

the bids of TXU Energy Services to provide POLR service in the majority of the state.

The Commission designated non-bidding REPs to serve as POLRs and set the rates for

the remaining areas of the state where no bid was received through negotiation and in

contested case proceedings. The initial rates for POLR service, whether approved by

bid, negotiation, or contested case proceeding, were substantially above the price-to­

beat in aU areas.

Under the revised POLR rules. the Commission compares bids for POLR service

on price alone and the selected rates are to be adjusted monthly to reflect changes in

wholesale market prices. If no bids are submitted or all bids are rejected, the new rule

requires the Commission to select POLRs by a lottery. The selected POLRs would

provide service at specific rate levels determined under the rule. For service beginning

January 1, 2003, only affiliated REPs were eligible to bid or be selected by lottery. Bids

could also not exceed 1250/0 of the price-to-beat for residential and small commercial

customers.

The Commission noted that the competitive process it envisioned has yet to

perform adequately. Only Reliant Resources submitted a POLR bid under the new

process and was selected as POLR for most areas of the state. TXU Energy Services,

First Choice Power, and AEP did not submit bids under the revised rule. The

Commission held a lottery for the areas where Reliant did not bid.

The 2002 and 2003 POLR rates for Texas service areas are in Table V1.2.
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Table VI.2. POLR rates for 2002 and 2003 (cents per kWh).

I Service Area I 2002 POLR Rates I 2003 POLR Rates I
Reliant/CenterPoint 11.96 10.83

TXU/Oncor 10.54 - 11.05 10.00

WTU/AEP Texas North 12.86 12.37

CPUAEP Texas Central 12.22 11.08

TNMP/First Choice Power 12.13 10.99

Source: Public Utility Commission of Texas, January 2003 J p. 44.

Customer Choices

Texas continues to have the most active market in the country for residential

customers in terms of offers and savings opportunities. In June 2003 J as summarized in

Table VI.3, residential customers had between four and nine competitive providers

offering between four to eleven competitive offers (this count does not include the

affiliated REP's standard service at the price-ta-beat rate). All five areas have at least

three offers below the price-to-beat rat,e, two areas had six offers, and one area had

seven offers below the price-ta-beat. As measured by the lowest offer, residential

customers had an opportunity to save between eight percent and 24 percent off the

price-ta-beat rate. All service areas, except that of WTU/AEP Texas North, had three

renewable, or "green," offers (all the green offers were from the same power provider).
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2003Jf Tffffa e . . eSI en la campe live 0 er summa~I or exas, une

Total Number of Savings
Number of Number of Offers Number with

Utility Competitive Offers from Below the of Green Best
Suppliers Competitive Price-to- Offers Ofter*

Suppliers Compare

TXU/Oncor 9 11 6 3 130/0

CPUAEP Texas 8 10 7 3 21%
Central·

WTU/AEP 4 4 3 0 240/0
Texas North

Reliant! 9 11 6 3 16%
CenterPoint

TNMPI 4 6 3 3 80/0
First Choice
Power

T bl VI 3 R .d t' I

"Calculated by comparing the Price-to-beat with the lowest offer in cents/kWh.
Source: Based of offers from ENERGYguide.com, collected in June 2003.

Figure VI.4 graphs all the residential offers in the five service territories

made in late June 2003. This shows that all but one service area had offers at

greater than ten percent savings.

According to the Commission, commercial and industrial customers also

appear to have a large variety of offers from which to choose. They report that

there were, as of September 2002, approximately 19 REPs serving commercial

and industrial customers in all service territories open to competition. As seen in

other states, while residential offers are sometimes publicly available, the

commercial and industrial market operates mostly under individual contracts.

These customers often negotiate the type of service (firm vs. interruptible, short

term vs. long term), and choose the amount of risk of price volatility (fixed price

vs. indexed) they desire to accept. Customers who have negotiated contracts

with the pricing tied to natural gas or power market prices enjoyed extremely low

prices early In 2U02 when natural gas prices (and power prices) dropped
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dramatically. Customers who have negotiated fIxed price contracts have been

able to avoid the subsequent increase in prices that have occurred this year,

albeit at a price that reflects their REP absorbing that risk. Generally, however,

all customers have enjoyed prices in 2002 that were significantJy below the

regulated rates they paid in 2001.

centsfkWh

* * *
*

~
~1'rm-~'

*. '*

- -..
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8

a
WTU/AEP TX North Reliant/CenterPoint First ChoicelTNMP TXUJOncor

CPUAEP TX Central

"'Irda:ies an offer that is in part a entirely fran rerarme resoorcas.

12

10

14

Figure VI.4. Residential offers in Texas retail markets, June 2003.
Source: Based on offers from ENERGYguide.com, collected in June 2003.
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Customer Switching

As Figure Vl.5 shows, almost eight percent of all residential customers

were served by a non-affiliated REP by December 2002. Both Oncar (TXU) and

CenterPoint (Houston area, formerly Reliant Energy HL&P) service areas had

over ten percent of residential customers being served by non-affiliated REPs in

June of 2003. Figure VI.6 shows that CPL (AEP Texas Central) had the highest

percentage of secondary voltage customers (primarily smaller commercial and

industrial customers, most of which are eligible for the price-to-beat) receiving

power from competitive REPs. Over eleven percent of all customers in this

category were with a competitive REP in December 2002.

The Commission notes that although less than ten percent of all

secondary voltage customers (68,133 customers) have switched, as reported for

September 2002, the customers who have switched are among the largest

customers in this customer class since about 25 percent of the MWh (about 1.8

12%

Oncor CenterPoint CPL WTU TNMP Total--- '"
10%

8%

6%

4%

2%

0%

Jao..Q2 Mar-Q2 May-Q2 Jul..QZ Sep-02 Noy-02
Feb.{lZ Apr-Q2 JUI'l-02 Aug..Q2 Oct-02 Dec-02 Jun-03

Figure V1.5. Percent of Residential Customers Served by Competitive REP,
J~nu~ry 2002 to JunQ 2003.
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million MWh) used by secondary voltage level customers were supplied by non­

affiliated REPs.

Over 18 percent of commercia' and industrial customers taking service at

primary or transmission voltage levels (larger commercial and industrial

customers, many of which are not-eligible for the price-ta-beat) were receiving

service from a non-affiliated REP in December 2002 (Figure VI.7). In

September, approximately 50 percent of the MWhs (1.7 million MWh) used by

these customers were served by REPs not affiliated with the TDU in the

customer's area. (The Commission does not report a break down by TDU area

because of concern for confidentiaHty of market share information for these

customers by the affiliated REPs. They note that the trends are similar across

TOU areas with respect to the number of customers that are being served by

non-affiliated REPs.)

20%

Onear CenterPoint CPL WTU TNMP Total
-1-

15%

10%

0%

Jilo-02 Mar-02 May.Q2 Jul·02 Sep-02 Nov-02
Feb-02 Apr.a2 JUO·02 Aug-02 Oct·02 Dec·02 Jun-03

Figure V1.6. Percent of Secondary Voltage Customers Served by Competitive
REP, January 2002 to June 2003.
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Figure VI.7. Percent of primary and transmission voltage customers served by
competitive REP, January to December 2002.

The Commission reported that as of the end of September 2002,400,837

individual customer premises were being served by a REP other than the

incumbent affiliated REP in their service area. This was approximately 6.8

percent of all customers in areas of the state open to retail access. Of these

premises, the Commission reported that 319,297 (80%) are residential

customers, 71,691 (18%) are commercial and/or industrial customers that take

service at the secondary voltage level (predominately smaller commercial

customers eligible for the price-to-beat)l and 1,322 (less than 1%) are larger

commercial and ind ustrial customers taking service at the primary and

transmission voltage level and the remaining are lighting accounts.

The Commission also reports that a total of 6,070,477 megawatt hours

(MWhs) were served by non-affiliated REPs in September 2002, approximately

25% of the total MWhs sold in the month. Commercial and industrial customers
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represent almost 20 percent of the customers who have switched, but they

account for over 90 percent of the megawatt hours served by non-affiliated

REPs in areas open to competition.

In September 2002, 69,424 residential customers (about 0.80/0) were

served by the POLR. However, these customers are included in the switching

totals by the Commission, even though many of these customers were

transferred to the POLR. This overstates the number of customers that chose to

switch to another REP and is different than the method used by other states that

report customer switching. Using the Commission's figures for September 2002

and adjusting for the inclusion of these POLR customers reduces the percent of

residential customers from six percent to 4.7 percent.6 As Figure VI.3 shows,

the percent of all residential customers reported by December 2002 had

reached almost eight percent. Since the number of POLR customers was not

reported by the Commission for December, the adjustment for the month was

not made.

Figure VI.8 show that as of May 2003, between 25 percent and 39

percent of load was served by non-incumbent or independent REPs. The

highest percentage was for AEP Texas North's service area at 39 percent of the

load from non-affifiated REPs and the second highest percentage was 36

percent of CenterPoint's load served hy non-affiliated REPs. Affiliated REPs are

often active in other service territories, however since the Commission does not

report individual company market shares, it is not made public how successful

affiliated REPs have been in other service areas. The lowest service area

market share served by non-affiliated REPs was Oncar's (TXU), at 25 percent of

the load served.

6Six percent of 319,297 customers works out to 5,321,616.6 total residential
customers. Subtracting the POLR customers that were reported to have switched
(319,297 - 69,424), leaves 249,873. Then, 249,873 divided by 5,321,616.6 comes to
4.7 percent.
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Figure V1.8. Affiliated and non-affiliated REPs' market shares by service area,
percent of load (May 2003).
Source: Commissioner Brett A. Perlman presentation, "Setting a New Agenda for
the Restructured Electric lndustry,n August 8, 2003.

Customers without a price-ta-beat available from the affiliated REPI are

essentially in the market and were encouraged to choose to purchase power

from the affiliated REP or a competitive REP. As seen nationafly, because

these customers use large amounts of power and have a strong incentive to

consider alternatives, they are usually the most active shopping group and are

usually the more sought after customers by retail suppliers. In addition, the

Texas Commission required affiliated REPs to give the non-price-to-beat
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customers advance notice of the rate they would be charged on January 1,

2002, if they did not negotiate other arrangements with the affiliated REP or

switch to a competitive REP. The Commission reports that the default offers of

the affiliated REP were generally either a very high fixed price offer or a pass­

through of market prices, both of which may be considered risky options for

most retail customers. This likely provided added incentive for these customers

to shop for the best available price, since the default offers may lead to rates

higher than those in effect before retail access began. As of December 2002,

approximately eight percent of the non-price-to-beat customers remained on this

default pricing offer, or approximately 92 percent of these customers have

negotiated a competitive contract with either the affiliated REP or a non-affiliated

REP.

Customer savings

The Commission reports that because of a combination of excess

generation capacity, lower natural gas prices, and implementation of the price­

to-beat rate reduction mandated by restructuring law, retail customers in Texas

paid significantly less for electricity in 2002 when compared to the regulated

rates in effect in 2001. The Commission calculates the total annual savings for

residential customers at approximately $900 million in 2002 as compared to

what they paid in 2001. Low-income residential customers have received an

additional $68 million in discounts, or an average reduction of $136 per

customer, through the end of October 2002.

They also estimate that through August of 2002, commercial customers

have saved, in total, approximately $420 million compared to rates in effect in

2001 and industrial customers appear to have saved at teast $225 million

compared to rates in effect in 2001. They note that many of these customers,

especially cities and other government entities, have done this through

aggregating with other customers.
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The residential customers' savings of approximately $900 million are

based on the price-to-beat rates in effect on January 1,2002, when the savings

ranged from eight percent to 18 percent7 compared to the rates in effect on

December 31,2001 (see Table VI. 1 and Figure VI.3). They note that

approximately $225 million of this reduction is related to the statutorily mandated

six percent reduction in rates and $675 million of this reduction is attributable to

reductions in fuel costs and the expiration of fuel surcharges. These two factors

alone, therefore, account for all the $900 million savings. In addition, as can be

seen also in Table VI. 1, the price-te-beat rates were higher for three affiliated

REPs in June 2003, by 14.1 percent for CPL/AEP Texas Central, 13.6 percent

for wrU/AEP Texas North, and 0.3 percent for TXU. The other two affiliated

REPs had much more modest decreases from the December 31,2001 rate than

the January 1,2002 price-to-beat rate, 4.4 percent for First ChoicelTNMP and

2.9 percent for Reliant/CenterPoint. It should be noted also, as can be seen in

Figure V1.3, that all the December 31,2001 rates (the basis of comparison) were

considerably above the January 1999, rates that were likely in effect when the

restructuring law passed in May of that same year. All the price-to-beat rates

remained substantially higher in June 2003 than the January 1999 regulated

rates.

As shown in Table V1.3, residential customers have savings opportunities

in all areas open to retail access, ranging between eight percent and 24 percent

in June 2003. If the price-ta-beat rate increases from the beginning of

competition on January 1, 2002 through June 2003 are compared with the

percentage savings of the lowest-priced offers to residential customers by area,

no offer offsets the increase over that period. Thus, a similar calculation of rate

impact for that period would show that customers had paid more since

lBy company, the reduction in rates from December 31,2001 to the price-to-beat
on January 1, 2002 was 14.7 percent for TXU, 17.1 percent for RelianUCenterPoint,
10.1 percent Tor FlrSl CnOIC€rTNMI-', elgnt percent Tor L;r'L/At:.r' I exas L;entral, ana 11
percent for wrU/AEP Texas North.
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competition began. It is likely, however, that rates would have gone up under

regulation as well, due to likely fuel cost adjustments. A comparison, therefore,

of the percent increase in the price-to-beat to best offer is not a fair assessment

of competition in Texas, only a reminder that the rate changes are substantially

the result of fuel price changes and any increase or decrease should not be

attributed to just retail access. Table VI.4 compares the percent increase in the

price-ta-beat since January 2002 and the percent savings on the best offer to

residential customers in the area in 2003.

t e percent saving on t e best offer to residential customers In June 03.

Affiliated REP Increase in the Price.. Savings on Lowest

to-Beat from Jan. 2002 Priced Offer to

to June 2003 Residential

Customers, June 2003

TXU 17.6°/0 13°,fo

Reliant/CenterPoint 17.2% 16%

First ChoicelTNMP 16.6%> 8%

CPUAEP Texas 24.1 % 210/0

Central

WTU/AEP Texas North 27.7°10 24%

Table V1.4. Percentage increase in the price-ta-beat since January 2002 and
h h . 20

Other Issues

Stranded Cost True-Up

Utilities are required to finalize their stranded cost determination in 2004

through a market valuation of assets. The Commission is concerned that

because of thp. ~lIrrpnt Ipvpl nf IIn~prt~inty~nrf th~ I~t:.'k ()f invQdor intQroc;:t in
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wholesale generation companies, the market-based valuations of generation

facilities or companies that own them may result in significant stranded costs for

several companies. High stranded costs would, in turn, likely result in higher

delivery charges from the TDUs. In Texas (as in many other states), the

Commission noted that stranded costs are predominately retated to nuclear

generation assets' high capital costs.

The initial estimates of stranded costs were made during the cost

separation cases filed by the utilities in April 2000. In large part due to high

estimates of natural gas prices, the Commission found initial estimates of

stranded costs to be negative, that is, estimates of the market value of the

generation resources exceeded the net book value of the assets. As a result,

the Commission did not establish interim ercs and instead ordered the utilities

to begin returning stranded cost mitigation to customers as a credit to the non­

bypassable charges (the uexcess mitigation credit/' or EMC).

In December 2001, the Commission adopted a rule to establish the

procedures by which formerly integrated utilities will conduct their true-up

proceedings in 2004. The primary purpose of the true-up proceedings is to

reach a final determination of the utilities' stranded costs as the new rule

establishes the process for quantifying the stranded costs of the utilities, and the

reconciliation of that amount with prior estimates is used to set rates. Several

investor-owned utilities have appealed the true-up rule.

TXU and Entergy have both agreed to forego further stranded cost

recovery, and will not be conducting true-up proceedings as a result of these

settlements. Reliant, TNMP, and CPL are required\ barring additional

settlements, to finalize their stranded costs.

The rufe amendments included a "transmission cost recovery factor," or

TCRF, that permits a utility to receive expedited cost recovery of additional

transmission investments, and include those costs in the non-bypassable rates

that are charged to retail customers. The TCRF is to only recover the capital

costs associated with new investments in transmission facilities, and is SUbject
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to reconciliation in the transmission utility's next transmission rate case. The

Commission believes that the TCRF mechanism wilt encourage the timely

construction of new transmission facilities needed to facilitate competition by

reducing the risk to the transmission utility of making such investments. (This is

similar to a FERC proposal issued in January of 2003.)

Capacity Auction

The Commission's rule on capacity auctions is intended to promote

competition in the wholesale market by increasing the availability of generation

and liquidity by requiring affiliated PGCs to sell entitlements to at least 15

percent of their Texas generation capacity. In compliance with the

Commission's rule, monthly and annual generation capacity auctions have been

conducted by incumbent utilities.

Market Monitoring

The Commission created a Retail Market Oversight Section in the Electric

Division to coordinate monitoring of retail electric market issues. The

responsibilities of the section include the monitoring of the day-to-day operation

of the retail market in Texas, including monitoring the success of processing

switch requests, move-in/move-out transactions, the exchange of meter data

needed to bill retail customers, and billing issues that affect retail customers.

This section also monitors compliance with Commission rules, transmission and

distribution tariffs and the ERGOT Protocols, and participates in retail market

design and implementation activities at ERCOT. This section also participates

in the development of retail market protocols for the areas outside of ERGOT,

and oversees the administration of the system benefit fund and low-income

discount programs.

The Commission also has the Market Oversight Division (MOD) that has

responsibilities that include monitoring the activities of wholesale market

participants to ensure compliance with Commission rules and the ERGOT
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Protocols and to prevent the exercise of market power and other anti­

competitive behavior. MOD investigates market activities as necessary, and

participates in market design and implementation activities at ERGOT to

eliminate market design flaws as they are recognized. MOD staffing currently

consists of nine full-time employees and graduate student interns in the

Economics and Engineering programs at the University of Texas at Austin.

MOD compiled a comparison of the market oversight staffs in the five operating

competitive electric markets in the United States, and is reproduced in Table

V1.5.

Table V1.5. Comparison of market monitoring staffing and bUdgeting.

Market Market Size 2002 Full 2003 Full 2002 Budget

Region (Peak Time Time (millions of

Demand, Equivalents Equivalents dollars)

MWs)

C.lifornia 43,000 14 16 3.0

ISO

New 26,000 11 14 1.9

England ISO

New York 32,000 21 30 4.8

ISO

PJM 54,000 12 NA 2.7

ERCOT 58,000 9 NA 0.6

Source: Public Utility Commission of Texas, January 2003, p. 52.
PUCT Table Notes: 2002 bUdget figures are estimates provided by each ISO
and include the costs of consulting services. Figures for New York include
resources for legal enforcement. New York indicated that their budget for 2003
will be increased to $6.5 million.
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SECTION VII
West and California

In the previous two reports, details and anatysis of the Western and California

wholesale market crisis were examined. Some of those studies that were summarized

are reproduced below along with some updated prices and findings from the California

ISO.

The western power crisis began in late May of 2000 when the average California

Power Exchange (PX) price jumped from just over $27 per MWh in April of 2000 to over

$50 per MWh in May and then to $132 per MWh in June-on its way to a high of about

$450 per MWh in January 2001. The tast power emergency declared by the California

ISO to occur in that train of events can be viewed as the end of the crisis period, in early

July of 2001. After this period, wholesale prices leveled off and did not return to the

levels reached during the crisis. The eventual decline in prices was due to the reversing

of a similar combination of factors that lead to prices rising during the crisis. These

included a return of hydro-capacity, reduced demand, and lower natural gas prices.

(The combination of factors that caused the crisis in California is discussed in last year's

report.) The FERC western-wide price cap was likely imposed too late (June of 2001)

to have much of an impact on prices during the crisis. 1

Figure VI1.1 graphs monthly average prices from January 2000 through

December 2002. This graph shows the full span of time of the price run-up in California

and the relative calm in average monthly prices through the end of 2002. Figure VI1.2

charts the daily western hub prices from June 2002 to June 2003. As seen in other

1A FERC staff report ("Report on the Economic Impacts on Western Utirities and
Ratepayers of Price Caps on Spot Market Sales," a paper prepared by the FERC staff,
January 31, 2002) found that "after the Commission [FERC] issued its June 19 [2001]
Order, prices in the spot market steadily declined throughout the time period at issue
[late June through late November] and were well below the $92/MWh price cap." (p.
11.) The report concluded that "a wide variety of factors other than the price cap, such
C1~ vUII:>t::1 VdtiUII ~rrurt~, a uuwnturn In lne regional economy, ana aaequate supply given
low demand\ affected sales prices in both the spot and non-spot markets." (p.4.)
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power markets, the effect of the natural gas price spike in early 2003 can be seen,

albeit, even more pronounced than other power markets. Also, the effect of warm

weather in May in the West and in early June can also clearly be seen.
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Figure VII.1. California power prices from January 2000 through 2002.
Sources: The California Power Exchange, California Department of Water Resources,
and California ISO.

The California power market has been studied and analyzed more than any other

power market in the country. There was evidence before the summer of 2000

suggesting that market power was significant during peak hours. Since growing

demand in California was not matched with additional supply and significant existing

hydro capacity was unavailable due to drought conditions, there is little doubt that

scarcity played a role in the price fun-up. It would be expected that the price would be
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Figure Vlt2. Western wholesale power hub prices.
Source: IntercontinentalExchange, (nc., www.intcx.com.

driven up to the marginal cost of the highest cost marginal unit needed to satisfy

demand-a higher marginal cost than would be obta;ned during times of relatively

plentiful supply. However, it is clear that actual prices exceeded, and often greatly

exceeded, the expected highest marginal cost. Empirical evidence of market power has

been found in several analyses of the California market. A summary of the more

significant studies that were discussed last year are presented again here, followed by

summaries of two new analyses of California's markets.
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Before the Western power crisis of 2000 and 2001 began, a study by Borenstein,

Bushnell, and Wolak2 had found evidence of significant market power in the California

wholesale electricity market. They estimated total payments in excess of competitive

levels at $719 million for the 16 months of their study period-June of 1998 to

September of 1999. If June of 1998 is excluded, the total payment in excess of

competitive levels was determined to be $795 million.3 They calculated the average

markup of price over a competitive outcome at 15.7 percent or, excluding June '98, 18.3

percent. This markup occurred primarily during peak demand periods.

Dr. Anjati Sheffrin, the Director of the Department of Market Anatysis of the

California Independent System Operator, conducted a detailed analysis of market

power and bidder strategy in California. 4 This study provides evidence that "many large

suppliers actively engaged in strategic bidding efforts and that their activity had a direct

impact on market prices." Dr. Sheffrin concludes that supplier "bidding strategy was not

ad hoc, but consistent with a certain model of oligopoly pricing behavior" and that it

"implies the systematic exercise of market power to maximize profit." Her findings are

2Borenstein, Bushnell, and Wolak, "Diagnosing Market Power in California's
Deregulated Wholesale Electricity Market," working paper of the Program on Workable
Energy Regulation, University of California Energy Institute, Berkeley. California, March
2000, PWP-064.

3As a later study (discussed below) also shows, June of 1998 had prices below
competitive levels. This was the third month of operation of the California Power
Exchange and most of the capacity was still owned by the investor-owned utilities.
During this time, the utilities' competition transition charges (CTCs) were calculated as
the previous regulated rate minus the mandated discount, transmission and distribution
charges, other customer charges, and the Power Exchange price (adjusted for
customer class). This meant that the lower the PX price, the greater the GTC. After
divestiture by the utilities and other suppliers entered the market, this incentive was
removed.

4Anjali Sheffrin, "Empirical Evidence of Strategic Bidding in California ISO Real
Time Market," March 21,2001, California Independent System Operator and "What
Went Wrong With California Electric Utility Deregulation?," presentation at "Current
Issues \,;nallenglng I he Utility Industry," held by the Center for Public Utilities, New
Mexico State University. Santa Fe, New Mexico, March 26,2001.
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consistent with expected behavior of firms with considerable market power that can

profitably use economic and physical withholding to raise prices. Five large in-state

suppliers were found to use economic withholding 80 percent of the time and physical

withholding less than 20 percent of the time. Her estimated average bid-cost markup

was more than $1 OO/MWh during some summer months. The total market power

impact was estimated at approximately $6.2 billion from May of 2000 through February

of2001.

An analysis by Joskow and Kahn,s concludes that wholesale electricity prices in

California "far exceeded" competitive levels from June through August of 2000. They

could not explain the prices as the "natural outcome of lmarket fundamentals' in

competitive markets." This was due to the "very significant gap between actual market

prices and competitive benchmark prices that take account of these market

fundamentals." They estimate a competitive benchmark price of $62.60 per MWh for

June 2000 (assuming a NOx price of $1 O/lb) , which compares with the average PX

price for the month of $120.20 per MWh. For July the competitive benchmark was

$67.98 per MWh ($20Ilb NOx price) and a average PX price of $105.72 per MWh.

August and September competitive benchmark prices were $121.50 and $104.36 per

MWh (both using a NOx price of $35I1b) respectively, when average PX prices were

$166.24 in August and $114.87 in September. The market fundamentals accounted for

in their analysis included higher natural gas and emission permit prices, increased

demand, and reduced availability of imports. They also found evidence that suggests

that the higher prices reflected the withholding of supplies by generators and marketers.

5Joskow and Kahn, IIA Quantitative Analysis of Pricing Behavior in California's
Wllulc~dlt: El~l;llil;ily McuKt:H During 5ummer 2000,·- an AEI-BrOOKlngs JOint cenler ror

Regulatory Studies Working Paper (01-01)1 January 2001.
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Borenstein, Bushnell, and Wolak6 estimated the monthly Lerner index for

California from June 1998 through October 2000. These estimates are shown in Figure

VIl.3. The negative values in the first year of the ISO's operation were likely due to

incentives of the investor·own utilities (that still owned most of their pre-restructuring

generation) to have low energy prices-and thereby increase their competition transition

charges or cres (as previously explained in footnote 3 of this section). In general, the

Index spikes during the summer and early fall months when demand is at its peak and

supplies are most constrained. They also correlated the hourly demand level for

electricity with the corresponding Lerner Index for that hour,? as shown in Figure VilA.

This clearly demonstrates that as demand increases, when supplies become

increasingly scarce, the ability of suppliers to leverage a higher price increases. At its

peak, the Index is over 0.5 (that is, 50 percent of the price is markup above marginal

cost) in all three years. At only about two-thirds of the peak demand, however, the

Index is above 0.3 for all years. At lower levels of demand, as would be expected,

suppliers have very little price leverage. It;s interesting to note that all three years,

including the crisis year of 2000, have a similar overall pattern. This confirms the

expectation discussed above that when demand is relatively inelastic (that is,

unresponsive to price as electricity generally is), the market is concentrated as it was in

California at that time, and as the supply from other firms becomes more restricted as

demand increases, the price leveraging ability of firms increases.

6Severin Borenstein, James Bushnell, and Frank Wolak, "Measuring Market
Inefficiencies in California's Restructured Wholesale Electricity Market," Center for the
Study of Energy Markets, University of California Energy rnstitute, Berkeley, California,
CSEM WP 102, June 2002.

?They used "kernel" regression to determine the curves for each year.
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Figure VII.3. California monthly Lerner Index for June 1998 through October 2000.
Source: Borenstein, Bushnell, and Wolak, IIMeasuring Market Inefficiencies in
California's Restructured Wholesale Electricity Market/' June 2002.

Borenstein, Bushnell, and Wolak also estimated supplier economic rentsB due to

the exercise of market power in California. They estimate that between the summers of

1998 and 2000, "oligopoly rents," increased more than ten fold from $425 million in

1998 and more than eleven times the 1999 estimate of $382 million, to $4.45 billion in

2000. They note that while a substantial portion of the rise in the wholesale cost of

power, from $1.67 billion to $8.98 billion, was due to rising input costs and reduced

imports, this also increased the amount of the market power exercised by suppliers as

well.

QEconomlC renllS aeTlnea as wnat was palo to proaucers oeyona wnat WOUIO

have been the minimum amount required to have them continue to generate electricity.
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An analysis by the California IS09 also shows that electricity suppliers in

California exercised significant market power and were able to raise prices significantly

above competitive levels. Figure VI1.5 shows the markup of prices above a competitive

market for the forward and real-time energy markets in California during 2000 and 2001.

The area depicted in red is the estimated supplier market power markup. The California

9California Independent System Operator, "Third Annual Report on Market Issues
ana performance: MarKet MOnltOnng, InVeStigative, and compliance ActivItIes," January
- December 2001 r January 2002.
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lSO's report notes that the bulk of the markup observed after June is embedded in the

long-term forward contracts entered into by the California Energy Resource Scheduler

(CERS) during January through April 2001. Market power, they note, is therefore

embedded in the long-term average costs for electricity. Supplier market power in the

real-time market was sUbstantially reduced after June of 2001, as shown in Figure VII.6.

They note that this is because of more favorable supply/demand condjtjons~ the

imposition of a regional (western-wide) price cap by FERC, and forward purchases by

the state.
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In its 2002 Annual Report,10 California ISO estimates that the 2002 average

markup was $5.69 per MWh or 17 percent above costs. They note that the markup

approached 35 percent in the summer months (May and July from the graph). Figure

VII.7 shows the California ISO's monthly markup estimates for 2002. The California

ISO also began estimating a VOlume-weighted, twelve-month rolling average of short­

term markups, or the "twelve month competitiveness index." The intent is to measure

the degree of market power during the market's transition to a new structure-of

adequate supply and demand response. The 2002 index is reproduced as Figure VIl.a

1OCaiifornia Independent System Operator, "2002 Annual Report On Market
Issues and Performance," April 2003.
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below. Since the ISO estimates that the index was above $5 per MWh for each month

in 2002 and peaked at nearly $51 per MWh, they then conclude that during 2002 "some

market power persists in the short-term market."11 They assume that the market is

"workably" competitive if the index is below $5 per MWh.

11California ISO, "Annual Report," p. 3-15.
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PART II

Status of Retail Access and Competition in the Commonwealth

Executive Summary

The first part of our third annual report to the Governor and the Comn1ission on

Electric Utility Restructuring. provided a review of recent perforn1ance of electricity

power markets throughout the United States. The electricity supply industry continues to

struggle following price run-ups, disclosures of accounting and data improprieties,

creditworthiness issues. and volatile fuel prices. particularly natural gas. Most of the

retail markets remain inactive, especially for smaller residential and commercial

customers.

Part II of the Report focuses on activities in Virginia related to retail access and

competition in the electricity market over the past year. It also reviews the sec's efforts

to develop a proper infrastructure to accommodate competition and to prepare Virginians

for consumer choice for generation. as directed by the Act.

During the past year the see has continued to implement the Restructuring Act.

At the present time, about 2.9 million electricity customers in Virginia have the right to

choose an alternative supplier of electricity. By January 1, 2004, when an additional

168.500 customers win gain the right to choose. nearly all of the customers of Virginia's

investor-owned utilities and electric cooperatives will have the right to switch to a

competitive supplier. The exception is the approximately 29.400 customers in the

southwestern part of the Commonwealth exempted from the Act by legislation enacted by

the General Assembly in 2003 and approximately 7.000 customers served by Powell

Valley Electric Cooperative.



As we reported last year, the right to choose has not yet evolved into the ability to

choose. While it is clear that the see, the utilities and the various stakeholders have

e1Tectively enabled a(nlost universal retail access in Virginia, there is little competitive

activity in the Conlmonwealth. We understand that many suppliers still perceive little

economic incentive to enter the Virginia retail market. No competitive service provider

is offering energy priced so that switching custonlers may save money. Currently. one

supplier continues to serve about 2,300 residential customers and 22 smaB conlmercial

customers in DOlninion Virginia Power~s northern Virginia with an environmentally­

friendly '''green'" power offer. This service is more expensive than Dominion Virginia

Power's price-to-compare. Again, as detailed in Part 1. this lack of activity is not unique

to the Commonwealth~ in other states currently offering retail access, few customers have

the option to purchase power at a price lower than their incumbent's price to compare.

Over the past twelve months, the sec, aided by the incumbent utilities and

interested stakeholders, continued to make strides in preparing the Commonwealth for the

arrival of competition for the generation component of electric service. Various work

groups coordinated by the Staff have been assisting the SCC to provide the foundation for

retail access by examining many issues, including conlpetitive metering, supplier billing,

default service, energy infrastructure, stranded costs. and regional transmission

organizations ("'RTO"). The see appreciates the time and effort of the respondents that

have participated with these work groups.

The sec has issued orders during the past year relating to issues such as

conlpetitive metering, supplier billing, market price/wires charge determination, regional

transmission organizations. and several access programs within electric cooperative



territories. In addition to the Septenlber 1 reports on the status of competition and the

Decenlber 2002 Addendum, the sec has issued reports addressing energy infrastructure

information and stranded costs. Slow development of c0l11petitive activity and statewide

budget constraints have caused the sec to suspend its consumer education efforts for the

present.
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INTRODUCTION

In this part of the State Corporation Commission's ("Coffilnission" or "SeC") report to

the Governor and to the Commission on Electric Utility Restructuring ("CEUR"), we provide

an update regarding activities in Virginia related to competition in the electricity market. Since

§ 56-596 of the Virginia Electric Utility Restructuring Act ("Restructuring Act" or "Act,,)1

directs us to file a report each September 1st
, the section on the status of competition in the

Commonwealth will provide a history of the transition to competition. Each year we will

prepare a chronology and summary to detail the progress of competition and activities of

interest during the past twelve months.

During the past year this Conlmission has continued with the scheduled implementation

of the Restructuring Act. At the present time, 2.9 million electricity customers in Virginia have

the right to choose an alternative supplier of electricity. By January I. 2004. an additional

168.500 customers will gain the right to choose a supplier. In compliance with the Act and this

Commission's Order in Case PUE~2000-00740.all electricity customers of Virginia's investor-

owned utilities and electric cooperatives will be eligible to switch to a competitive supplier

except for about 29,400 customers in the southwestern part of the Commonwealth2 and

approximately 7.000 customers served by Powell Valley Electric Cooperative.

As discussed later in this report. work began or continued during the past year to

address restructuring issues such as those related to competitive metering, supplier billing,

: Virginia Electric Utility Restructuring Act. Chapter 23 (§ 56 576 ~~.) of Title S6 of the Code of Virginia.

- Amending legislation passed by the 2003 Session of the General Assembly as House Bill 2637 to § 56-580 of
the Code of Virginia. suspended application of the Restructuring Act to Kentucky Utilities operating in the
Commonwealth as Old Dominion Power Company until such time as the utility provides retail electric services in
any other service territory in any jurisdiction to customers who have the right to receive competitive retail electric
energy.



default service. energy infrastructure~ stranded costs~ and regional transmission organizations

("RTO"). to name a few.

It remains disappointing. however, that more competitive service providers have not

made offers of attractively priced energy options. As in many other states that offer retail

access, competitive activity has dwindled in Virginia during the past twelve o10nths. One

supplier continues to serve a small portion of custon1ers in northern Virginia with a lin1ited

renewable resource, but no other electricity supply offers have been made.

The following pages provide an overview of the continued transition to full retail

access~ the process used to develop wires charges and a price-to-compare~ the status of our

consumer education progran1; and details on a diverse list of activities and investigations

devoted to the development of a competitive market.
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ACTIVITY RELATED TO ACCESS

This section provides a review of activity during the past 12 nl0nths of the transition to

full retail access in Virginia. In addition to supplying details on the number of customers who

switched energy providers. there will also be discussions of the licensing of suppliers and

aggregators~ marketing activity. and customer complaints.

Transition to Fun Retail Access (Phase-In)

The Commission Order in Case No. PUE-2000-00740 established the phase-in schedule

for all investor-owned utilities and cooperatives and directed them to subnlit quarterly reports

regarding the status of efforts to implenlent the phase-in of retail choice. Ten such reports have

been submitted to the Commission staff CStaff') as of July 2003, and a brief summary of the

current status follows.

Allegheny Power ("AP,,)~3 American Electric Power - Virginia ("AEP-VA") and

Delmarva Power & Light ("Delmarva") implemented full customer choice within their

respective Virginia service territories on January 1~ 2002. In December 2001. these three local

distribution con1panies ("LDCs") were granted approval of unbundled rates and associated

tariffs that became effective on January I ~ 2002. Price-to-compare information was provided

along with a revised bill format to inform and assist each customer in evaluating options. All

of these LDCs have completed adjustments to their computer and business systems and are

ready to conduct electronic data interchange ("EDI")4 tests with competitive service providers

("CSPs"). a topic discussed later in this report. To date. no CSP has registered with AP or

Doing business in Virginia as the Potomac Edison Company ("PE").
4 EOl standards and guidelines are established by the Virginia Electronic Data Transfer Working Group
(""VAEDT} The VAEDT is discussed later in this report.
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AEP-VA to provide service within their respective Virginia territories. To date. one CSP is

fully registered with Delmarva and another has completed EDI testing. The LDCs are prepared

to accommodate customer choice when CSPs offer service within the conlpanies' service areas.

Dominion Virginia Power C'DVP") inlp)elnented customer choice for one-third of its

statewide commercial and industrial load and a third of its residential customers. prinlarily

within its northern Virginia tenitory. on January L 2002. Another third of its cust0111CrS_

including residential customers in central Virginia were eligible to switch suppliers on

September 1. 2002, and its renlaining custolllers on January 1, 2003.

Similar to AEP-VA. AP and Delmarva. DVP was granted approval of its unbundled

rates and associated tariffs effective January 2002. Price-to-compare information was provided

along with a revised bill format.

DVP has completed adjustments to its EDI systems and has successfully completed

testing with seven CSPs. To date, eleven CSPs and aggregators have initiated discussions or

are in various stages of registering with DVP to provide service within DVP's Virginia

territory. Only three CSPs have actually served customers since implementing full retail

access. Two of those were the DVP affiliates that were carry-overs from the pilot program.

The one CSP that had an offer in DVP's service territory this year~ Pepeo Energy Services

("PES"). withdrew its offer in May 2003. but continues to serve about 2,400 customers.

Although PES is not currently mass marketing its service. it continues to enroll new customers

to replace slots that become available as customers drop PES to return to DVP~ s capped rates.

To date, all CSPs that served customers either in DVP's pilot program or under full access have

been affiliates of an electric or natural gas utility.
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The COlnmission Order in PUE-2000-00740 permitted the electric cooperatives

CCooperativesH
) and Kentucky Utilities ("KU,,)5 to phase-in implementation of retail access at

their own pace provided it is completed by January 1. 2004. The distribution cooperatives have

announced plans to develop the necessary business processes and systems to accomnl0date

retail access by the dates shown below:

Northern Virginia
Rappahannock
Shenandoah Valley
Community
Southside
A&N
BARe
Central Virginia
Craig-Botetourt
Mecklenburg
Northern.Neck
Prince George

implemented 7/1/02
implemented 111/03
implemented 4/2] /03
implement 8/03 upon filing compliance tariffs
implement 10/1 /03
implement 1/1 /04
implement 1/1/04
implement 1/1104
implement 1/1/04
implement 1/1/04
implement 111104
implement 111/04

These Cooperatives will continue to work collectively to address transition issues and

take advantage of synergies. The sec issued its order in Case No. PUE-2002-00086 on June

18, 2002, approving Northern Virginia Electric Cooperative's ("NOVEC") tariffs and terms and

conditions amended per Staff's recommendations. NOVEC's initiation of retail choice was

conditioned upon the timely receipt of its wire charge allocation agreements with its generation

affiliate, Old Dominion Electric Cooperative ("ODEC"), and its revised tariffs. The agreements

and tariffs were filed with the Commission on July ]2, 2002. REC subn1itted on August 2,

2002, its plan and associated tariffs to permit implementation January 1, 2003.

Shenandoah Valley Electric Cooperative C'SVEC") tiled its application for retail choice

on November 1, 2002, to begin on April 1, 2003. The sec issued its order in Case No. PUE-

2002-00575 on April 2, 2003, approving SVEC's tariffs and terms and conditions subject to

:, No longer applicable because of House Bill 2637 and 2003 amendment to § 56-580 ofthe Code of Virginia.
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modifications recOInmended by Staff. SVEC was pernlttted to implement retail choice upon

the filing of the required revised tariffs. The Cooperative subnlitted conlpliance tariffs on April

21. 2003.

Community Electric Cooperative ("CECil) filed its application on January 28, 2003. to

begin retail choice during the sumnler of 2003. The sec issued its order in Case No. PUE­

2003-00002 on July 30. 2003. approving CEe's tariffs and tern1S and conditions subject to

some modifications recoDlmended by Staff and permitting CEC to inlplenlent retail choice

upon the filing of the required revised tariffs.

Southside Electric Cooperative ("SSEC") filed its application on May 1. 2003 to offer

their customers retail choice beginning on October 1, 2003 and is currently pending before this

Commission. Recent applications of A&N. BARC, Central Virginia~ Craig-Botetourt,

Mecklenburg, Northern Neck and Prince George Electric Cooperatives to offer their customers

retail choice beginning on January 1. 2004, are under review by Staff. It is anticipated that

Commission approval of these applications will be complete before year-end to comply with

the Cornmission's Order in Case No. PUE-2000-00740 to fulfill the phase-in of electric retail

choice in Virginia.

All of the LDCs referenced above continue to participate actively with various work

groups assisting Staff to address transition issues and to implement the Restructuring Act.

SupplierslAggregators

The Commission is responsible under §§ 56-587 and 56-588 for licensing

suppliers and aggregators interested in participating in the retail access programs in Virginia.

The ~t~ff h::t~ egtflblished fl stremnlined nicehanism for processing license applications. To

facilitate the pron1pt processing of license requests~ the sec website provides access to the
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licensing requirenlents.6 Staff has an internal deadline of 45 days frool the receipt of a

complete application to the issuance of a license. Thus far, that deadline has been met for all

applications. Currently, nineteen electric and natural gas CSPs and aggregators are licensed by

the Con1n1ission to participate in full retail access. A list of suppliers can be found at the end of

this section. Since last year. five con1petitive service providers have voluntarily surrendered

their licenses to do business as a CSP or an aggregator in Virginia.

In oruer to participate in an tDe's retail choice program, a CSP nlust also complete a

registration process with the utility. EDI testing between the CSP and the utility is required as

part of the registration process. The testing must be completed before a supplier can begin

enrolling customers.

Two CSPs, Dominion Retail and PES. are fully registered with DVP. New Era Energy

is the only aggregator fully registered with DVP. Four additional CSPs and aggregators are at

various stages in the registration process with DVP:

• Constellation NewEnergy ~ Inc.
• Old Mill Power
• Washington Gas Energy Services
• EnergyWindow. Inc.

AEP-VA. AP, NOVEC. and REC have each had at least one CSP inquire about their

choice programs, but no CSP has yet registered with any of the utilities. WOES is fully

registered with Delmarva and Old Mill Power has completed ED! testing but not yet completed

its registration with Delmarva.

() Guidelines to become licensed as a competitive service provider or aggregator are available on the sec's
website at: http://\Vw\.\.state.va.us/scc/division/eaf/colTIpcte.htm.
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CGV = Columbia Gas of VA
WG = Washington Gas
SG = Shenandoah Gas (division of WG)

Applications for Competitive Service Provider/Aggregator
Licensure (August 1,2003)

Customer LDC Service Territories
Company Name Class(es) n which CSP registered Services Provided
Pepco Energy Services R,C. [ DVP, WG, SG, CGY Natural gas, electric

and aggregation (E&G)
Dominion Retail, Jne. R,CJ DVP, WG Natural gas, electric

and aggregation (£&G)
Washington Gas Energy Svcs R, C, [ DPL, DVP(pending), Electric & natural gas

WG, SG, CGV
EnergyWindow, Inc. KC, l DVP (pending) Aggregation (E&G)
New Era Energy. Inc. R,C.I DVP Aggregation
Amerada Hess Corporation C,I WG,SG Electric. natural gas

and aggregation (E&G)
Energy Svcs Mgmt Va LLC. C Aggregation (E)
d/b/a Virginia Energy
Consortium
Bollin~erEnergy Corporation C,l WG.CGV Natural gas
Tiger Natural Gas, Inc. KC.I WG.SG,CGV Natural gas
NOVEC Energy Solutions, Inc R.C.I WG.SG.CGV Electric. natural gas

and aggregation (E&G)

BGE Commercial Bldg C, I WG,SG Natural gas
Systems inc
Old Mill Power Company R.C, I DVP (pending), Electric, natural gas

DPL (pending) and aggregation (E&G)
Metromedia Energy, Inc. C. J WG Natural gas
Stand Energy Corporation C, I Natural gas
ACN Energy, Inc. R WG Natural gas
AOBA Alliance. Inc. C Aggregation (E&G)
UGI Energy Services, Inc. C.I Natural gas

Constellation NewEnergy. Inc. C.! DVP (pending) Electric and aggregation
(E&G)

Select Energy. lnc. CJ Electric and natural gas

Customer Type: "Rn residential; '·C'· commercial; "I" industrial
LDC Service Territories:
AEP-VA = AEP Virginia
AP = Allegheny Power
DVP = Dominion Virginia Power
DPL =Delmarva Power & Light

Marketing

The only marketing activity that has taken place In any retail access program is in

DVP's service territory. Pepeo Energy Services continues to provide "green power" to

residential customers in Northern Virginia. The renewable generation source is biomass,
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landfill gas from a landfill in central Virginia. The offer consists of 51 % renewable energy

offered at a premium above DVP's price-to-compare.

Since full retail access began, PES's renewable energy offer is the only offer residential

electricity customers have received. To date, about 2,300 residential and 22 commercial

customers are enrolled with PES. No industrial customer has yet chosen a competitive

electricity service provider.

Customer Participation

Pepco Energy Services began serving retail access customers in January 2002 and is

currently the only active CSP.

The following table provides the number of electricity customers in the Virginia LDC

territories that are currently eligible to shop for a CSP and how many are enrolled with a CSP

as of July 7,2003.

# of Residential # of Non-Residential
Company # of Eligible # of Eligible Customers Customers

Residential Nonresidential Currently Served Currently Served
Customers Customers Bya CSP Bya CSP

DVP 1,836,701 196.499 2,317 22
AEP-VA 421,143 62,084 0 °AP 72,847 13,019 ° 0
DPL 18,757 3,297 0 °NOVEC 101.901 7.063 0 °REC 76,752 4,186 0 0
SVEC 29,311 4,907 0 0
CEC 8,086 1,517 0 0

Therefore, out of approximately 2.6 million residential customers in Virginia who

currently have the right to choose an alternative supplier of electric energy, less than 2,400

customers are currently doing so, or about 0.1 %.
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FUNCTIONAL UNBUNDLING AND WIRES CHARGE

This section of the report wiIJ detail the steps involved with setting the price for energy

while rate caps are in effect. Unbundled generation rates and Jnarket prices for generation are

essential cOlnponents to deternline wires charges. Additionally, the generation market prices

established by the Commission for each incumbent utility help conlpetitive suppliers determine

whether they can or will make competitive offers in utilities' service territories. 7

The first step is the functional unbundling of rates into separate generation, transmission

and distribution components as required under § 56-590 of the Restructuring Act. The next

step is the calculation of the market price for generation which, when compared to the

unbundled generation rate, will determine the amount of an appropriate wires charge, if any.

The procedure for calculating market prices and wires charges are detailed in § 56-583 of the

Act. A final important component of the pricing of energy is the determination of the price-to-

compare for each incumbent electric utility. This benchnlark price can then be used by

consumers for comparison shopping.

Functional Unbundling

Section 56-590 of the Restructuring Act required Virginia's incumbent electric utilities

to file plans detailing the proposed separation of the inCUD1bents' generation, retail transmission

and distribution functions. The cases provided the companies an opportunity to file proposed

retail access tariffs applicable to customers and third party suppliers. As part of these cases, the

Commission also lI unbundledll the companies' retail rates for purposes of establishing wires

charges.

7 It should be noted, however, that if a utility's unbundled generation rate is less than the Commission-detennined
market price for generation, then the price a CSP must "beat" in order to make a competitive offer would be the
unbundled generation rate. and not the market price.
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Rate unbundling in these cases consisted of separating the utilities" bundled rates.x for

retail d~ctricity service into separate components to renect distrihution. transmission and

generation charges. Transmission charges were also unbundled into base and ancillary

serVices. The companies' rctail access tariffs addressed and defined the operational

relationship between the utilities and competitive service providers in the provision of

competitive generation service \vithin the inclllnbents' respective service territories. These

tariffs. among other things. addressed CSP creditwolthiness requirements. noncompliance and

default. load forecasting and scheduling procedures, and CSP billing. Each of the functional

unbundling cases was discussed in the previous Commission Report and will not be restated

here. This section will provide an update to the last report.

AEP-Virginia (PUE-200 1-000 11): By order dated June ]8. 2002, the Commission

approved the Company's April 30. 2002, motion requesting that the Commission hold all

further proceedings on the corporate separation issues in abeyance until no earlier than July I"

2003. On July L 2003. AEP-Virginia filed a Motion For Leave to Withdraw Request. The

Con1pany states that it is no longer actively pursuing legal separation at this time. AEP-

Virginia requests leave to withdraw. without prejudice. its request for legal separation and

further requests that this proceeding be closed. AEP-Virginia'5 Open Access Distribution

Service Tari1T was accepted for filing by the Commission's Division of Energy Regulation on

Decen1ber 23,2002.

Old DOlninion Power COtnpanv (Kentucky Utilities) (PUE-2001-00003): l-:louse Bill

2637 suspended the application of the Virginia Electric Utility Restructuring Act to any

R A bundled rate is a single rate for electricity comprised of all service elements: generation, transmission and
distribution.
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investor-owned incumbent electric utility supplying electric serVIce to retail customers on

January 1. 2003. whose service territory is located entirely within five enumerated counties in

Southwest Virginia (Dickenson, Lee, RusselL Scott and Wise). The suspension will continue

so long as the utility does not provide retail electric services in any other service territory in any

jurisdiction to custon1ers who have the right to receive retail electric service from another

supplier. During the suspension period, the utility's rates shall be (i) its capped rates

established pursuant to § 56-582 for the duration of the capped rate period~ and (ii) ~etermined

thereafter by the sec on the basis of the utility's prudently incurred costs (per § 56-232 et

seq.).

Delmarva Power & Light (PUE-2000-00086): On May 15. 2003, the Company filed its

Virginia Fuel Index and Proxy Production Function Expense calculations in compliance with

the Memorandum of Agreement.

Wires Charge Calculations

The Restructuring Act directs the Commission to establish wires charges for each

incumbent electric utility effective upon the commencement of customer choice. In order to

establish such wires charges the Commission must determine projected market prices for

energy and subtract those projected market prices from each utilities ~ embedded generation

rate. According to the Act, these projected market prices and the resulting wires charges may

be adjusted on no more than an annual basis. The embedded generation rate includes fuel costs

as detem1ined by the Commission pursuant to § 56-249.6.

Although the Con1mission's experience in determining n1arket prices began in 2000

with the retail access pilots of AEP-VA, Rappahannock Electric Cooperative, and DVP. market

price determination for full retail access began in 200 I with the market price and wires charges
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determinations for AEP-VA and DVP.l.J This past year the Conunission established the n1arket

price determination methodology for the electric distribution cooperatives within the

Con11110nwealth and approved projected market prices and any resulting wires charges for

calendar year 2003.

The Commission approved the basic n1ethodology for AEP-VA and DVP in its order of

November 19, 2001 in Case No. PUE-2001-00306. This order set a general schedule for

nlaking annual changes to wires charges at the beginning of each successive calendar year. If

either company wishes to revise its wires charges for the following calendar year, it must file

market price and fuel factor applications with the Commission by July 1 of the current year.

This allows wires charge determinations to be finalized in October or about three months

before they will be inlplemented. This enables the companies to make necessary calculations

and carry out compliance filings before the implementation date. Such a tinlely determination

also allows time for CSPs to formulate and implement pricing and marketing strategies for the

following year.

In its November 19, 2001 order, the Commission also decided that the projected market

pnces for generation to be used in wires charge calculations should be based on lIforward

prices" 10 for electric power traded in the wholesale market. The Commission made this

decision with the beliefs that forward prices were a better indicator of projected market prices

and that the forward markets were functioning reasonably well.

The forward price l11ethod considers prices at two delivery/receipt points (Cinergy and

PJM West) for a calendar year of data. Although DVP has incorporated a value for capacity in

"j Delmarva and Potomac Edison waived their right to wires charges throughout the transition period. AEP-VA
waived its right to collect wires charges for calendar years 2002 and 2003, and recently waived its right to wires
charges during calendar year 2004.
10 "Forward prices" generally refer to agreements made today for the future purchase and sale of a specified
quantity of electric power at some specified location for a specified time period.
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the Company~s projected market price t()rmulation~ there is no explicit inclusion of a capacity

value within the generally approved methodology. Price adjustments for load-shaping are

accomplished using methods similar to those employed in the pilot programs. Finally. the

Commission specified a method for adjusting 111arket prices in order to consider the cost to

transport power 10 distant n1arkets.

During the early SUl11mer of 2002, the Com111ission Staff convened a work group to

investigate potential changes in the methodology of dctcnnining market prices. A number of

stakeholders in the restructuring process participated in the workgroup: however. onty one CSP

was represented. The group met on July 24, 2002 to discuss possible revisions to the market

price calculation. including, but not limited to, conceptual changes or use of new data sources.

The group seemed satisfied, for the most part, with the inputs. data sources~ and timing of the

current market price methodology. Most of the discussion centered around whether a value for

capacity should be included in the market price. A subsequent meeting was held on August 12.

2002. With respect to the inclusion of a value for capacity in the market price projection. the

lone CSP representative present indicated that while including a value for capacity would

provide SOOle additional headroom, such a capacity adder would be too snlall to act as an

inducement for CSPs to enter the Virginia energy market. In conference calls with three other

CSPs. the Staff heard a similar message.

The CSP opinions available to Staff notwithstanding, the workgroup led to a proposal

by DVP to incorporate a capacity adder into the projected market price for the company' s

service territory for 2003. This adder is based on the historical monthly values of capacity as

retlected in the PJM Capacity Credit Market. DVP conditioned its offer on certain changes to

its CSP Coordination tariff that the conlpany stated were necessary to make DVP whole in the

event of a CSP default. In allowing. but not requiring, DVP to implement the capacity adder in
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the company's market price and wires charge calculation. the Commission declined to allow for

the changes in DVP" s CSP Coordination tariff. The Comn1ission believed that the proposed

changes might have a negative effect on CSP participation in the Virginia retail markee

however. the Conlmission will allow DVP to propose risk mitigation n1easures in the future if

they are shown necessary. The Commission allowed DVP to implement the proposed capacity

adder recognizing that it served to lower wires charges slightly and create additional headroom

for CSPs and thus. was "a step in the right direction." Subsequent to the Commission's order,

DVP incorporated the capacity adder in the company·s 2003 Inarket price and wires charge

calculation.

Even with the inclusion of the capacity adder. the projected market prices for DVP for

2003 are below the company"s capped generation rates. As such, wires charges are applicable

to DVP custonlers that choose to take service from a CSP during 2003. On July 1. 2003. DVP

submitted an application to impose a wires charge in 2004. This application is currently under

review by Staff and a hearing has been scheduled for September 10, 2003.

With respect to AEP-VA's nlarket price and wires charge calculation, the issue of the

company"s transmission cost adjustnlent to market prices has remained outstanding since 2001.

Pursuant to §56-583 of the Restructuring Act. the Comnlission adjusts market prices for the net

cost of transnlission required to send power that has been displaced by customers who have

switched to CSPs to distant power nlarkets. To date. the Commission has not accepted AEP­

VA's methodology for calculating this adjustment in that AEP-VA's proposed adjustments

have been significantly higher than appears reasonable.

Even with AEP-VA"s proposed transmission cost adjustment calculation any calculated

wires charges due the company from customers switching to CSPs have been zero or nil.

implying that projected market prices calculated under the Commission-approved methodology
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are in excess of AEP-V A' s capped generation rate. Given this circumstance and the lack of a

resolution over the conlpany" s n1ethod of ca1culating its transmission cost adjustolent. AEP-VA

has waived its right to collect wires charges in each of the past two years.

The Commission has stated that before it can approve a wires charge for AEP-VA. it

"must have net transmission costs that reflect the real cost of delivering power from generating

units that would otherwise serve AEP-VA's retail custonlers adjusted for transmission revenues

otherwise recovered in rates subject to state or federal jurisdiction." This issue is moot for- .

2004 as AEP~VA notified the Commission on July 1, 2003 that the company will not request

approval to collect wires charges for 2004. 1nforn1ation provided with this notification implies

that market prices for 2004 within the company's service territory will again be above AEP-

VA's capped generation rate.

With respect to the electric distribution cooperatives, on May 24. 2002 in Case No.

PUE~200I-00306, the Commission adopted a proposal from the Cooperatives and ruled that the

basic methodology for calculating generation market prices that it approved for DVP and AEP-

VA should be utilized by the Virginia electric distribution cooperatives, I J subject to the

Comnlission"s continued review. There is, however, one basic difference in the methodology

as applied to the Cooperatives as opposed to that for DVP and AEP-VA. Whereas, the capped

rate for generation for the investor-owned utilities are adjusted annually for the cost of fuel on a

prospective basis. the capped rates for the Cooperatives are adjusted monthly on an historical

basis. This distinction is to allow the Cooperatives to continue a decades-old practice that

allows them to make monthly adjustnlents for their wholesale cost of power. \Vithout

II A&N Electric Cooperative. BARe Electric Cooperative. Central Virginia Electric Cooperative. Community
Electric Cooperative. Craig-Botetourt Electric Cooperative. Mecklenburg Electric Cooperative, Northern Neck
Electric Cooperative, Inc., Northern Virginia Electric Cooperative. Powell Valley Electric Cooperative, Prince
George Electric Cooperative. Rappahannock Electric Cooperative. Shenandoah Valley Electric Cooperative, and
Southside Electric Cooperative. Inc.
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continuing to allow for these wholesale power adjustments in their retail access tariffs the wires

charges for a cooperative would vary on a month-to-nlonth basis. For consistency. the

Commission a})ows the Cooperatives to vary the market price monthly by the same amount as

the wholesale cost of power adjustnlent 10 maintain a constant wires charge throughout the

year.

To dale. market prices have been established for four cooperatives. The Commission

approved the projected market prices for Northern Virginia Electric Cooperative and

Rappahannock Electric Cooperative in June and October, 2002. respectively. To datc in 2003.

the Comnlission has approved the projected market prices for Shenandoah Valley Electric

Cooperative and Community Electric Cooperative. In aJ) four of these cases. the capped rate

has been in excess of the projected market prices within the respective service territories of

these cooperatives: therefore, custon1ers switching to CSPs must pay a wires charge to the

cooperative serving them.

Additionally. Southside Electric Cooperative, Inc.. A&N Electric Cooperative, BARe

Electric Cooperative. Central Virginia Electric Cooperative, and Northern Neck Electric

Cooperative have filed applications for approval of their retail access tariffs and market prices,

however. the approval process has not yet been conlpleted. The remainder of the cooperatives

are expected to submit retail access tariff and market price applications by September in order

to comply with the Restructuring Acfs provision that retail access be available in their service

territories by January 1. 2004.

Price-to-Compare

Once rates have been unbundled and the appropriate wires charge has been calculated. a

company's price-to-compare can be determined. The price-ta-compare is a cents per kilowatt-
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hour benchmark value that can be used by a custonler to evaluate offers from competitive

service providers.

The price-to-conlpare is deternlined by taking the SUIU of the unbundled generation rate

and the unbundled transnlission rate and subtracting the wires charge. If a COlnpany does not

have a wires charge~ because its embedded generation rate is less than the current estimated

market price~ or if a company has waived its right to a wires charge, the price-to-con1pare is the

SUln of the unbundled generation and unbundled transmission rates.

Among investor-owned utilities. only DVP imposed a wires charge component for 2003

to be included within its price-to-compare. Each of the cooperatives implementing retail access

in 2003 also included a wires charge component within the respective price-ta-compare.

The table below shows the prices-ta-compare for the investor-owned utilities In

Virginia required to implement retail competition. A similar table for the electric distribution

cooperatives that have implemented retail competition is not shown given that, as described

above. the cooperatives price-to-compare changes on a monthly basis due to the application of

monthly wholesale power adjustments.

The 2003 price-to-compare values are:

Investor-Owned Utilities

Customer Class Dominion AEP Virginia Allegheny Conectiv
Virginia Power Power

Residential 3.983¢/kWh 3.409¢/kWh 3.87¢/kWb 5.47¢/kWh
Small Commercial 4.006¢/kWh 3.230¢/kWh 3.96¢/kWh 5.94¢/kWh
Large Commercial 3.624¢/kWh 3.748¢fkWh 3.90¢/kWh Not applicable
Small Industrial 3.470¢/kWh 3.125¢fkWh 3.55¢/kWh 5.58¢/kWh
Large Industrial 3.193¢/kWh 2.944¢/kWh 3.34¢/kWh 5.49¢/kWh
Churches 3.834¢/kWh 3. I47¢/k\Vh Not applicable Not applicable
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As can be seen, the price-to-compare differs among classes of custonlers. The values

above are averages for each customer class. The actual price-to-cOlnpare for an individual

customer will vary depending upon that customer's usage and rate schedule.

New market price and wires charge calculations are scheduled to be completed in

October for use in 2004. Soon after that time. the new price-ta-compare values will also be

available. Price-to-conlpare infoffilation will appear on the monthly bill of custoll1ers who have

not yet chosen an alternative supplier.
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CONSUMER EDUCATION

Overview

The maJor objectives of the Virginia Energy Choice ("VEe") consumer education

program in the second full year of activities were to continue the steady rise in awareness of

energy restructuring and educate Virginians about changes in the energy market. Despite the

lack of con1petitive offers. consun1er awareness of Virginia's move to a restructured energy

market reached 46 percent by January 2003 con1pared to less than 29 percent in a benchmark

survey conducted in June 2001 .

In presenting an1endments to the 2002-2004 biennial budget in December 2002,

Governor Mark Warner proposed that the State Corporation Con1mission immediately curtail

most of the activities of the consumer education program and defer the startup of any new

initiatives for the remainder of the biennium. In the budget approved by the General Assembly,

a total of $8.5 million was transferred to the general fund. The budget language called for $2

million transferred in the fiscal year ending June 30, 2003 and $6.5 million in the fiscal year

ending June 30, 2004. As such, the education program entered a 16-month "quiet" period.

By March 2003, the SCC stopped all awareness advertising, suspended outreach efforts

with community-based organizations, and ceased printing additional VEe publications. The

VEe website continues to function. The toll-free VEe information line continues to operate,

but with an autonlated system instead of live customer service representatives. Approved

consumer education grants were funded, but no new grants will be awarded during the

remainder of the biennium. sec staff continues to be available for consun1er presentations.

ALL or the communIcatIons contractors supportmg the see in the consun1er educatIOn

program agreed to suspend or greatly reduce activities during the curtailment period. These

contractors also agreed to be available to help re-establish the VEe campaign if market
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development substantiates the need for consumer education and funding is available beginning

July 1, 2004.

The sec continues to share program plans and receive input from the Virginia Energy

Choice Education Advisory COlumittee. The committee TI1en1bers represent investor-owned

utilities, electric cooperatives, consumer groups and con1petitive suppliers.

Consumer Research

VEe conducted consumer surveys 1n August 2002 and January 2003 to measure

awareness and knowledge as well as monitor ongoing consumer attitudes toward energy

restructuring. Awareness of Virginia's move to a competitive energy market increased among

residents from 43.1 percent to 46.1 percent while business leader awareness decreased slightly

from 53 percent to 51.9 percent (overall. significant increases from pre-campaign awareness

levels of 28.8 percent and 38.4 percent, respectively.) Although con1petitivc energy service

providers are not currently making offers to consumers, the survey in January 2003 revealed

that 78.4 percent of consumers say they are interested in energy choice compared to 76.3

percent in August 2002.

In January 2003, consumers were asked to name any concerns that they have regarding

energy choice in Virginia. One half of all respondents (50.1 percent) suggested they had no

concerns. Another 17 percent were concerned prices would increase. while others were

concerned about reliability (6.7 percent), supply problems (5 percent), poorer customer service

(3.8 percent)~ and many marketing calls (3.1 percent). Similar concerns were recorded aITIong

business leaders. Strong n1ajorities of both consumers (77.6 percent) and business leaders (72.8

percent) are confident service win continue uninterrupted in a competitive energy market. The

sec has canceled additional VEe consumer surveys in the 2002-2004 biennium.

2\



Advertising

Due to the failure of coolpetition to develop, the VEe paid advertising budget in the

second year of the program was reduced by 50 percent. With the input of the Education

Advisory COlnnlittee. print broadcast and billboard advertising continued to correspond with

the electric choice phase-in schedule, but at a significantly reduced level. A limited Phase I

advertising schedule in northern Virginia continued in newspapers and on geo-targeted Internet

websites through the fall of 2002. Phase II advertising began prior to electric choice coming to

central and western Virginia on September I, 2002 and concluded at the end of December.

Phase III broadcast advertising started in Hampton Roads in October 2002 and concluded at the

end of December prior to the introduction of electric choice on January L 2003. Some

billboards were displayed in the Hampton Roads area in January and February 2003 due to

prior agreements. Annual contracts for sports sponsorships (mostly radio commercials)

concluded in March 2003.

With lin1ited marketing activity by competitive serVIce providers, the advertising

messages of the VEe advertising program were revised in the second year. Initially the

advertising focused on consumers having the opportunity to choose their energy suppliers. The

advertising was changed to encourage Virginians to contact VEe to learn about changes in the

energy industry. The program's toll-free information line and website address were

prominently featured in all advertising.

Public Relations

The public relations program broadened the knowledge and awareness levels of

and nledia relations. Media outlets across the state received a steady flow of updates on the

consumer education efforts through December 2002. Although the news media was receptive

22



to VEe inforn1ation, journalists were quick to learn that energy suppliers were not olaking

competitive oilers. The lin1ited level of competitive activity resulted in a corresponding linlited

level of interest in covering energy restructuring. of which the VEe program was a part.

Regardless. in the second year. the program still generated 32 print news articles in daily and

weekly newspapers. Additional coverage was generated in television and radio broadcasts.

The grassroots outreach effort provided direct contact with consumer groups and

comnlunity-based organizations to utilize their networks to distribute education information on

energy choice. The program was designed to reach audiences that may have difficulty

receiving the information from the mass media or have special information needs. Groups

involved incJude organizations representing senior citizens~ minorities. non-English speakers.

people with disabilities. residents of rural areas. and small business owners. Since the program

began in June 2001, over 600 organizations around the state have agreed to help educate

consumers. To date, the groups have distributed more than 1.5 nlillion education materials.

Summary of Grassroots Outreach Activity by Category of Organization as of 5/28/03

Total number of materials organizations have agreed to distribute Website Info

(throu~h mailings, emaiJs, presentations and events)
Populations Consumer Newsletter Two-Pagers Spanish Two- Flyer Number of orgs
Represented Guides Articles Number of Orgs Pagers Number ofOrgs agreed to add

Numher ofOrgs Number ofOrgs Participating Number ofOrgs Participating VE<: link/info to
Panicipating Participating Participating website

Seniors 23,335 739,240 18,597 4786 6167 28
850rgs 46oT.1!.'I 530rf!s 28orf!s 32orJ[s

African 16,031 144,150 21,( 12 2085 6222 21
Amerifans 87 or~s 290r1!.s 43 or~s 140rgs 22 orgs

LOW-Income 16,921 152.175 15,888 5326 2204 23
690rf?s 31orf?s 510r'45 39 or~s 37orf?s

Non-English IOSt7 111.825 17.982 6505 1587 19
Speaking 570rgs 160rgs 380rgs 400rgs 2901"f!;s

Disabled 6746 135.270 14,7"4 3321 593 21
60or,Rs 22 or~s 27or!:;s 190rgs 180rgs

~-
---4lWr~-,.....-~---Su~-~~

~1IIi1n "2U~ .l.j'J,I':!J':'J J~~~ IU7~

Business 660rgs 51 or~s 10 orRs 60rgs 80rgs

*Nok: Some organizations represent multiple populations. 1 he J.) ImlllOI1 total figure noted In thiS document has heen adjusted downward to
eliminate duplication of groups representing multiple audience categories.
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Since March 2002, VEe has published and distributed liThe Source," an electronic

newsletter about dcvelopn1ents related to energy choice. Four editions of "The Source" have

been published to date. Recipients of the nelvvsletter include organizations that have

participated in the grassroots progranl and individuals who sign up for the nlailing list via the

VEe website. Quarterly distribution is planned to continue through the "quiet l1 period in order

to keep those who are interested informed about energy choice.

The VEe consumer education program included grant 1110ney to help encourage and

facilitate the dissemination of information through community-based organizations~ nlember-

based groups, associations and organizations that serve a multitude of needs tor individuals.

These groups are highly credible third-party information sources that have established trust

with their members. With a $5.000 limit per grant. an organization could print a special

brochure, translate education materials, or conduct workshops. The sec awarded a total of 13

grants. Several successful grant projects were completed:

• the Urban League of Greater Richmond conducted a series of workshops for senior
citizens on energy choice and produced educational materials ($2,826.84).

• the Henry County Adult Learning Center incorporated energy choice information into
an instruction program called !lEnergy Efficiency and Your Budget" ($2,861.41).

• Campaign Virginia distributed over 16,000 VEe consumer guides as part of its door-to­
door canvassing program ($5,000),

• the Virginia Department for the Aging printed a special VEe brochure and produced a
Braille version of the education materials ($5,000).

Website

During the "quiet" period for the VEe campaign, the website was updated and a new

address was introduced (w\\J'W .vaenergychoice.org). The old address (www.vesvachoice.co111)

continues to function, and users who type in or link to the old address are automatically

connected to the new location. Existing campaign printed materials that include the old web

address are still usable. Any new nlaterials developed in the future will include the new

address.
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The decision to move to www.vaenergychoice.org was based on two factors. First,

consumers are used to website addresses that reflect the name of an organization. This is

supported by the fact that the phrase consumers use most often to locate VEe via search

engines is llVirginia Energy Choice." Second, the ".org" ending is generally considered to be

more neutral than 1l.com" which fits with the program's goal of having VEe be the objective,

informed source of information.

From July 2002 to June 2003, more than 135,000 visits were made to the website. The

chart below shows monthly traffic to the site for this period.

Visits
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Call Center

From July 1, 2001 to February I, 2003, the VEe program provided customer service

representatives to answer consumer questions received on a toll-free information line (1-877-

YES-2004). The call center staff was trained to answer frequently asked questions about

energy restructuring in Virginia. While the advertising campaign was active, the number of

callers ranged between 724 in September 2002 and 962 in January 2003. The center also

responded to VEe inquiries bye-mail and fulfilled daily requests for consumer education

materials. During the 19 months of one-on-one phone support~ the call center served almost
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15.000 callers and distributed 208,000 Consumer Guides and other consumer education

nlaterials.

Since February 1, 2003 .. the toll-free information line has been supported by an

automated systenl. Callers have the choice of listening to a brief recording. leaving address

ioforn1ation to receive consumer education materials. or requesting a call frolll sec staff. The

reduced visibility of VEe caused a noticeable drop off of consumer calls and information

requests. In the period from February I 10 June 30 of this year. 2.985 automated. calls were

received and 3,607 consumer education n1ateria)s were distributed. The average number of

calls per month is 597.

Next Steps

Even with the present curtailment of the Virginia Energy Choice consumer education

program, the basic structure of the effort is intact and ready to resume activities at the

appropriate time. The sec will continue to receive the input of the Education Advisory

Committee to detennine the size and scope of the future consumer education activities.

Information from research surveys~ call center data and web inquiries win also help the sec in

revising the consumer education plan when authorized to begin after July 1, 2004. Based on

Education Advisory Conlmittee input and an evaluation of key issues affecting market

developn1ent the advertising strategy will be refined and outreach activities will be adjusted

accordingly. The renewed program will once again focus on the foundation message of

building awareness of energy choice among consumers who have little awareness of Virginia

Energy Choice. while beginning to further educate those Virginians who have already become

aware of the prog:r;'}m_ Th~ toH-frf>t" information }Inn wPh,-:itp' will hp prnminpntly rJi"playpcJ in

all conlmunications.
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Regardless of the pace of developn1ent for the conlpetitive energy n1arket consumers

wi]] want and need information about energy restructuring. The 16-page VEe consumer guide

communicates what changes are underway and includes definitions of key tenns. The sec has

an adequate supply of the guides to meet public requests through June 30. 2004. However the

guide will need to be updated and revised in the second half of 2004 to incorporate new

developnlents in energy restructuring. Advertising nlessaging may also be revised based on

any new developments and their inlpact on the overall cOlnn1unications direction.

Consumers have expressed a desire for more specific competitive service provider

information than what is currently available from VEe. Supplier telephone numbers~ website

addresses and registration inforn1ation are available. Once competitive activity begins.

Virginia consumers will renew requests for a chart or web feature that compares rates and

services of the marketers.

Local distribution companies continue to be an important link for the VEe campaign.

Consumers often call their local utilities first if they have questions about energy services. The

VEC program will continue to explore opportunities to partner with utilities to provide

conSUlner infornlation through bill inserts~ customer newsletters. web links. and consumer

education events.
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DEVELOPMENT OF A COMPETITIVE STRUCTURE

This section details activities underway to continue the establishment of the fratnework

within which effective competition may develop. \Vhile these activities cannot, in and of

themselves, assure that competition will flourish. there is no doubt that a competitive nlarket

will require both rules to guide behavior and systeu1s to control business operations. In

addition, the continuing development of our energy infrastructure. including power plants.

transmission lines and natural gas pipelines. is an essential elen1ent of future energy reliability.

Finally. properly functioning regional transmission organizations are generally recognized as a

necessity for an effective competitive wholesale market~ which is a precursor to an effective

retail market.

Rules Governing Retail Access

The Restructuring Act directed the see to establish a transition schedule for retail

access and promulgate regulations to guide the transition. 12 The Commission adopted rules

with the following objectives in mind: (1) afford reasonable customer protections~ (2) ensure

equitable treatment of n1arket participants, and (3) promote the advancement of competition in

the Commonwealth.

The Rules Governing Retail Access to Competitive Energy Services ("Retail Access

Rules" or "Rules"). adopted by Commission Order in Case No. PUE-2001-00013. 13 currently

consist of 12 sections in Chapter 312 (20 VAC 5-312-10 et seq.) of Title 20 of the Virginia

Administrative Code and pertain to various relationships among the local distribution

companies. competitive service providers and retail customers. Responses to Staffs inquiries

1:2 The rules were to be developed for both a competitive electricity market and a competitive natural gas market.
Our focus in this report is the electricity market.
13The Rules Goveming Retail Access to Competitive Energy Services are available on the Commission's website
at: http://www/stateivaiusiscc/divisioll/restruct/main/rules/teirrules.htm.
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generally indicate that 010St market participants believe the current Retail Access Rules are: (])

consistent with other state requirenlents, (2) reasonable to balance the concerns and needs of

market participants. and (3) conducive to promoting a competitive energy nlarketplace.

The Comnlission' s Staff continues to monitor and evaluate the developn1cnt of the

energy marketplace. including our experiences in Virginia. and recommend further adjustments

to such Rules. if necessary. Future legislative or Commission decisions may also affect the

developing energy marketplace. The Retail Access Rules will be revised and an1cndcd as

needed to incorporate future rules that may be adopted by the sec. These Rules were

amended to further address a minimum stay period (PUE-2001-00296). supplier consolidated

billing (PUE-2001-00297), competitive metering (PUE-2001-00298), and aggregation of

competitive energy services (PUE-2002-00 174).14

Minimum Stay Provisions

The Commission's Final Order in Case No. PUE-2001-00296, which adopted a

minimum stay period for large customers, directed the Staff to investigate alternatives to

minimum stay periods and submit a report by March 31, 2003. Senate Bill 892 was introduced

in the 2003 General Assembly to eliminate the minimum stay requirement for customers

willing to take generation service at a form of market rate if they returned to the incumbent

utility during the capped rate period following supply service from a CSP. Such proposed

legislation was tabled in the Senate Commerce and Labor Committee with the request that the

CEUR (formerly LTTF) give the issue further study and consideration.

14 These Dockets and others regarding restructuring issues may be found on the seC's website at:
http://www.state.va.us!scc/caseinfo.htm .
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Subsequently the Staff requested a delay for subnlitting its report. On March 12. 2003,

the Con1mission granted Staffs request to delay pending the CEUR's further consideration of

the tabled legislation.

Competitive Metering Provisions

The COlnmission entered an Order m Case No. PUE-200] -00298 on August 19. 2002,

approving rules regarding competitive electricity metering services for the elements of meter

data availability and accessibility effective January 1, 2003. The order directed the work group

to continue to meet and address other elements of competitive metering services, including

meter ownership for large customers.

The Staff submitted a report on August 30. 2002,15 recommending that the Staff, with the

assistance of the work group, propose rules regarding financial ownership of meters by large

industrial and large commercial custonlers. In addition, the Staff recommended that the work

group focus on nl0nitoring market developments in metering as a precursor to the

implenlentation of any additional elements of competitive metering for large customers. Staff

also recommended that interested parties be invited to submit conlments with respect to

competitive metering for residential and small business custonlers.

In its Order of December 10. 2002. the Commission directed the Staff to proceed with

the assistance of the work group to develop rules regarding financial ownership of nleters for

large industrial and large commercial customers and to file proposed rules on or before March

4, 2003. The Commission also directed the Staff to focus its efforts on monitoring market

developments in metering and report to the Commission on such developments approximately

15 The report may be found at: http://www.state.va.usiscc/caseinfo/plie/case/comp -,neter.pdf.
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one year after the implementation of rules for meter ownership. The Comnlission also directed

the Staff to continue to study the possibility of the utilities establishing voluntary and/or

expanding time-of-use pilot programs for residential and snlall cOllllnercial customers, and to

examine the issue of implementing full conlpetitive metering services for residential and small

business customers.

The Staff issued its report on February 25, 2003, presenting proposed rules for financial

ownership of electricity nle1ers for large industrial and large conlmercial customers, and

recommending the final rules become effective January 1, 2004. On March 3, 2003 the

Commission issued an order inviting comments and requests for hearing on the proposed rules.

The parties neither requested a hearing nor recommended any revision to the proposed rules.

Comnlents were received regarding the establishment by utilities of voluntary pilot programs

for residential and small commercial customers and the implementation of full competitive

metering services for residential and small business customers. The Commission's Order of

July 11, 2003 adopted rules regarding customer ownership of meters by large industrial and

large commercial customers. Each investor-owned distribution electric utility was directed to

file revised tariffs by August 30~ 2003. reflecting the adopted regulations to be effective on

January 1, 2004.

Additionally, this Commission directed Staff, with the assistance of the work group, to

continue efforts to study expanded or voluntary Time-Of-Use programs along with new meter

technology to ensure currently used technologies do not inhibit the use of price signals or deter

the development of a conlpetitive metering nlarket. The COlnmission expects Staff to subnlit a

report by May 1,2004 providing the results of its investigation.
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Competitive Billing Provisions

On August 3L 2002. the Comn1ission issued an Order in Case No. PUE-200 1-00297.

adopting rules for CSP consolidated billing. 16 The Commission also found that an EOl

workaround approach for impletnentation of CSP consolidated billing was reasonable on an

interim basis. recognizing that such approach will need to be replaced with standardized EDI

protocols as the competitive market develops and the volun1e of competitive billing increases.

Subsequently. the COfi1mission granted the requests for the investor-owned utilities for delays

in the implementation of CSP consolidated billing by delaying the required implementation

date. Such utilities tinlely submitted revised tariffs to address the necessary changes to

inlplement CSP consolidated billing on July 1. 2003.

Aggregation

The Restructuring Act authorizes the provision of aggregation serVIces for the

Commonwealth's retail electricity customers. Section 56-576 of the Act defines aggregator~

§56-588 details the licensing of aggregators, and §56-589 authorizes municipal and state

aggregation. Aggregation service is the purchasing or arrangen1ent of the purchase of electric

energy for sale to two or more retail customers.

As discussed in greater detail in last year's report the Commission established an

investigation of aggregation issues with Case No. PUE-2002..00174. 17 Questions had arisen

with respect to which persons or entities needed to be licensed as aggregators.

As required by the Commission's March 18, 2002 Order. Staff prepared and filed a

report on August 1,2002. Staffs report and recomn1endations were based on both comments

16 The adopted rules may be found at: http://ww\v.state.va.us!scc/caseinfo/pue!case/eO I0298b.pdf.
17 Available at http://WWw.st3te.va.us/scc/caseinfojpue/e020 174.l1tl11 ,
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received in writing and trOIn participants in a workgroup meeting. In its August 1. 2002 report.

Staff recommended a minor rule change. Staff asserted that an entity that is not involved in the

transactional arrangements between a licensed conlpetitive service provider or aggregator and

its retail customers should not be required to be licensed. The Staff does not believe that

marketing activities. alone. conducted on behalf of. or in conjunction with. licensed CSPs or

aggregators warrant licensure of this third party. The Staff concluded that the licensed CSP is

responsible for the actions of the nlarketer. Further. the Staff believes that the reconlmended

marketer disclosure is consistent with the Comnlission's authority as defined in the

Restructuring Act. StafIreco1l1mends that one Retail Access Rule be changed to require CSPs

to maintain a list of entities with whom they have a marketing relationship. Such information

would be helpful to the Staff with respect to investigating any complaints related to marketing

practices.

After having considered the Staff's Report and comments filed on the report. by Order

dated November 1. 2002, we directed the publication of Staffs proposed rule change in the

Virginia Register or Regulations and established a procedural schedule to receive comments on

Staffs Report. We also directed Staff to tHe two reports on or before July L 2004. One report

related to the impact on the development of a competitive market. of incumbent-affiliated

competitive service providers and their activities in affiliated LDC' s service territories. The

second report related to the inlpact of aggregation contracts. particularly regarding exit fees. on

the development of competitive retail markets in the Commonwealth.

In response to our November 1, 2002 Order, we received comments from one party,

Dominion Retail, Inc. ("Retail"). In its con1ments Retail did not take issue with the adoption

of Staff's proposed change to 20 VAC 5-312-20 D. Rather. in its comments. Retail argued that

the two July 1, 2004 reports required of Staff were unnecessary.
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By Order dated April 9, 2003. the Con1mission issued an Order in which \\le adopted

StatT's proposed rules change. Additionally. in response to Retail's comn1ents. we reiterated

our belief that both July 1, 2004 reports will be beneficial to our assessn1ent of the impact of

aggregation on the development of a competitive retail generation nlarket. Lastly. we

concluded our investigation by closing the docket.

Distrihuted Generation

Distributed generation involves moving the generation of electricity away from large

central units to smaller units located closer to the point of consumption.!8 In accordance with

§56-578 of the Restructuring Act. the Commission instructed the Staff to work with interested

parties to develop proposed interconnection standards for distributed generation. The Act

specifies that the interconnection standards "shall not be inconsistent with nationally

recognized standards acceptable to the Comn1ission."

Following several work group meetings and assistance of interested stakeholders~ Staff

drafted proposed interconnection standards for Virginia. The National Association of

Regulatory Utility Commissioners ("NARUC") has adopted a set of distributed generation rules

that States are encouraged to adopt. Staff awaits further direction and decision of NARUC to

endorse a model interconnection agreement; of the Institute for Electrical and Electronic

Engineers CIEEE") and its efforts to set national standards for distributed generation

interconnections ("IEEE-1547"). and of the Federal Energy Regulatory Conlmission's

("FERC") activities to develop interconnection procedures.

18 In May of2000. the Commission issued rules governing net energy metering promulgated pursuant to § 56-594
of the Restructuring Act. The net metering rules establish interconnection guidelines and tariffs under which an
electric customer may interconnect a small wind. hydro or solar generating facility to the grid. The rules may be
found at: http://v/\vw.state.va.lIs/scc/caseinto/pue/case/e990788rul.pdf .
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Business Practices

The North American Energy Standards Board ("NAESB") serves to develop and

promote standards leading to a seamless marketplace for wholesale. and retaiL natural gas and

electricity. NAESB is accredited as a standards-setting body from the American National

Standards Institute. independent of policy and politics to build public-private partnerships with

the FERC, the Department of Energy and the state conln1issions. NAESB's infrastructure and

processes 19 are recognized by the FERC as evidenced by FERC's charge to develop business

practices for use by market participants to implement its final rule regarding standard market

design or wholesale market platform.20 Recognizing the ongoing convergence of the natural

gas and electricity businesses, NAESB ensures that its implementation standards and business

practices will receive and utilize the input of all industry sectors through its open melnbership

and balanced voting processes.

Staff continues to monitor the activities of each quadrant and the various subcomnlittees

to establish standards and business practices. The retail electric ("REQ") and natural gas

quadrants ("RGQ") have grown to 46 and 42 members~ respectively, and are committed to

work jointly as much as possible to ensure consistency among common elements of the

respective industries. Efforts of the wholesale gas quadrant ("WGQ"), now conlprised of 166

members, will be aided by the Joint Interface Comnlittee ("JIC ll
), established between NAESB"

the North American Electric Reliability Council ("NERC"), and the Independent System

Operators/Regional Transnlission Organizations ("ISO/RTO I1
) Council. to prevent duplication

by organizations in setting electricity standards.

~<) Additional infonnation regarding the NAESB may be found at: http://www.naesb.org .
_0 Additional information regarding FERC's standard market design and structure may be found at:
http://www.ferc.gov/Electric/RTO/Mrkt-Strct-comments/smd.htm .
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NAESB is the pnmary industry forum for development and promotion of business

practices and electronic communication standards while NERC is the prin1ary industry

organization for developing reliability standards for the operation and planning of the bulk

electric systenls. The ISO/RTO Council is not a standards development organization but Inay

participate with such activities to ensure consistency and prevent duplication.

Staff participates with NAESB's monthly conference calls to update regulators and

continues to serve on the Advisory Committee to NAESB.

Virginia Electronic Data Transfer Working Group

The Staff continues to serve as a facilitator for the Virginia Electronic Data Transfer

("VAEDT") Working Group to develop standards and guidelines for electronic data

interchange ("EDI"). EDI is a means for a utility and a CSP to communicate electronically and

involves the computer-to-computer exchange of business and customer information. All CSPs

are required to use EOI to transact business with the utilities. A CSP may negotiate with an

LDC to use some altenlative to EDl on a temporary. start-up basis to provide additional time to

comply with the Retail Access Rules. but should implement EDI within 180 days of an initial

service offering.

In December 2002, the VAEDT filed with the Commission for informational purposes

its revised Virginia Plan. Implementation Guidelines, and EDI Test Plan.21 The VAEDT

continues to meet periodically to refine standards as the market evolves and experience is

gained.

The VAEDT continues to support efforts of the First Regional Electronic Data

Interchange ("FREDI")22 to establish and maintain uniform criteria across the Mid-Atlantic

21 Additional information available at: http://www.vaedt.om. .
22 Additional infonnation available at: http://w\v\v.firstregionalEDl.org .
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rcgion
n

and more easily exchange electronic infof111ation between electric utilities operating in

multiple jurisdictions.

The differences in cun-ent EDI guidelines are generally attributable to differences in

policies and business rules anlong the participating jurisdictions. Future revisions to EDI

guidelines will be reviewed. accepted and implcnlcnted by the respective state EDl work

groups w·;thin each of the FREDl jurisdictions in a coordinated manner to better realize

synergies within the regional energy market. This effort may potentially evolve for the regional

jurisdictions to converge to the same EDl standards and perhaps develop consistent business

rules to better promote a robust competitive energy nlarket and serve as the basis for NAESB's

development of national standards regarding electronic protocols.

Generation and Transmission Additions

\Vithin the last five years. eight generating plants have been built and placed into

commercial operation within the Commonwealth, adding 2,781 megawatts ("MW") to existing

generation physically located in Virginia?4 Approval of six additional facilities has been

granted by this Commission sumnling to 3,988 MW. of which two facilities, totaling 1.368

MW. are under construction and should be ready for operation by the summer of 2004. In

addition, nine other independent power producers submitted applications for generating

capacity of 6.675 MW that are pending before the sec in various stages of the certification

process. Of this amount. six projects totaling 4.810 MW have been suspended by the

developers. The Staff is aware of some discussions to develop additional generation facilities

but are not yet aware of any commitnlent. The table at the end of this section provides further

detail regarding applications for new facilities.

n Currently comprised ofjurisdictions from DC. DE. MD, NJ, PA. 01 L and VA.
:24 These new plants are comprised of tllree Dominion generating stations, one ODEC facility, and four
independent power plants, representing 1,500 MW. 465 MW, and 809 MW, respectively.
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Changes within the electricity marketplace under a competitive regime. actions by the

FERC. and the financial investment and capital n1arkets have caused the electric industry to

explore alternatives to traditional integrated resource planning. Evolvenlent of RTOs to

include a broader number of market participants and to cover wider service areas has changed

the conlplexion of the future electric industry. New capacity. generation as well as

transmission. will be realized when 111arket participants recognize and react to nlarket signals

such as reliability, price, custOiner service, load growth and econon1ics. Such response will

likely include physical construction and enhancement as well as contractual and financial

alternatives.

As more independent generators begin commercial operation and suppliers utilize a

variety of capacity purchases to serve customer load, the traditional reserve margin loses

significance. Difficulties arise in detennining which supply sources and which customer loads

should be included at any particular time to determine such a calculation.

Expansion of transmission facilities is also needed to accommodate expected cllston1er

demand and required energy supply. The sec granted permission to AEP-VA to construct a

765-kV electric transmission line in southwestern Virginia. That line received final federal

approval earlier this year and is not expected to be operational before 2006. Applications for a

few smaller transnlission lines have been approved or are currently pending before the sec and

are experiencing public opposition. Additionally, severa) applications to construct natural gas

pipelines to supply fuel to sonle of the proposed generators are also pending before the sec.

Two additional interstate pipelines to transport fuel across the Comn1onwealth have been

approved by Federal agencies but have been slowed because of public opposition.
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By order dated August 21, 2002, the Conlmission adopted filing requirements for

applications filed on or after September L 2002?5 In the August 2 Jst Order the Commission

also concluded that, due to the passage of SB 554 26. filing requirenlents addressing cUlTIulative

environmental impacts are not necessary and therefore are excluded franl the Commission's

filing requirements.

25 The amended rules may be found at: http://VI'VV\v.statc.va.us/scclcaseinfo/pue/case/eOl0655a.pdf.
16 The adopted rules may be found at: http://www.state.va.us/scc/caseinfo/pue/eOI0313.htm. Senate Bill No. 554
was signed by Governor Warner on April 4. 2002, and became effective on July l, 2002. The bill modified the
Commission's role in reviewing the environmental aspect of appliations to construct electric generating facilities
in Virginia.
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Summary of Construction Acth'ity in Virginia
As of August 1, 2003

Com panv/Failitv Size Location Docket Fuel C.O.D.* Status

Power DlantsNith SCC certificates that began operation within the last 5 years
Commonwealh Chesapeake 300 MW Accomack County
Dominion Vir:inia Power 600 MW Fauquier County
Wolf Hills Enrgy, LLC 250 MW Washington County
Dominion Vir.inia Power 360 MW Caroline County
Doswell Limi~d Partnership 171 MW Hanover County
Allegheny Enrgy Supply 88 MW Buchanan County
Dominion Virinia Power 540 MW Prince William County
Louisa Gcnercion, LLC (ODEC) 472 MW Louisa County

2,781 MW

PUE960224
PUE980462
PUF990785
PUE000009
?UE000092
PUEOI0657
PUE000343
PUEOI0303

3-0i1CT sum 01
4-GasCT sum 00
5-GasCT sum 01
2-GasCT sum 0 I
I-GasCT sum 01
2-GasCT Jun 02
Gas CC Jul03
5-GasCT Jun 03

8/5/98 Order
5/14/99 Order
512100 Order
10/ I0/00 Order
6/15/00 Order
6/25/02 Order
311210 I Order
7/17/02 Order

Power plantsvith SCC certificates currently under construction.
Tenaska Virgi ia Partners 1, LP 900 MW Fluvanna County
Marsh Run Geleration, LLC 468 MW Fauquier County

1,368 MW

Power plants \lith sec certificates, but not yet under construction.
Competitive P,wer Ventures 520 MW Fluvanna County
Tenaska Virgiia Partners II, LP 900 MW Buckingham County
CPV Warren, ,LC 520 MW Warren County
White Oak Po'rer Co., LLC 680 MW Pittsylvania County

2,620 MW

PUEOlO039 Gas CC sum 04 4/19102 Approved
PUE-Z002-00003 3-GasCT sum 04 11/6/02 Approved

PU EO 10477 Gas CC spr 06 1017/02 Approved
PUEOI0429 Gas CC fall 04 1/9/03 Approved
PUE-2002-00075 2-GasCC spr 05 3113/03 Approved
PUE-2002-00305 4-Gas CT sum 04 8/ I/03 Approvied

Power plants hat have aoplied for an sec certificate
ChickahominyPower, LLC 665 MW
Duke Energy Vythe, LLC 620 MW
James City Enrgy Park, LLC 580 MW
CinCap-Martirwille 330 MW
Kinder Morga] VA, LLC 560 MW
Kinder Morgal of Virginia, LLC 550 MW
Henry County 'ower/Cogentrix 1, I00 MW
Loudoun Comy Powcrrrractebel 1,400 MW
Mirant DanviH, LLC 870 MW

Charles City County
Wythe County
James City County
Henry County
Cumberland County
Brunswick County
Henry County
Loudoun County
Pittsylvania County

PUE010659
PUEOI0721
PUE-2002-00 150
PUEOIOl69
PUEOI0722
PUEOI0423
PUEOI0300
PUEOIOl71
PUEOI0430

Gas CT fall 03
Gas CC sum 04
2-GasCC 1/05
4-GasCT sum 03
Gas CC sum 04
Gas CC win 04
Gas CC sum 04
Gas CC sum 05
Gas CC sum 04

HE Report pending
Remanded 3/11/03
HE Report pending
Dismissed 4/29/03
Dismissed 1/14/03
Dismissed I 111102
Dismissed 7/31/03
Dismissed 3/27/02
Dismissed 2/6102

Total

*Commercial tperation Date

6,675 MW (4,810 MW dismissed leaving 1,865 MW under consideration)
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Competitive P:)\v~r Ventures
US Data Port/I~abine

Timber Creek Pover Co., LLC
Joshua Falls E1e~y Center
Total

900 M\V
130MW
560 fvlW

1120 MW
2,710 MW

Smyth County
Prince William County
Grcensville County
Campbell County

GasCC
Gas CT
Gas CC
Gas CC

** compiled florr local news stories and DEQ air permit activity list

Transmission !ires
AEP-VA 765 kV·90 mi
DVP 21(~>230 kV- 4 mi

Wyoming-.Jackson's Ferry
Loudoull

P{JE970766
PUEOIOl54

2004
2003

5/3 t /0 I Approved
6/27/02 Approved

Regional Tralsnission Organization membershio pending before the see
DVP PJM-South PUE-2000-0055I Company filed application on 6/27/03
AEP-VA PIM-West PUE-2000-00550 Order to file supplemental data within 90 days of FERC SMD Order
AP P.lM- West PUE-2000-00736 Order to file supplemental data within 90 days of FERC SMD Order
Conectiv PJM-East PlJE-2001-00353 Order to file supplemental data within 90 days ofFERC SMD Order
KU MISO PUE-2000-00569 Staff report 7/24/02

Natural gas p peines
DVP
Duke Energy I'atrot Extension
Saltville Gas 9:onge Co.. LLC
Dominion Transnission Greenbrier
Dominion Cme hint LNG

20"-14 Ill!
95 mi

24"-7 mi
280mi

Prince William County
Wythe to Rockingham Cty
Saltville! Chilhowie
Charleston to Rockingham

PUE00074I
fERC
PlJEOI0585
FERC
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2003
2004
2003
2005

1115/01 Approved
11/20102 Approved
1/22/03 Approved
4/9/03 Approved



Energy Infrastructure Study

Senate Bill 684, enacted by the 2002 Session of the General Assen1bly, requires the

sec to convene a work group to "... study the feasibility, effectiveness. and value... " of

collecting information relative to the location and operation of specified electric generating

facilities. electric trans111ission facilities. natural gas transmission facilities. and natural gas

storage facilities serving the Commonwealth. This information encompasses data relative to

the electricity and natural gas loads imposed by Virginia consumers and the dedication of

facilities to the service of those loads.

In response to this legislative directive. the Staff solicited written comments fronl

stakeholders and convened several meetings to address issues related to electric and natural gas

system reliability. specific proposals for the collection of information necessary to track

reliability, transmission planning and how reliability is managed by P1M.

The Comn1ission filed its report on November 20. 2002. and presented the results of its

work to the CEUR during its December 12, 2002, meeting. The Commission report concluded

that the collection of extensive data related to Virginia's energy infrastructure is, in fact,

feasible. With regard to the effectiveness and value of such a data collection effort the report

noted that "... the electric utility industry is in a state of extreme uncertainty and will likely

remain so for the foreseeable future." The report ultimately recommended three options for the

CEUR's consideration. The CEUR concluded that the Commonwealth must continue to

maintain oversight over the reliability of the electric infrastructure and adopted a resolution on

January 27. 2003 ("Resolution"), requesting. in part, that the Commission collect the data

necessary to monitor the dedication of generating facilities to the provision of electric bulk

power supply in the Commonwealth. The Resolution also requested the Commission to report

the results of its work to the CEUR, on or before July 1, 2003.
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The Comnlission's recently filed report indicated that with the advent of restructuring.

electric utilties providing service in the Coolmonwealth have reduced planned reserve n1argins

and expect to rely largely on the market for the provision of capacity to serve load gro\\1h and

to provide adequate reserves. The Commission noted that the initial report was fairly general in

nature and that the Conlmission intends to continue to analyze relevant data. seek further

clarification of the issues, address longer-range forecasts, and issue a more detailed report in

the future.

RTE Development

Section 56-579 of the Restructuring Act requires incumbent electric utilities to establish

or join regional transmission entities ( ltRTEs n
)27 as part of the transition to retail competition.

This obligation is imposed on each incumbent electric utility owning, operating, controlling, or

having an entitlement to transmission capacity. Section 56-579 also requires the State

Corporation Commission to determine "whether to authorize transfer of ownership or control

from an incumbent electric utility to a regional transmission entity.'~ Behind this requirement

was an expectation that RTEs would manage and control the transmission assets of Virginia's

utilities with the objective of meeting the transmission needs of electric generation suppliers

both within and outside Virginia.28

On April 2. 2003, HB 2453 was placed into law. HB 2453 amended §§56-577 and 56-

579 of the code of Virginia to require utilities seeking to transfer control of their transmission

facilities to an RTE to submit "a study of the comparative costs and benefits thereot: which

study shall analyze the economic effects of the transfer on consumers. including the effects of

transn1ission congestion costs." HB 2453 also prohibits the transfer of control prior to July L

27 RTE and RTO (Regional Transmission Organization) are essentiaHy synonymous terms. The former is used in
the Act; the latter is the Federal Energy Regulatory Commission C'FERC"') preferred acronym.
28 § 56~579 A 2 d.
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2004. and requires the COlnmission to conduct a public hearing regarding any such request.

The Restructuring Act previously required notice and an opportunity for a hearing. HB 2453

also states that "each incumbent electric utility shall file an application for approval pursuant to

this section by July 1, 2003, and shall transfer management and control of its transmission

assets to a regional transmission entity by January I ~ 2005 ~ subject to Comnlission approval as

provided in this section."

Three of Virginia's incumbent electric utilities~ Kentucky Utilities. Allegheny Power

and Delmarva, have shifted management of their transmission facilities to an RTE. Delmarva

and AP are participating in PJM.29 KU is participating in the MISO.3o

Virginia Power and AEP, along with a number of other utilities. sought to form the

Alliance RTO which was rejected by the FERC on December 20. 2001. On April 25. 2002.

PERC issued an order directing the Alliance Companies to make compliance filings detailing

which RTO(s) they plan to join, collectively or individually. On May 28. 2002. AEP made a

compliance filing noting its intention to join PJM West. Virginia Power also made a filing on

that date noting that it was soliciting input from its stakeholders. On July 15, 2002, Virginia

Power filed an update to its earlier filing notifying that the Company had entered into a MOU

to join PJM as uPJM South."

On July 31, 2002, FERC issued an order conditionally accepting AEP's and Dominion

Virginia Power" s filings. Both utilities have entered into implementation agreements with

P1M. These agreements reflect financial commitments by both companies to fund certain P1M

29 Delmarva has narticinated in PJM since PJM's ;ncentlr\n ci~,carlf''' nrinr to n~"~:IP.P ofthp Rp,tru("tl1rin~A("t P11\A
accepted control of Allegheny's transmission facilities on April L 2002. The sec has not yet granted approval for
the ultimate transfer of management and control of Delmarva's or Allegheny's transmission assets to PJM under
Sections 56-577 Band 56-579 ofYirginia's Restructuring Act.
30 "MISO" is the Midwest lndependent System Operator. MISO began offering transmission service over KU's
transmission facilities on February I, 2002.
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expansion related costs and set forth schedules {or the proposed expansions. The following

discussion will provide additional inforn1ation regarding the status of individual RTE

proceedings currently pending COlnmission approval.

AEP-VA

AEP-Virginia filed a substitute application for approval to transfer functional control of its

transmission facilities to P.Hv1 on Dccenlber 19. 2002. The COlnn1ission issued a scheduling

order. in Case No. PUE-2000-00550.3J regarding that application on March 7, 2003. That order

required AEP flto develop, as soon as practicable. but no later than 90 days. after a final SMD

rule has been adopted. a study of the costs. benetits, and resulting cash flows that would arise

from the transfer of AEP-VA's transmission assets to PJM. The Company shall submit a report

detailing the methodology. key assumptions. and results of the cost/benefit anaJysis from the

perspective of AEP. AEP-VA. other AEP corporate entities. AEP shareholders. AEP-VA's

custonlers, and Virginia ratepayers as a whole." The order also noted that the Commission

expected: lIthe cost/benefit analysis to include at a minimum an examination of (l) how

participation in PJM would impact AEP-VA's fuel factor during the capped rate period~ (2)

market prices for generation as compared to current cost of service based generation pricing~

(3) transmission rates for the recovery of embedded transmission costs; (4) transmission

congestion costs incurred under the LMP construct~ and (5) the availability and effectiveness of

transmission rights for Ilhedging" against transmission congestion charges. The study also

should include a sensitivity analysis to evaluate and identify critical assun1ptions including. but

not limited to, the following: (l) differing load forecasts: (2) differing levels of transnlission

congestion and associated transmission rights; (3) abnormal vs. normal weather: (4) differing

unit outage assumptions~ and (5) differing fuel cost projections (higher or lower gas costs vs.
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coal costs, for example). Finally, the study should include a discussion of how the completion

of the planned \N'yoming to Jackson's Ferry 765 kV line n1ight in1pact study results."

PJM assumed responsibility as the "reliability coordinator" for the AEP regIon on

February 1, 2003. As "reliability coordinator." PJM is responsible for. an10ng other things, the

following:

• Transmission system security monitoring and analysis.
• Initiation of measures to avoid transmission congestion,
• Coordination of responses to emergency situations.
• Implementation of reliability measures. and
• Coordination with other NERC approval reliability coordinators. recognizing

each region's policies and standards.

PJM states that it has not assumed functional control of AEP's transmission system. The

functions have been described by both AEP and PJM as functions for which the reliability

council (ECAR) is ultimately responsible.

On March 14. 2003, the public utilities commiSSIons of Ohio, Michigan and

Pennsylvania filed a motion requesting that the FERC direct that AEP transfer control of its

trans~ission facilities to PJM, irrespective of pending state regulatory approvals. Exelon

Corporation and Commonwealth Edison Company tiled in support of the motion on March 17,

2003. This Comnlission filed a response to those motions on April 1. 2003. The Commission's

response sought to preserve state authority and argued against federal preenlption. On that

same day. the PERC approved AEP's request to join P1M but did not direct that AEP join by a

date certain thereby avoiding any ruling regarding state authority relative to RTO participation.

Thereafter, the Commission filed a request for rehearing on May L 2003. questioning the

FERC's decision to Qrant apJ1rov~J on the h::l"i" th::lt thp Tf'f".orn w::\<;;. cipv"icl of ::tny f::tf"tl1::l1 h:1~j~

for the FERC finding that AEP's transfers of control of its facilities to PJM would be consistent

:; I See http://www.state.va.us/scc/caseinfo/pue/e000550.htm
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with the public interest. Significantly, and as enlphasized in the Commission's request for

rehearing. the application lacked, among other things. infornlation identifying the actual

facilities whose control was proposed to be transferred fronl AEP to PJM. AEP's application

was similarly silent concerning the ilnpact of the proposed transfers on cllstonlers' rates for

power and energy. The Comnlission's request. as well as various other motions for

reconsideration, is currently pending.

On June 26. 2003. the FERC Staff issued data requests to PJM and AEP seeking

information regarding the possibility of transferring control of only a portion or portions of

AEP's transmission system to PJM. PJM filed responses basically concluding that partial

integration of the AEP system was feasible from a technical and operational perspective. By its

own admission, P1M did not address any "federal or state legal or regulatory concerns or issues

that might arise about dividing AEP-East's facilities ..." AEP filed responses with quite

different conclusions. AEP noted that partial integration would result in a long list of quite

serious negative consequences, including; (l) increasing the cost to serve AEP customers, (2)

violating Commission requirements pertaining to single-tariff service over a single holding

company system. (3) potentially creating a seam within AEP·East where none has existed

previously. (4) decreasing planning and operational efficiencies, (5) contradicting Commission

policies which favor the regionalization of tariff and reliability functions. (6) complicating the

pending AEP applications in non-transferring states. and (7) creating intra-company operational

barriers for the first time for those individual AEP operating companies that serve customers in

more than one state. On July 16, 2003. the Commission filed comn1ents supporting AEpts

position and criticizing P1M's response with the FERC.

On July 17. 2003. the Kentucky Public Service Comnlission denied AEP's application

to transfer control of its major transmission lines in Kentucky to PJM. The PSC determined
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that the proposed transfer would not be in the public interest because it would impose costs on

Kentucky Power ratepayers without providing denlonstrable benefits. The PSC cited the

following tactors in denying Kentucky Powc( s application to join PJM:

• Kentucky Power would pay $3 million annually in men1bership fees. but could
show no quantifiable benefits of membership in PJM.

• Kentucky Power has low costs and reliable transmission. so is unlikely to benefit
from menlbership in PJM.

• PJM could in the future set a single wholesale electricity rate for its entire systeln. a
move that would significantly raise rates for Kentucky Power customers.

• If Kentucky Power joins P1M. the RTO could decide which customers in the overall
system get priority in the event of power shortages. That conflicts with Kentucky
law that requires utilities in the state to give priority to the ""native load" in their
service territories. The PSC has no authority to override that law.

AEP filed a petition for rehearing of the Kentucky decision on August 6, 2003.

Allegheny

Allegheny filed an application to transfer control of its transnlission facilities to PJM

under an arrangement known as PJM West. On August 16.2001, the Commission issued an

Order Prescribing Notice and Inviting Comments andlor Requests for Hearing that established

a procedural schedule for this matter, Case No. PUE-2000-00736. On October 26, 2001. Staff

filed a report supporting Allegheny's application and its menlbership in PJM West. However,

the Staff noted that it was unknown what would occur as a result of the FERC-ordered

n1ediation involving PJrvt Allegheny, the New York Independent System Operator, and ISO

New England. The Staff, therefore, recommended that the Commission either delay acting on,

or grant only conditional approval of, Allegheny's request to transfer management and control

of its transmission facilities in order to pennit Staff to review any FERC order in the Northeast

RTO nroceedin2,

On January 30. 2002, FERC issued an Order that. among other things, permitted

Allegheny and PJM to form P1M West. effective March L 2002. On May 9, 2002. the
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Commission issued an order noting that much had occurred regarding the development and

implementation of PJM West and that those devclopn1cnts may have affected the accuracy and

conlpleteness of the information included in Allegheny's application. Accordingly. the

Commission required Allegheny to update its application.

On July 12, 2002, the Staff filed a Supplen1cntal Report recommending that the

Commission delay approval of Allegheny's application until more information was known

about the ITC proposal for PJM West, Dominion's PJM South proposaL and the outcome of

PJM and MISO discussions to form a single energy market across the PJM and Midwest

regions.

HB 2453 necessitates the development of a cost/benefit study regarding Allegheny's

application and that a public hearing be held. Accordingly on May 30, 2003. the Commission

issued an order requiring Allegheny to develop and file a study of the costs, benefits, and

resulting cash flows that would rise from the transfer of Allegheny's transmission assets to PJM

within 90 days ofFERC's adoption of a final rule pertaining to SMD.

Delmarva

On October 16, 2000, Delmarva filed a Motion with the sec in Docket No. PUE-2000­

00086. requesting the Commission to detennine that Delmarva' s membership in P1M

constituted compliance with the requirements of the Restructuring Act and the sec's

Regulations Governing Transfer of Transmission Assets to Regional Transmission Entities, 20

VAC 5-320-10 et seq. ("RTE Rules").

On June 1. 2001. the sec issued a procedural order prescribing notice and inviting

comments on Delmarva's request. By Order dated June 22, 2001. the sec created a separate

docket, Case No. PUE-2001-00353. to receive comments and requests for hearing on

Delmarva"s request. On August 17.2001. the Staff filed a response to Delmarva's request. In
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its response, the Staff noted that the FERC had issued an order on July 12, 2001. provisionally

granting RTO status to PJM. The Staff commented that the FERC had strongly encouraged the

formation of one Northeast RTO encompassing PJM, the New York Independent System

Operator, and ISO New Eng1and:,2 The sec Staff observed that the FERC's Order raised the

possibility that PJM's configuration could change if a larger Northeastern RTO developed as a

result of the involuntary mediation process the Commission had initiated. The Staff, therefore.

recommended that the sec either delay acting on. or grant only interim approval of.

Delmarva's request until morc was known about the mediation process and about any

Northeastern RIO that might be formed.

The Commission entered a second order on May 9, 2002, establishing a procedural

schedule and requiring the filing of supplemental documents in this docket. The May 9, 2002

Order observed that a number of developments could have affected the accuracy and

completeness of the information accompanying Delmarva's original request. It therefore

required Delmarva to file on or before June 18, 2002, complete information about further

developments relevant to Delmarva's October 16, 2000 request. Additionally, the Commission

directed its Staff to file a supplemental report detailing the further results of Staffs

investigation, and invited Delmarva and any interested person to file on or before August 2.

2002, comments responsive to the Staffs supplemental report.

On June IS, 2002. Delmarva filed its response to the SCC's May 9. 2002 Order. In its

response, Delmarva reported that there had been no changes in Delmarva's status as a member

32 PIM interconnection, L.L.c., Allegheny Electric Cooperative, Inc.• Atlantic City Electric Company. Baltimore
Gas & Electric Company, Delmarva Power & Light Company. Jersey Central Power & Light Company.
Metropolitan Edison Company. PECO Energy Company, Pennsylvania Electric Company, PPL Electric Utilities
Corporation. Potomac Electric Power Company, Public Service Electric & Gas Company. UGI Utilities. Inc.•
Order Provisionally Granting RTO Status. Docket No. RTOI-2-000, 96 F.E.R.C. ~ 61,061 at 61.231-61,232
(July 12,200 I).
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of PJM, and that none of the features of PJM essential to Delnlarva's conlpliance with

Virginia's requirements had changed since August 31, 2001, or since Delnlarva filed its

Request on October 16, 2000.

On July 12, 2002. the Staff filed a supplemental report and reconlmended that the see

delay or grant only conditional approval of Delmarva's request until more was known about the

proposal for potential expansion of PJM West, Donlinion's PJM South proposal, and the

outcome of PJM's and MISO's discussions regarding formation of a single energy market

across the PJM and Midwest regions.

HB 2453 necessitates the development of a cost/benefit study regarding Delmarva's

application and that a public hearing be held. Accordingly on May 30, 2003, the Commission

issued an order requiring Delmarva to develop and file a study of the costs, benefits, and

resulting cash flows that would rise from the transfer of Delmarva ~s transmission assets to P1M

within 90 days ofFERC's adoption ofa final rule pertaining to SMD.

Dominion Virginia Power

On June 27.2003, DVP filed an application seeking to join PJM.

Kentucky Utilities

Kentucky Utilities' application to transfer control of its transmission facilities to the

MISO is pending. HB 2637 suspended the applicability of the Restructuring Act to Old

Dominion. The implication of this exemption coupled with the fact that the Company has

joined MISO must be explored in terms of required Commission approval. More specifically,

the issue HB 2637 places before the Commission is whether the Comnlission has authority to

continue its review (post July]. 2003) of Old Don1inion's RTE application.
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FERC Fact Finding Investigation

On May 12. 2003, the FERC established a fact finding proceeding (to be facilitated by

an Administrative Law Judge) concerning congestion on the Delnlarva Peninsula. The purpose

of this proceeding is to evaluate the "extent and costs of translnission congestion" and to help

identify potential solutions. The FERC fact finding was unusually structured as a "noo­

adversarial" proceeding with linlited discovery and a hearing where only predetermined

questions were asked with no opportunity for follow-up. The Virginia. Delaware. and

Maryland Commissions were invited to join other interested parties and to send expert staff

members and an ALJ to work with FERC's ALJ. The Conlmission filed a notice of

intervention on May 19. 2003. The Cornluission Staff actively participated in this matter.

AdditionalJy, the Commission was represented at the "non-adversarial" hearing held on July

30-31. and on August 1 and 4, 2003.

The Commission filed a report to be appended to the FERC ALJ's report on August 11,

2003. The Commission's report expressed concern that the linlited nature of the FERC's "non­

adversarial" proceeding did not allow a sufficient exploration of certain issues and

recommended that the entire matter should now be referred to the FERC's Office of Market

Oversight and Investigations for a full enforcement investigation. The Delaware Public

Service Comn1ission also filed a report stating similar concerns and recommending that the

FERC conduct a distinct proceeding to solve the Delmarva Peninsula's problems. The ALJ

issued her report on August 12. 2003. finding that the record in the proceeding was sufficient

to provide the FERC "with relevant and material information necessary to address the facts and

determine possible solutions regarding congestion on the Delmarva Peninsula. H
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FERC SMD NOPR

As noted in Part I of this report, the FERC issued a NOPR regarding standard nlarkct

design and market oversight for bulk power nlarkets on July 3L 2002. As part of the FERC's

proposed standard nlarket design ("SMD"), it proposed to establish a resource adequacy

requirement for each load serving entity. The Conlmission filed comments on the proposed

rules on January 31, 2003. Following nun1erous comnlents and meetings regarding SMD, on

April 28, 2003. the FERC issued its "White Paper" to address the issues and concerns raised by

participants and augment and clarify its intentions relative to implementing a standard market

platfornl. One of the basic concerns with the SMD is that Virginia utilities will not be able to

operate. as they can today, to give Virginians first call on the transmission systems previously

funded through retail rates. Although the "White Paper" indicates that an integrated utility will

be permissible, and may have title to its transmission system. the utility will not be permitted to

operate the system on an integrated basis to protect native load customers. A more detailed

summary of the White Paper is also included in Part I of this report. A deadline for comments

on the White Paper has not yet been established.

DOE CostlBenefit Study of SMD

DOE issued a report regarding the cost/benefits of FERC's SMD initiative on April 30,

2003. The DOE study is based on a number of arguable assumptions and does not address

certain risks of the FERC SMD proposal. The Study shows that benefits of the SMD will be

small, less than a 1% decrease in average retail electric rates, nationwide. Moreover, the DOE

study shows that a majority of the areas of the country will have either no benefit or have retail

rates actually increase as a result of SMD.

As is the case with any study of this nature. results are only as good as the underlying

assumptions used in the study. The DOE study includes a number of debatable assumptions.
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For example. it is generally accepted that a competitive market will requIre a significant

investment in transolission and generation infrastructure to accommodate more trading. to

address congestion. and to provide luore supply for vigorous competition. The report assesses

no cost for such infrastructure improvements. The report also assunles that generators will

exercise no luarket power~ that is, an assumption of perfect competition may be largely

responsible for any savings that the study produces. Also, the risks of implementing a new,

untried system, such as price increases. price volatility. reliability and the like have not been

factored in. Natural Gas prices can have a significant impact on the results of the DOE study.

The study assumed that gas prices were $3.30 per thousand BTUs (MBTU) in 2005 and

escalating to $4.40 per MBTU in 2020. As you may be well aware, we are currently

experiencing gas costs above $5.00 per MBTU. The study did not, however, include any

sensitivity analysis for changes in gas costs. The report's value is severely limited by such a

lack of risk analysis. This fact is acknowledged on page 17 of the report: "All the illustrations

presented in this analysis are subject to significant uncertainties, because they are dependent on

assumptions about future conditions in the economy and the electricity sector." Moreover, the

study assumes transmission capacity to increase by 5 to 10 percent under SMD as a result of

generation dispatch over broader geographic areas. It also assumes increased efficiencies of

generating units of 2 to 4 percent that may not be valid given the historical excellent

perfonnance of generation units serving the Commonwealth.

With regard to the benefits attributable to SMD by the DOE study. they are small. Once

the cost of in1plementing the SMD is considered (about $760 million annually according to

DOE), the FERC initiative is expected to generate net nationwide savings of approximately $1

billion per year over the short·term and between $200 million and $700 million over the long­

term. While these are large absolute numbers. they represent a very sn1all decline in the
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transmission and generation components of rates. The best case savings of $1 billion annually

yields a decline in the transn1is5ion and generation components of a customer's bill of

approximately 1 percent. The percentage savings relative to a customer's total bill wilJ be even

less when distribution costs are considered. With appropriate sensitivity and risk analysis the

savings could easily disappear and becon1e negative: that is. the SMD initiative could result in

higher average electricity prices nationwide.

In addition to very small overall benefits nationwide. the study indicates that there are

areas of the country that are winners and others that are losers. Of the 16 NERC (National

Electric Reliability Council) subregions studied, over the long-term. six areas are expected to

experience retail rate decreases~ five areas are projected to see increased retail rates; and five

regions will experience essentially no rate change.
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OTHER ACTIVITIES AND ISSUES

Default Service Investigation

On Decenlber 23. 2002~ the Commission issued an Order Establishing Investigation in

Case No. PUE-2002-00645 relative to the provision of default service pursuant to § 56-585 of

the Restructuring Act. In its Order, the Commission directed the Staff to invite interested

parties to participate in a work group to assist the Staff in developing recommendations

regarding the components of default service and the establishment of one or more programs

making such services available to retail customers. Fifteen parties~ including six competitive

service providers, submitted comments responding to questions posed by the Commission in its

Order.

The Staff hosted two work group meetings in March, 2003. with discussions focused

primarily on the same questions. As directed by the Commission, the Staff filed a report on

May 1. 2003. recommending that the incumbent electric utilities be required to provide default

service at capped rates effective January 1, 2004, and until such time that the Commission

orders otherwise. Six parties filed comments on the Staff report. The National Energy

Marketers Association ("NEM") urged the competitive provision of default service as soon as

possible, but also argued that the capped rate and wires charges provisions of the Restructuring

Act severely limits the ability of a COlllpetitive supplier to provide default service. Other

comments supported the Staff s recommendations. No parties requested a hearing.

This Commission issued an Order in this case on July 24~ 2003, adopting Staffs

recommendations that the con1ponents of default service include all elements of electricity

supply service and that the incunlbent electric utilities provide default service at capped rates

until modified by future order of this Comnlission. Similar to last year" several participants
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indicate that other obstacles need to be resolved before competitive markets \vill be able to

offer meaningful alternatives to the incunlbent utilities. Specifically. the m'~lor obstacles to a

competitive marketplace. as identified by participants, continue to be capped rates, wires

charge structure for the recovery of yet unquantified stranded costs, lack of RTE membership.

and the retail electricity supply cost conlponents. Participants claim such items need to be

addressed in order for competition to flourish in Virginia.

Additionally, the Comnlission invited COillments regarding an issue raised by

participant conlments on the Staff Report. Specifically" interested parties were invited to

address I) whether the Commonwealth and its municipalities are "retail customers" as defined

by the Act and are entitled to default service pursuant to § 56-585 of the Code of Virginia, and

2) if so. how the Con1mission should determine such default service rates for such customers.

Stranded Costs

On July 1~ 2003, the Commission submitted a Stranded Cost Report prepared by its

Staff to the Commission on Electric Utility Restructuring (CEUR), previously the Legislative

Transition Task Force. The report was filed in response to requirements set forth in the

CEUR"s Resolution passed January 27, 2003, specifically to Requested Action No.2 of the

Resolution which requires that the State Corporation Conlmission:

By July 1. 2003, presenr 10 rhe Legislative Transition Task Force the work
group's consensus recommendation.\' regarding:

(a) Definitions qf "stranded costs/! and '.'iust and reasonable net stranded
costs. "
(h) A methodology to be applied in calculating each incumbent electric
utility's jusl and reasonahle net stranded costs, amounts recovered, or to be
recovered, 10 {~tf"et such costs, and lvhether such recovery has resulted in or
is like/.y to result in the overrecovery or underrecovery of just and
reasonable net slranded costs.

The report also addressed Requested Action No.8. requiring Commission Staff analysis

of differing recommendations in the event consensus rccomn1cndations were not reached and
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Requested Action No.9. recommendations for legislative or administrative action that the

Commission. work group. or both. determine appropriate to address any aver- or under-

recovery of just and reasonable net stranded costs.

On March 3. 2003. the Comnlission entered an Order Establishing Proceeding (the

"Order"). docketing Case No. PUE-2003-00062.33 The Order provided guidelines on

establishing the work group. a schedule for work group activities. and requested that interested

persons respond to a series of questions. The work group held four sessions where definitions

and methodologies were discussed in depth. In addition. work group n1embers provided

written responses34 to issues brought up during the work group seSSIOns. Work Group

members were unable to reach consensus on the issues before it.

The work group first attempted to reach consensus definitions for the terms "stranded

costs" and "just and reasonable net stranded costs. I' In defining stranded costs the differences

can1e down to ( I ) terminology, for exanlple should such costs be defined as "lost revenues" or

"loss in economic value" and (2) whether the definition should include stranded cost

con1ponents. There were similar differences of opinion regarding the definition of just and

reasonable net stranded costs. Additionally. Dominion Virginia Power stated that further

definition of just and reasonable net stranded costs was not necessary because such costs are

defined by the methodology for determining wires charges as set forth in § 56-583 of the

Restructuring Act.

Staff does not believe that the detinitions need to include stranded cost conlponents.

Staff disagrees with the position that just and reasonable net stranded costs are defined by the

Restructuring Act. To the contrary, Staff believes the Restructuring Act neither defines just

:>3 See httpJ/vvww.5;tate.va.lIsscc/cascinfo!pue1e03006'1.htH)
,~ See http://www.state.va.lls/scC/divis;ion/cat;coIl1I11~ntsstrandedcosts.htm
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and reasonable net stranded costs nor provides a methodology for calculating theiTI. It defines

only the recovery n1echanisms. wires charges and capped rates. and a n1ethod for calculating

wires charges.

Staff recomnlended the use of the following definitions:

.'-;fronded Costs are a utility's net loss in economic value arising from electric
~eneration-relaled costs thaI hecome unrecoverable due to restrllcluring LInd
retail competition.

Jusl and Reasonable Net Stranded Costs are a utility's nel loss in economic
value arising ji'"om prudently incurred, ver~tiable and non-mitogable electric
generation-related costs that become unrecoverable due to restructuring and
retail competition.

Several methodologies for monitoring and/or measuring the over- or under-recovery of

stranded costs were discussed by the work group. Dominion proposed a methodology for

monitoring just and reasonable net stranded costs that included reporting to the CEUR (1) the

over- or under-recovery of stranded costs collected through the wires charges from switching

customers. (2) actual "above-market" or "potential" stranded costs exposure under capped rates,

(3) the amounts expended from funds available under capped rates to mitigate potential

stranded costs, and (4) additional expenditures that negatively impact (increase) such costs

during the transition period.

Staff presented two methodologies. The first calculates just and reasonable net stranded

costs based on an asset valuation methodology. The second is an accounting approach that (1 )

measures recoveries of stranded costs fron1 capped rates and wires charges. (2) measures

potential stranded costs on an annual historic basis35
, and (3) after July 1. 2007 could be used to

:<:- Potential stranded costs are defined ~s annual stranded cost exposure during the capped rate period. assuming
all customers are paying market rates for generation service. This amount is a recalculation of capped rates based
on the current embedded cost of generation by customer class compared to the actual expense rate for the same
period. The difference would be multiplied by the total kWh sales to detennine the potential stranded costs. In its
report. Staff proposed making this calculation annually on a historic basis during the transition period.
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calculate actual stranded costs or benefits on an annual historic basis.

The Virginia Comlnittee for Fair Utility Rates and the Old Dominion Committee for

Fair Utility Rates (the "Committees") proposed a methodology for calculating just and

reasonable net stranded costs based on an asset valuation methodology for measuring stranded

costs and incorporating stranded cost recoveries from both wires charges and capped rates.

Generally. utilities and independent power producers supported DOlninion's proposal

stating that it is easy to adnlinister and consistent with the Restructuring Act. Consumer groups

and competitive service providers offered little support for Dominion' s proposal because it

does not calculate stranded costs nor does it quantify stranded cost recoveries from capped

rates.

Regarding Staffs and the Committees' methodologies, the positions of the work group

participants are reversed. The utilities state that these methodologies are not consistent with the

Restructuring Act and that the asset valuation methodology is too complex, requiring numerous

projections. They further state that calculating stranded cost recoveries from capped rates is

tantamount to annual rate cases. Conversely ~ consumer groups and competitive service

providers believe the asset valuation methodology is the best method available for calculating

stranded costs. These groups agree that this is a complex calculation but can be done with

cooperation of all participants. These groups are not in favor of Staffs proposal for calculating

potential stranded costs.

Staff believes that to nlonitor the over- or under-recovery of just and reasonable

stranded costs one must calculate two numbers: (1) total j us! and reasonable net stranded costs~

and (2) recoveries of stranded costs from capped rates and wires charges. Staff favors using an

asset valuation methodology to deternline just and reasonable net stranded costs. Although

complex, it is the best tool available. To calculate recoveries of stranded costs from wires
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charges and capped rates. Staff believes information currently filed annually with the

Con1mission should be used. This infonnation is used to measure a utility's earnings and is

n1uch less complex than rate cases.

Attachn1ent 6 to Staffs Stranded Cost Report provides an earnings test analysis of

00111inion Virginia Power for the four years that capped rates have been in place. 1999 through

2002. On a cUlllulative basis, the attachment reflects $886 million of excess earnings which

could be applied to stranded cost recoveries36
.

Should the CEUR determine an asset valuation methodology is not appropriate for

calculating just and reasonable net stranded costs. Staff suggests that utilities be required to

calculate potential stranded costs annually during the transition period and actual stranded costs

annually thereafter. This alternative would also include calculating recoveries from wires

charges and capped rates as discussed above.

In regard to Dominion"s proposal. Staff agrees with the comments of the utilities that

Dominion· s methodology is easy to administer; however. the fact that it does not calculate just

and reasonable net stranded costs and does not quantify stranded cost recoveries from capped

rates makes it unacceptable and contrary to § 56-584.

The final issue addressed in the report is whether legislative or administrative action by

the CEUR is necessary. Several work group participants suggested that if a company is found

36 This number is based on Dominion Virginia Power's annual infonnational filings from 1999 through 2002,
adjusted by Staff to remove certain regulatory assets expensed by the company that Staff considered to be
potential stranded costs. This number could be smaller or greater depending on other adjustments that may be
proposed by parties. For example. one element that will affect this number will be the return on equity used in the
calculation. The CEUR has not selected methodologies either to establish stranded costs or to ascertain whether
such costs are likely to be over or under recovered. Further. the CEUR has not requested the Commission to
detennine the necessary methodologies or to advise the CEUR as to likely over or under collection of stranded
costs.
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to have over-recovered or it is likely that they will over-recover stranded costs then (1) wires

charges should be reduced or elin1inated, (2) capped rates should be reduced, or (3) both.

Currently, the Restructuring Act does not provide for any of these actions. Legislation would

be necessary should the General Assen1bly desire to take action on the findings Illade as a result

of its stranded costs monitoring. On the other hand, Staff does not believe legislation IS

necessary to determine any of the stranded cost n1ethodologies identified by the work group.

Staff requested further direction from the CEUR prior to submission of its next stranded

cost report currently scheduled to be filed November 1, 2003. Requested Action No.3 of the

Resolution provides that the Commission present to the CEUR the work group's consensus

recommendations regarding each utility's just and reasonable net stranded costs and stranded

cost recoveries, using the work group's consensus methodology. Because the work group was

unable to reach consensus on a Inethodology it is unable to move forward with the calculations.

The Commission requested that the CEUR provide guidance on the appropriate methodology or

instruct the Commission to make such determination. The Coolmission requested that the

CEUR instruct the Commission to begin proceedings to implement the chosen methodology. If

the CEUR desires the Commission to continue its evaluation, the complexity of such

determination makes conlp]etion by November 1 unlikely.

Financial Profile of Virginia's Electric Utilities

Since the electric industry is capital intensive, it is very important that electric utilities

be able to raise capital on reasonable terms and at favorable rates. A major factor influencing

the terms and rates a company is able to obtain when raising debt capital is its credit ratings.

The two major rating agencies are Moody~s Investors Service ("Moody's") and Standard &

Poor's Ratings Services ("S&P"). S&P assigns bond ratings ranging frOnl IlAAA" to liD''., with

a plus (+) or minus (-) added to show relative standing within the major categories. Moody's
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assigns ratings ranging from "Aaa" to "C". with a nl0difier of L 2 or 3 in each ratings category

from "Aa" through "Caa" to show relative standings within the m~jor categories. A bond rated

below "BB8-" by S&P or "Baa3" by Moody's is considered non-investment grade or a "junk

bond".

Negative rating action continued In 2003 at the unprecedented pace set in 2002 for

combined-energy entities with both regulated and non-regulated exposure. as well as for those

with an entirely non-regulated focus. 37 Debt financed expansion into non-regulated businesses

such as merchant generation and energy marketing and trading continues to damage the

consolidated financial profiles of utility holding con1panies. Managing liquidity has become a

major priority for some firms with exposure in the energy nlerchant sector in light of upcoming

maturities over the next three years. including AES Corp.• American Electric Power Co. Inc..

Dominion Resources Inc.. Duke Energy Corp., Mirant Corp. and others?8

Virginia has not been isolated from the turmoil facing energy markets. Two investor-

owned utilities operating in Virginia now have Baa3 ratings by Moody's and BBB and B

ratings from S&P (see Senior Secured Debt Credit Ratings and Outlooks table below). The

lower ratings can be partly attributed to S&p's consolidated ratings methodology that rates

corporate parents on par with its legal subsidiaries. The idea is that cash is fungible and

therefore can be used anywhere within the corporate family to nleet debt service obligations.

As a result. a strong utility owned by a weaker parent generally is rated no higher than the

parent or the consolidated corporate credit quality .

In response to the balance sheet danlage and liquidity crisis over the last several years in

the electric industry. a theme of Uback-to-basics" is becoming increasingly prevalent. The

-:'7 Standard and Poor's Industry Report Card: U.S. Electric/GaslWater; April 28. 2003.
':;8 Standard and Poor's Updates Refinancing Needs for the Energy Merchant Sector; Top 10 Rated U.S. Power
Companies with the Most Refinancing Needs 2003-2006~ April 3. 2003.
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industry's repair job involves disposing of non-regulated assets, cutting capital expenditures"

de-leveraging balance sheets, negotiating interim re-financings and "state regulatory

conlmissions asserting thcnlselves more vigorously regarding the operations and finances of

U.S. electric utilities in the years to come. II The fact that "so few downgrades occurred

because of weakened credit profiles of utilities themselves is attributable in no small ll1easure to

the support provided by state commissions in recent years. ,,39

Financial flexibility has always been important to electric utilities and an industry that is

restructuring needs the regulatory and political stability to attract capital from both lenders and

investors. Adequate capital structures are becoming not only more costly and difficult to build

but more important to maintain. Credit downgrades force companies into making hard

decisions about capital structures and operations:~o

The current ratings for each investor-owned electric utility operating in Virginia and

ODEC are listed below. Following the matrix is a brief discussion of the rating agencies'

rationale for the rating assigned.

Senior Secured Debt Credit Ratings and Outlooks

Company Moody & s Rating/OuHook Standard & Poor & s Rating/Outlook

Appalachian Power Baa3/S1able BBB/Stable

Delmarva Power A2/Stable A-/Stable

Kentucky Utilities Al/Stable A-/Stable

ODEC A3/Negative A+/Stable

Potomac Edison Baa3/Under Review BlNegative

Virginia Power A2/Stablc A-/Stable

39 Standard and Poor's Research: Regulated Operations Back in Fashion for U.s. Electric Utilities~ June 19,2003.
40 Standard and Poor's Project Finance and Infrastructure Finance; October 1002.
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Appalachian Power (AEP-VA) - On March 7th
, 2003, S&P downgraded AEP-VA's

parent American Electric Power Coolpany, Inc. 's (AEP) rating to BBB frool BBB+, with a

stable outlook. S&P cites liquidity and balance sheet ituprovetnents such as $2 billion in

refinaocing and AEP's issuing over $1 billion in equity, although the enhanceOlents were

insufficient to support the BBB+ rating. Consistency in AEP's regulated strategy could lead to

ratings improvement over time. Moody's downgraded AEP to Baa3 from Baa2 in February

2003. The rating action reflects AEP's weak operating cash flow and continued expectations

for poor returns from substantial non-regulated investments. The rating also reflects the

negative impact from the Company' s large energy trading business.

Delmarva Power - S&P rates Delmarva based on the consolidated credit quality of

PEPea and Conectiv. S&P removed Delmarva from Credit Watch in May 2002 where it was

placed on February 13. 2001. S&P rates Delmarva A- with a stable outlook as of July 8, 2002.

Delmarva's strengths include its low-risk distribution business~ a high percentage of residential

customers and a strong service territory economy, according to S&P. The divestiture of

generating assets in the PEPCO/Conectiv merger also lowered Delmarva's risk profile. S&P

considers transmission and distribution to have lower technical and operational risk than

generation, and residential customers to be a very stable revenue source. Moody's confirmed

Delmarva's A2 rating in May 2002.

Kentucky Utilities - Kentucky Utilities' (KU) rating is based partly on its direct parent.

LG&E Energy Corp., and its ultimate parent E.ON AG, a German utility conglomerate.

According to S&P, KU's current A- rating and stable outlook arc based on E.ON's

commitnlent to support LG&E Energy and its affiliates. Potential environmental expenditures

related to KU's coal-fired facilities and KU's large industrial customer base are future
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concerns, according to S&P. Moody's confirmed ratings for KU and LG&E in Septen1ber

2002, but assigned a negative outlook to LG&E.

ODEC - Although ODEC is not subject to sec rate regulation, its 10 111cmbers in

Virginia that cover about a third of the state's landn1ass are subject to capped rates. S&P~s A+,

stable outlook for ODEC reflects its conservative business strategy that shields them froll1

much of the market risk and uncertainties in the overall U.S. power industry. S&P expects that

despite the advent of deregulation, ODEC will not be materially challenged to 01aintain its

customer base. Moody's revised their outlook to negative from stable for bonds issues by

ODEC in October 2002.

Potomac Edison - The ratings of Allegheny Energy, Inc. were lowered several times in

the past two years, mirroring its debt-financed growth in the merchant and trading business,

according to S&P. On May 8, 2003, S&P lowered its rating for Allegheny Energy Inc. and its

affiliates to B with a negative outlook, from BB-. The downgrade reflects concerns about the

Company~s near term liquidity, upcoming debt maturities. deteriorating operating performance

in 2002, and their ability to sell assets to meet the tem1S of recently negotiated bank

agreements. In order to meet upcoming maturities the company would need better access to

capital markets or to execute significant asset sales. The company would prefer to sell its

merchant and trading assets, however their market values are currently depressed. If Allegheny

sold native load coal-fired plants, the company would be forced to buy higher cost power on

the spot market. In November 2002, Moody's downgraded ratings of Allegheny Energy, Inc.

to B 1 from Ba1. reflecting its limited financial flexibility and poor near term prospects for

merchant po\ver prices.

Dominion Virginia Power - DVP is the only investor-owned electric utility in Virginia

whose ratings are not equalized with its corporate parent by S&P. On October 2] ~ 2002, S&P
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lowered the corporate credit rating on DVP to A- froill A, citing regulatory insulation that is

sufficient to merit only a one-notch differential over the consolidated credit rating. DVP' s

parent Dominion Resources. Inc. is currently rated BBB+ by S&P. DVP is assigned a higher

corporate credit rating of A- than its parent Dominion Resources. Inc. DVP's rating "reflects

the stability and predictability derived from a fully regulated revenue stream," according to

S&P.41 DVP's higher rating is supported by adequate credit protection measures on a stand-

alone basis. according to S&P. "State statute empowers Virginia's regulatory body. the State

Corporation Commission. to prevent the utility from paying dividends to the parent if that

action would impair the utility or if the parent would profit to the detriment of the utility's

bondholders.,,42 S&P further states that DVP's rating reflects its "relatively healthy'~ economic

service territory with high per capita income levels and strong population and employment

growth.43

S&P states that DVP~s strengths are partly offset by regulatory uncertainly after July

2007 when the rate cap structure expires and deregulation will be fully implemented. Under

the new structure, DVP will be required to sell energy at market-based prices that may be lower

than current prices received, and it may no longer pass through stranded costs related to non-

utility generation contracts. according to S&P.

Moody's revised its outlook for Dominion Resources. Inc. and Consolidated Natural

Gas (eNG) to negative from stable in September 2002. This action reflects Moody's concerns

over financial risk from debt-financed growth. "particularly at Dominion Energy and CNG.,,44

Moody's outlook remains stable for DVP based on regulatory support afforded the utility in

Virginia through 2007.

4: Standard and Poor's Ratings Direct Research~ Summary: Virginia Electric & Power Co.~ February 27.2003.
4_ Standard and Poor's Ratings Direct Research~ Summary: Virginia Electric & Power Co.~ February 27. 2003.
4" Standard and Poor's Ratings Direct Research~ Summary: Virginia Electric & Power Co.~ February 27,2003.
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Proposed Retail Access Pilot Programs

On March 19, 2003, Donlinion Virginia Power tiled an application requesting approval

of three retail access pilot programs to begin in 2004. Combined, the three Pilots make about

500 MW of load available to Competitive Service Providers ("CSPs"). with up to 65.000

customers from all rate classes eligible to participate. To encourage participation by CSPs. the

Company proposes to reduce the wires charge for the length of the Pilots by 500/0 of the amount

approved by the Conlmission for 2003.

The three Pilots consist of: 0) a Municipal Aggregation Pilot. in which one or more

localities may aggregate its residential and small commercial customers utilizing an opt-in

4-
method:" and one or more localities may aggregate its residential and small commercial

customers utilizing an opt_out46 method for the purpose of soliciting bids from CSPs for

electricity supply service~ (ii) a Competitive Bid Supply Service Pilot,47 in which CSPs will bid

to serve blocks of residential and small commercial customers; and (iii) a Commercial and

Industrial Pilot. in which CSPs can make offers to large Commercial and Industrial customers

with den1and equal to or greater than 500 kW.

As amended in the most recent session of the General Assembly, § 56-577 C of the

Code of Virginia states:

The Commission may conduct pilot programs encompassing retail customer
choice of electricity energy suppliers for each incumbent electric utility that has
not transferred functional control of its transmission facilities to a regional
transmission entity prior to January L 2003. Upon application of an incumbent
electric utility, the Commission may establish opt-in and opt-out municipal
aggregation pilots and any other pilot progranls the Commission deems in the

44 Moody's Credit Perspectives: Dominion Resourc.es· Outlook Now Negative~Septenlber 23, 2002.

45 The opt-in method requires that a consumer affirmatively choose to participate.
46 The opt-out method requires that a consumer affirmatively choose not to participate: absent such a decision the
consumer will be included.
47 Originally named the Default Service Pilot. Following discussion with interested parties, the Company revised
the name in an effort to minimize the potential for customer confusion.
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public interest, and the Commission shall report to the Legislative Transition Task
force on the status of such pilots by Novenlber of each year through 2006.

The Conlpany asserts that the proposed Pilots are in the public interest and will help

stimulate the developnlent of competition within the Conlnl0nwealth while sinlultaneously

providing market participants an opportunity to test new market concepts such as opt-in and

opt-out municipal aggregation and attributes of default service, including the bidding process.

On April 21. 2003, the Commission issued its Order Prescribing Notice and Inviting

Comments and Requests for Hearing establishing this proceeding as Case No. PUE-2003-

00118.
4R

Subsequently, as a result of discussions with interested parties and in an attempt to

address concerns expressed in those discussions, DVP submitted revisions to its application on

June 25, 2003. Staff investigated the application and filed its report on July 15, 2003. Several

parties submitted comments with no one requesting a hearing.

Generally, some parties believe the proposed pilots are not in the public interest because

of confusing complexity and the risk of 'Islanlming" customers through non-consensual

switching. Other~ wish to permit intermediate-sized commercial customers to choose to

participate in either the "CBS" Pilot or the Comnlercial and Industrial Pilot. Another party

believes for the proposal to be effective. the size of the programs should be significantly

enlarged, the wires charge eliminated, and the start date should not be delayed beyond January

1. 2004 and not end until the end of the capped rate period.

While sharing some of the same expressed concerns. Staff believes that the proposed

Pilots are in the public interest and recommends Commission approval of these Pilots with

certain modifications. Absent the Pilots, it appears there will be little, if any, shopping for

electricity supply in the near future. In addition, the Staff agrees with the Company that the
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Commission and other interested parties nlay learn valuable lessons relative to Municipal

Aggregation and the bidding process for competitive electricity supply service.

DVP seriously considered the comments and suggestions of the Staffs report and those

of other parties. In its reply conlmenls of August 1, 2003, DVP further revised its proposed

Terms and Conditions to incorporate several updates addressing issues such as providing the

opportunity for n1id-sized commercial customers to participate in either the CBS Pilot or the

Comlnercial and Industrial Pilot. the Company's responsibility to initiate notification to

customers randonlly selected to participate in the CBS Pilot and to "hold harmless" the CBS

Pilot participants randomly selected to pay no more than they otherwise would have under

capped rate service.

Future sec Activity

We now have the basic rules, systems, and procedures in place to accommodate retail

choice. Unless otherwise directed by the General Assembly ~ the see will take the following

actions during the next year as part of the effort to facilitate retail access:

• Analyze the technical and operational implications of the RTO filings.

• Continue to explore the potential for designating alternative default servIce

providers.

• Re-evaluate the method for determination of the market price and resulting wires

charge for incunlbent electric utilities, then re-set those numbers.

• Continue the development of a proper foundation for competition including the on­

going work involving competitive metering, consolidated billing. development of

business practices~ distributed generation interconnection standards. and

aggregation.

• Continue the study related to SB 684 regarding the reliability of our energy

infrastructure.

-t8 See http://docket.scc.state.va.us:8080ivaprod/main.asp , Case No. PUE-2003-00] ]8
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• Continue the evaluation of stranded costs and associated over or under recovery.

• Continue to solicit ideas from stakeholders about methods to attract CSPs to the

Conlmonwealth.

• Continue to monitor approaches being used in other states to attempt to stin1ulate

competitive activity.

• Reactivate the education of consumers about choice \\-'hen it appears appropriate,

although at a pace that conserves resources.

• Evaluate the merits of proposed pilot programs to test our infrastructure for a

competitive retail marketplace.
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Appendix I-A
Page I of 3

SUMMAR)' OF NATURAL GAS RETAIL ACCESS PROGRAMS IN VIRGINIA

This appendix updates last year's report regarding natural gas retail access programs in

the Commonwealth of Virginia. Large natural gas cllstomers in the Commonwealth have been

allowed to arrange for their own supply and transportation of gas for more than ten years.

Natural gas retail access is now available through two programs, one in the service territory of

Washington Gas Light ("WGL"). including custon1ers within the service area of Shenandoah

Gas. and the other in the territory of ColUlnbia Gas of Virginia ("CGV").

WGL's Retail Access Program

As of July 1. 1003. WGL's program has eleven active CSPs serving slightly more than

7.000 non-residential customers and three active CSPs serving approximately 69,900

residential customers. Cumulatively. these accounts represent approximately 20.3 percent of

the 378.642 natural gas custoll1ers in WGL' s service territory. It is important to note. however.

that WGL's unregulated affiliate. WGES. is serving approximately 76 percent of the non-

residential shoppers and approximately 73 percent of residential shoppers. The CSP serving

the next largest group of customers 1S also an unregulat.ed affiliate of an incumbent LDC and

accounts for aln105t 13 percent of non-residential custon1ers and about 25 percent of residential

customers.

CGV's Retail Access Program

As of July 1. 2003, there are four CSPs providing serVIce to 487 non-residential

customers and 6.119 residential custon1ers. CUl11ulatively. these accounts represent

approximately 3.2 percent of the 207.089 natural gas customers in CGV's service territory. It is

noteworthy that the same aniljates referenced above serve the greatest number of COV

custOluers as well. approximately 63 percent and 29 percent. respectively.
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CSP Activity

The two natural gas retail access programs have provided useful information to utilities.

CSPs. consumers, and the Comnlission Staff. The level of CSP activity has been considerably

better in the natural gas programs than has been experienced in the electric progralns, although

a high level of affiliate market concentration nlay have distorted the actual level of conlpetitive

activity.

There have been several CSPs to terminate service to cllstOlners and return their

customers back to the incumbent utilities. This \\las due in large part to the significantly higher

natural gas prices experienced during the past year.
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PART III

Recommendations to Facilitate
Effective Competition in the Commonwealth

Executive Summary

Part III of the Report consists of two sections. The first section includes a

discussion of recommendations advanced by various stakeholders as means of facilitating

effective competition in the Commonwealth as soon as practicable. The second section

of Part III discusses the SCC~s recommendation that a suspension of the Act is in the

public interest because delaying implementation of the Act is a prerequisite to the

preservation of Virginia' s jurisdiction.

To assist development of a comprehensive list of recommendations to foster

effective competition. the Staff sent a letter to over 70 interested stakeholders seeking

their suggestions. In a letter dated April 16,2003, Staff posed eight questions designed to

stimulate respondents' thoughts on specific restructuring issues. Although the Staffs

mailing list targeted stakeholders thought most affected by electric restructuring issues,

responses were received from just twelve stakeholders. In a similar survey conducted in

2002, the SCC received sixteen responses. The twelve 2003 responses are included as

Appendix III-A to this Report.

Generally, most of the comments received are similar to those expressed in last

year's report and reiterated during the past year via various forums such as work group

discussions. Respondents ~ recommendations, while discussed in detail in Part III, do not

provide new ideas; the recommendations presented have already been considered by the

sec and the CEUR. Many of the twelve respondents continue to believe that the major



obstacles to effective conlpetition in Virginia include:

• The existence of low, capped rates of the incumbent utilities,
• The existence and method of determining wires charges,
• The recovery of yet-to-be-quantified stranded costs.
• The lack of a functional RTO, and
• The lack of effective customer demand response programs.

The second section of Part III contains the recommendation that the General

Assembly take action to suspend portions of the Act by re-bundling rates and continuing

the n1oratorium on the transfer of control of Virginia's electric translnission systems to

federally-regulated regional transmission entities,

Section 56-596 of the Act requires the sec to report its recommendations to

facilitate effective competition in the Commonwealth as soon as practicable~ which shall

include any rccomnlcndations of actions to be taken by the General Assembly, the sec,

electric utilities. suppliers, generators, distributors, and regional transmission entities it

considers to be in the public interest. This year, the sec has one recomnlendation, and it

is not new.

The status of competition for electric service is not encouraging. There has been

little change in n1arket conditions around the country or in Virginia since we submitted

the DeceJnber 2002 Addendum. Though there are isolated instances in other jurisdictions

of competitive activity among larger commercial and industrial customers, retail choice is

not yet providing nleaningful benefits or yielding sustained savings anywhere in the

country. Even more distressing than the absence of sought-after competitive activity is

the likelihood that the itnplications of the SMD NOPR will be detrimental to Virginia's

electricity consumers.



For these reasons. we renew our recomo1endation that the General Assembly

suspend the Act. Suspension of the Act would require rebundling the components of

retail electricity rates and continuing a moratorium on transfers of control over

transmission assets to RTOs. However, the General Assenlbly could allow other aspects

of the Act to continue to evolve while these two elements of the Act are temporarily

suspended.

Pausing in the implementation of the Act is the best course if we are to preserve

Virginia's ability to protect its citizens from the problems that are likely to result from the

ceding of regulatory authority to FERC and regional transmission entities. The potential

costs of adhering to a perceived schedule for the sake of implementing change outweigh

the risks of delay. It is poss.ible that any future benefit of retail access could be affected

by a delay of retail access. However, we currently have the basic rules. systems. and

procedures in place to harmonize retail access. If Virginia delays full implementation

now and retail access proves successful elsewhere~ we will be in position to implement

retail choice quickly and effectively. This ability to respond quickly should minimize

any loss to Virginians with a delay at this time.
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This part of the Report consists of two sections. The first section includes a

discussion of recommendations advanced by various stakeholders as means of facilitating

effective competition in the Commonwealth as soon as practicable. The second section

of Part III discusses the SCC~s recommendation that a suspension of the Act is in the

puhlic interest because delaying implen1entation of the Act is a prerequisite to the

preservation of Virginia ~ s jurisdiction.

Section 1 - Stakeholder Recommendations

This final section of the Commission's 2003 report on competition presents a

discussion of issues affecting competitive activity within the Commonwealth's electricity

market. To assist the Commission in developing this discussion, our Staff sent a letter on

April 16., 2003, to over 70 interested stakeholders. In that letter the Staff asked for any

thoughts and recommendations related to the specific topics listed in § 56-596 B of the

Act. These topics include the supply and demand balance for generation services, new

and existing generation capacity, transmission constraints and market power. In addition,

Staff posed eight questions designed to elicit respondents' thoughts on specific

restructuring related issues.

Staff received conlments from twelve respondents. It then held a meeting on June

6, 2003, to discuss the comments and issues raised. Not counting Staff. only twelve

people attended the meeting representing eight different organizations.

Provided in Appendix III-A, are the Staffs letter, a list of stakeholders the letter

was sent to~ and all of the comments that were received! The following stakeholders

provl<1ed comn1ents and recommendations to the Staff:

I Comments are also posted to http://www.stak.va.us/sccdivisionieaf/commentscomp.htm .



Utilities:
Allegheny Power ('"oAP")
American Electric Power (""AEP-VA'")
Donlinion Virginia Power (""DVP'")
Virginia, Maryland & Delaware Association

of Electric Cooperatives ("'Cooperatives")

Competitive Service Providers!Aggregators:
New Era Energy C"NewEra~·)

Pepco Energy Services ('''PES'')
Strategic Energy, LLC ("SEL")

Consunler Representatives:
Urchie B. Ellis, Esquire

Others:
Municipal Electric Power Association of Virginia C'MEPAV")
National Energy Marketers Association ("NEM")
Virginia Committee for Fair Utility Rates and Old Dominion

Committee for Fair Utility Rates (""VCFURJODCFUR")
Virginia Energy Providers Association and

Virginia Independent Power Producers e"VEPANIPP'")

The remainder of this section discusses the issues identified through the

aforementioned forums. These issues are not ranked in any order of preference or

importance. Similar to last year's report. the major obstacles to effective competition

identified by the respondents include:

• the existence of low, capped rates of the incumbent utilities,
• the existence and method of determining wires charges,
• the recovery of yet-to-be-quantified stranded costs,
• the lack of a functional RTO, and
• the lack of efJective customer demand response programs.

Additional comments received by Staff addressed the volatility of natural gas

prices, the FERC's SMD NOPR, the robustness of the Retail Access Rules, and consumer

education efforts. This section will also update any progress regarding the proposals

presented in last year's report. Finally, this section will identify any recommendations to

be considered during the next twelve months.
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Issue I: The existence of low capped rates of the incumbent utilities.

Several respondents stated or inlpljed that traditionally, Virginia has enjoyed

relatively low electricity prices with the existing nlonopoly structure. This iOlplies that

"generation, transmission and dislrihulion assets are generally adequate 10 meet

customer demand and that 'hey are generally operated e.tficient(v" as stated by New Era

Energy, Inc. C"New Era") in its letter of May 23, 2003. Currently, these low prices

continue providing little n1argin for which alternative suppliers can compete.

Possibly the most vigorously argued premise advanced by several respondents

SInce the passage of the Restructuring Act is that competition cannot develop until

customers are subjected to market-based prices for competitive energy supply. It is also

believed by several respondents that price caps prevent appropriate price signals from

reaching customers. Allegheny Power points out in its letter of May 23, 2003 that n Rate

caps serve to protect customers during the fran.,·ition period. but the same rate caps also

insulate retail customersfiAom the reality o.fpricing variability that exists in the wholesale

market. This obstacle l-pill be removed when rate caps are removed at 114'lich point the

generation component of default service rates will be based on competitive market

prices." The National Energy Marketers Association C"NEM"') submits that "Price caps

do not facilitate energy competition and do not permit consumers to mod~tY their

consumption levels in re..,ponse to price." in its comments of May 23. 2003.

As was the comments last year, not all respondents agree that the rate caps should

be rernoved. AEP-V A, DVP, and the Cooperatives state that the rate caps and wires

charges are included in the Restructuring Act as a result of negotiations intended to

balance developing competition with a smooth transition process. Mr. Ellis states in his
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letter of May 13, 2003 that I'we now have IOrt' rales. good service. and a fine pro.~per()us

mqjor power company (Dominion). The onf.,v lI'a}' this can he overcome is /0 increase the

amount/hat Virginia residential users have 10 pay!i)}' electricity!n

This issue of removing price caps so that the price for competitive energy supply

is market-based has generated a tremendous amount of debate. One side believes that

price caps are a fundan1ental flaw of the Restructuring Act and competition will not

develop until they are ren10ved. Once removed, it is argued that the market will develop

quickly and serve to regulate prices and protect consumers.

The other argument is that the primary concern during the transition to a

competitive market is the protection of the consumer. Such protection requires

consumers not be exposed to market-based prices until effective competition has

developed and can be depended upon to regulate prices. As a result. there is tension

between letting the market set price levels where it will, and ensuring an eflectively

competitive market. a touchstone of the Restructuring Act, where competition sets market

prices.

Similar to last year, rate caps are believed by many to be an essential consumer

protection built into the Act. A concern expressed by several respondents going into

restructuring was that Virginia had relatively low-cost energy and that there would be

upward pressure on prices in a competitive n1arket. Virginia's electric utilities assert that

they agreed to cap their rates through n1id-2007 with the expectation that they could

continue to earn an adequate return plus recoup any stranded investment during that time

frame~ thus the rate caps provide a protection for utilities as well as consumers.

4



The Act changes the processes and obligations though which Virginians will

obtain retail electric service. The General Assembly deternlined that non-fuel rates

should be "capped" for incumbent utilities until July L 2007. However, this rate cap

imposes costs and benefits on incunlbents. It also imposes costs and benefits on

ratepayers. That is. it is not clear that capping rates confers net benefits on custOluers.

The "cap" has had the effect ofa ""freeze"'. In the absence of the cap. it is not known with

certainty ifnon-fuel rates would have been higher or lower than the capped rate level.

Many believe the underlying premise of the Restructuring Act is that a

competitive market will result in lower retail electricity prices for Virginia consumers. It

appears counterintuitive to believe that these prices must rise to induce competition. A

stronger case could be made for market-based pricing during this transition period if

Virginia was surrounded by effectively operating competitive electric markets,

particularly if the low-cost states in the southeast had deregulated and injected their low­

cost generation into the market. Unfortunately, retail competitive activity continues to

develop slowly throughout the nation. not just in Virginia or in the Mid-Atlantic region.

Consequently, a market has not yet fully developed that can be depended upon to regulate

pnces.

5



Issue 2: The existence and determination of wires charges.

Related to the aforementioned issue. respondents continue to clain1 that the wires

charge mechanism may be as strong a detrin1ent to the development of competition as

rate caps. For instance, NEM subnlits, "the \vires charge is a signUicant harrier to entry

in the Virginia market. The manner in \1l hich the vdres charge is calculated and

implemented makes it virtually impos.\·ible fiJI' competitive suppliers 10 compete ·with the

utilities." They further state that "Imposing a wires charge on switching customers is

u,?fair and unwise because it penalizes those customers l1'ho attempt to lower their energy

costs and defeats the entire purpose ofpermitting price competition in the first instance. "

NEM believes that any costs that are unavoidable to provide default service should be

recovered through adjustments to the default service rates and any costs or lost revenues

not related to the provision of default service should be added to distribution rates in a

neutraJ fashion.

Similarly. New Era asserts "the recovery of stranded cost is appropriale but il

should only be for facilities investment and long term supply contracts that cannot be

mitigated with reasonable efforts. It should not recover lost revenue." New Era also

states that Il even ~r the wires charge were to be reduced, its unpredictability creates an

unnecessary high risk fi)y competitors. Competitors cannot make price commitments 10

customers beyond the period (?f the existing l'l'ires charge rate. The inability (0

realistically predict the wires charge is a serious obstacle."

Pepca Energy Services C"PES~') contends that the most significant obstacle to an

effective competitive retail market in Virginia is the "arttficia/(v low price-to-compare

('PTC") set annually by the Commission 011 a customer class basis. Projected market
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pricesf()J- generation used hy the Commission to set wires charges -- which, in (urn, ({fleet

the calculation q( the PTe (the wires charge and the PTC have an inverse relationship)

- should reflect a retail market price rather than a wholesale rnarket price." It is worth

noting that the PTC for our nlajor }O\\l cost utilities is not the market price but rather the

elnbedded cost of generation.

The incumbent utilities share a common view that the relationship between the

WIres charge and capped rates is a cornerstone of the Restructuring Act that was

developed through intense negotiations. The wires charge, they say ~ is designed to assure

utilities of revenue neutrality during the transition period.

It is hard to refute either side of the argument related to this proposal. The wires

charge will cause it to be more difficult for competitive suppliers to offer savings to

customers. On the other hand. the wires charge is a central component of the

Restructuring Act.

The elimination of the wires charge may help, but certainly will not guarantee,

competition. Although there is no wires charge within the service areas of Delmarva,

AEP, or Allegheny Power. there still is no shopping.

The Commission has already made its interpretation of the Act and how it relates

to the issue of a projected market price based on wholesale or retail market prices. It did

so in its order in Case No. PUE-2001-00306, where the Commission concluded as

follows:

We do not disagree that allowing for ··headroom" by incorporating retail
costs in market prices would fairly recognize the costs CSPs will incur to
serve customers, and would likely promote competition. However. it
would not be revenue neutral to the incumbent utility.
The Act. in our view. is designed to make the incumbent utility whole,
with the wires charge priced to make the utility indifferent as to whether it

7



recovers stranded costs through capped rates or wires charges. Including
retail costs in the calculation of market prices "vould not likely leave the
utility in a revenue neutral position as the Act is designed to do. We
cannot. therefore, find that the Act authorizes such action. If the General
Assembly deternlines that this measure is appropriate to advance
competition it, of course. may anlend the Act to allow it.

8



Issue 3: The recovery of yet-to-be quantified stranded costs.

Another issue related to those above regard the recovery of stranded costs.

Generally, the incumbent utilities believe the Restructuring Act simply requires any

stranded costs that exist to be recovered through the utility's capped rates and wires

charges without quantifying the an10unt of such stranded costs. Other respondents

contend that one must quantify the total amount of stranded costs to determine an over or

under recovery.

In fairness, COlnments to Staffs April 16, 2003 letter were submitted in May, prior

to the release of our Stranded Cost Report on July 1, 2003 to the CEUR. Much

discussion was entertained throughout the work group process as described In our

Stranded Cost Report to the Commission on Electric Utility Restructuring issued on July

1, 2003. Additionally. we believe the issues raised in the May comments are sufficiently

addressed in the Stranded Costs portion of Part II of this Report and need no further

discussion at this time. The Commission awaits further direction from the CEUR.

9



Issue 4: The Jack of a fu))y functional RTO.

Perhaps the n10st common issue raised among the comments subn1itted in

response to Staffs Jetter regards the lack of a fully functional RTO as the major obstacle

to an inactive competitive market in Virginia. AEP-VA states "a critical element (~r

succes·~ful implementation of the Act, entry in of Virginia's major utilities into an

independenl regional transmission entity, has been subs/an/tally delayed until well inlo

the period ending July 1. 2007."

Allegheny Power contends that "another obstacle to the development of

competition is the need for a l1'holesale power exchange, including real-time energy

markets. Real-time energy markets provide an alternative 10 the purchase of load

.fr)llowing products when supplying a retail load-shape." NEM "urges the Commission to

require the utilities to tran\fer control (~ftheir transmission .sJlstems 10 an RTO as soon as

possible ... f1

The Virginia Energy Providers Association ("'VEPA'") observes that "the most

sign(ficant obstacle to the development of robust competition in Virginia is the delay of

Virginia's incumbent elecrric utilities in gaining state approval /0 join an approved

ReKional Transmission Organization to serve wholesale markets, ultimately 10 the benefit

(~r retail customers. fVithouf the participation of Virginia's incumbenf utilities in a .{idly

functioning, tru(v independent, unbiased regional transmission organization, effective

yt·~holesale competition can not develop. And vvi/haul effective wholesale competition,

retail competition is impossible."
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Members of the Municipal Electric Power Association of Virginia C"MEPAV·')

have ","illpported the development l?f independent RTOs l?f sl-!fficienl size and ,,,'cope 10

provide henefils to consumers and have heen supportive (?( the concept (~( Standard

Markel Design for wholesale electric markets." The MEPAV also supports the 2003

amendments to Sections 56-579 A 2 d and 56-579 F of the Act for the sec to ensure that

consunlcrs' needs for economic and reliable transmission are met and that any transfer of

transmission facilities maximize the benefits to all consumers.

DVP states that "Development of an open-access, non-discriminatory wholesale

power market covering a broad region is an essential foundation for succes~tltl retail

choice. Even mos! critics of the Standard Market Design initiative launched by the

Federal Energy Regulatory Commission concede the benefits of an open interstate

wholesale market."

Strategic Energy submits that "because Virginia does n01 belong 10 a Regional

Transmission Organization, and therefore lacks an active bilateral market and a

balancing energy market, there is little or no opportunity to offer value-added services."

They further state that "Larger control areas not only create more robust markets. but

improve reliability by better coordinating the use o/transmission/acilities."

The Virginia Conlmittec for Fair Utility Rates and the Old Dominion Comn1ittee

for Fair Utility Rates believes that "membership in an RTO should enhance reliability by

ea.'.;'ing access to generation sources across an entire region." They also contend that the

see Order in Case PUE-2000-00550, dated March 7, 2003, "represents a good start in

fu(filling the Commission's revised re5ponsibililies under the new legislalion."
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Many of the respondents also urge the Con1mission to proactively and

cooperatively continue working with the FERC and neighboring states to develop a

satisfactory SMD or Wholesale Market Platform. They claim that such resolution will

ease the entry of incUlnbent utilities into RTOs.

The Addendum to 2002 Status Report on COlnpetition that we issued in January

discusses our concerns regarding an RTO and FERC's proposed SMD. This

supplemental report identifies our concerns regarding FERC's proposed SMD and

implications upon an RTO serving the Commonwealth. Since that report, FERC issued

its White Paper regarding changes to its originaUy proposed SMD and the Department of

Energy released its cost-benefit analysis of the original SMD proposaL

We further articulated our concerns regarding the proposed SMD and the results

of the DOE Study in a letter to U.s. Congressman Bob Goodlattc on June 19, 2003. This

letter was also sent to members of the Commission on Electric Utility Restructuring.

Summarily. FERC's White Paper amplified our concerns relative to the potential impact

of FERC's initiative. The DOE Study reinforces these concerns because, even with

optimistic assumptions and virtually no risk analyses. the results do not make a case for

going forward. In short, the SMD, overlaid onto Virginia's Restructuring Act, could have

significant negative results for Virginia consumers.

As previously discussed in the RTE Development portion of Part II of this Report.

the Staff is currently evaluating the transfer of transmission facilities of the incumbent

investor-owned utilities to PJM prior to January 1, 2005 and approval of such transfers

are pending before this COll1ll1ission.

12



Issue 5: The lack of effective customer demand response programs.

Similar to last year. a few respondents submitted comments indicating the need

for more effective customer demand response programs. New Era states their belief "that

in the long-run. cOll1petition will benefit the consumer by creating significant

technological advances. new products, alternative rate options, and a far more efficient

overall industry" and ·-that the LTTF. supported by the sec, needs to create a vision of

what new structures and options are desired in the electricity industry and to determine if

legislation, regulation or incentives are appropriate to encourage the transition."

New Era also subnlits that demand response programs already exist but generally

are not promoted. Further, they contend that small customers do not understand demand

and that there are actions to take to reduce their peak demand. affect their costs. and that

there are products available to assist with demand response. Such customers may well

respond to price signals if they understood the implications and such signals were made

available. Additionally, New Era contends that reliable demand response should be equal

in value to supply in n1eeting reserve requirements.

Allegheny Power submits that an obstacle to a competitive market in Virginia is

the absence of demand response to price. AP contends that "Demand response /0 price is

a key fundamentall'vhich is missing in the retail electricity markets. The introduction of

demand elasticity based on price, such as real-time pricing, will result in lo"wer market

clearing prices, as load \-vill diminish as prices rise .'1

Last year the Consumer Advisorv Board recommended to the LTTF that an

Energy Management Working Group be established to evaluate demand side
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management options under the leadership of the see. The LTTF elected to table the

recommendation because of the heavy work load in 2003.

The sec has recognized the potential of such developments and has charged the

Competitive Metering Work Group to continue to study expanded or voluntary Tinlc-Of­

Use programs and expand such study to include new nleter technology. Such

investigation could include examination of the types of meters used by the utilities and

seek to ensure that the current technologies do not inhibit the use of price signals or the

development of a competitive metering market. We have directed the Staff to file a

report by May 1. 2004. providing the results of its investigation.
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Issue 6: The volatility of natural gas prices.

Natural gas prices over the past year or so have experienced high volatile

fluctuations compared to prior periods. This uncertainty can have a significant impact

on any study or forecast. We have recently experienced natural gas prices above $5.00

per MBTU, compared to around $3.00 last year. Current expectations are for prices to

remain higher than traditionally experienced and not return to the low prices we enjoyed

earlier.

Environmental concerns have been a primary driver causing natural gas to be the

fuel of choice for new generating facilities. As such, one may expect electricity prices to

converge with natural gas prices. Allegheny Power summed this issue by stating,

"Traditionally, natural gas-fired peakingfacilities set the marginal cost ofelectricity only

during summer peaking conditions. However, with the establishment ofNOx regulations,

over-firing of coal boilers and the construction of intermediate natural gas generation

facilities (combined cycle) have resulted in natural gas setting the marginal cost ~f

electricity more hours ~f the year. both on-peak and ~ff-peak. Further, with the volatility

ofsummer prices, outages on base-load generation are taken in non-peak periods (spring

and fall shoulder peak months). which causes natural gas facilities to supplant this

capacity during periods ~f unseasonal weather in the spring and fall. again increasing

the number ofhours per year that natural gas sets the marginal cost ofelectricity."

NEM submits that "Promoting a competitive energy market in Virginia will help

to mitigate the potential impact ~f higher fuel prices by permitting customers to see and

select the lowest cost alternative supplies includin~ properly priced demand reduction,

load shffiing and energy efficiency products and services."
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Issue 7: The robustness of the Retail Access Rules.

Similar to last year, lTIOst respondents generally agreed that the current Retail

Access Rules arc adequate and consistent with 1110st of the rules in neighboring

jurisdictions. The Rules generally strike a balance anlong all stakeholders by providing

consumer protections while ensuring equal treatment of all market participants. Several

respondents indicated that although the Rules appear conducive to promoting effective

conlpetition in the Conlnlonwealth, the continued lack of conlpetitive activity has not yet

fully tested the Retall Access Rules. There is not yet enough infonnation to know from

the esp's perspective how adequate these Rules may be and the burden to explain any

reluctance to enter the Virginia marketplace based on the Retail Access Rules falls upon

the potential CSPs.
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Issue 8: The continuation of consumer education outreach.

Most of the respondents support the current suspension of consumer education

regarding energy choice until such titue as there are severa] CSPs actively soliciting

customers to enroll. Broad scale eHarts should be less visible until the market more fully

develops and offers con1petitive choices. To achieve more effective results. reactivation

of the program should be scheduled closer to the expected onset of widespread cllstOlner

choice.
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Issue 9: lJpdate to proposals to consider from the 2002 Report.

Last year's report identified two proposals tor consideration by the CEUR that: 1)

there should be a staged transition to the competitive markets by rate class. and 2)

shopping customers who return to the incumbent utility should have a market-based price

as an option of avoiding minilnunl stay requirements. Having merit, both proposals were

drafted and introduced as bills for consideration as amendments to the Act. Both of them

were tabled with the request for future consideration of the CEUR.

As a result of continued discussions, the proposed amendments were later

withdrawn as DVP announced plans to request approval for three pilot programs to

explore the concepts implied by these proposals. The proposed pilot programs are

currently pending before the Con1mission as previously discussed in Part II of this

Report.

Other proposals presented last year did not receive any further direction from the CEUR

or General Assembly. However. the Commission has addressed several of those

proposals in some way with activities previously described in Part II of this Report. Such

items regard default service, competitive metering rules, supplier consolidated billing

rules~ and distributed generation.
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Section 1 - Summary

The Commission appreciates the input it received from those respondents that

responded by letter and/or participated in the various discussion groups hosted by our

Staff. Although we would have preferred a larger number of participants, we did receive

the thoughts of a reasonable cross-section of stakeholders: utilities, conlpetitive service

providers, aggregators, consumer representatives, and business associations.

In temlS of the existence of retail competition, little. if anything, has changed

since last year. There still appears to be universal agreement that before a viable

competitive retail market develops in the Commonwealth there must be a robust

wholesale market and an operational and independent regional transmission organization.

While much work has been done or is in the process of being done, it will take more time

before that foundation becomes a reality. The stakeholder recommendations included in

this section are not new; they are similar to those expressed in last year~s report. The

sec does not believe that the adoption of any of these recommendations will facilitate

effective competition in the Commonwealth in the present environment.

Section 2 - sec Recommendation

It has been over four years since the Virginia General Assembly passed the

Virginia Electric Utility Restructuring Act; less than four years remain until the mid-2007

end of the transition period set forth in the Act. Section 56-596 of the Act requires the

sec to report to the CEUR and the Governor by Septenlber 1 of each year on the status

of competition in the Commonwealth, the status of the development of regional

':'Olll.p~titiV~ UlalJ.o...~t~ am.l (he 3CC·~ lC;~IJLllllU;;m.laliuw; LV f'dl:lllLalc e1lecl1ve cornpc.:Lll[Un

in the Commonwealth as soon as practicable. This section of the statute also requires the
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sec to report any reconln1endations of actions to be taken by the General Assembly,

electric utilities, suppliers. generators. distributors. and regional transmission entities that

the sec considers to be in the public interest.

On Decelnber 30. 2002. the sec subn1itted an Addendum to its status report

issued September 1,2002, that addressed the FERC's NOPR on SMD. That Addendum.

entitled ··Review of FERC's Proposed Standard Market Design and Potential Risks to

Electric Service in Virginia" raised several concerns we had regarding electric industry

restructuring and its likely impact on Virginians. In the December 2002 Addendum, the

sec stated:

Only if the Commonwealth reverses the Act·s requirement to
unbundle rates and defers the Act's requirement that Virginia's utilities
join an RTE can Virginia preserve state jurisdiction. If rates remain
unbundled or control of the transmission systen1 is transferred to an RTE.
then Virginia's choice will likely have been made. It will be difficult -- if
not impossible -- to reverse that choice.

In the months since the sec issued its December 2002 Addendum to the

September 1~ 2002~ status report, industry events have not lessened our concerns nor

cause us to alter our recommendation that the General Assembly take action to preserve

Virginia~s authority to ensure reliable electric service at just and reasonable rates.

Industry, federal regulatory, and legislative uncertainty continue and Virginia~s ability to

ensure control over its restructured electric utility industry cannot be assured.

Consequently, the sec believes that it is in the public interest to suspend portions of the

Act by re-bundling rates and continuing the moratorium on the transfer of control of

Virginia's electric transmission systems to federally-regulated regional transmission

entities. We note that such a suspension will leave in place rules. procedures and systems
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that enable retail access. The sec recolnnlends suspension only as a means to best

preserve Virginia's jurisdiction and only as long as necessary to provide Virginia policy

makers a reasonably clear view of the likely nature of the transfornled industry.

Section 56-596 of the Act requires the sec to report its reconlnlendations to

facilitate effective competition in the Commonwealth as soon as practicable. which shall

include any recommendations of actions to be taken by the General Assembly, the SCC,

electric utilities, suppliers. generators, distributors, and regional transmission entities it

considers to be in the public interest. This year. the sec has one recomnlendation. and it

is not new.

OUf concerns with the bedrock issues of electric service adequacy and electric

service prices likely to be available to Virginians prompted the sec to issue its

December 2002 Addendum. In the December 2002 Addendum, we described the many

serious problems likely to result from implementation of the FERC' s proposed rules on

Standard Market Design. These problems include the elimination of native load

preferences, the questionable ability of FERC to oversee market monitoring efforts, the

potential exercise of market power by \vholesale suppliers, increased costs resulting from

the use of loeational market pricing in transmission-constrained areas, and regional

resource adequacy requirements.

In response to criticism levied by Virginia and other jurisdictions, on April 28,

2003, the FERC issued a ~"White Paper" entitled "'Wholesale Market Platform." The

FERC \Vhite Paper has been carefulJy studied by the sec. In our opinion, the FERC

\\'hite Paper neither clarities nor alleviates our concerns with the SMD NOPR.
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Next, on April 30, 2003, the U.S. Departnlent of Energy C'DOE~'), at the request

of Congress, issued a report n •• •10 assess l'arious po/ential impacts q{ the proposed

[SA1D] rulemaking hJ/ Ihe Federal Energy Regula/ory Commission .... " The DOE study

of the SMD is based on optimistic assu111ptions and does not address nlany significant

risks of the FERC SMD proposal. Even this optin1istic study, however. shows that

benefits of the SMD will be small, less than a 1% decrease in average retail electric rates,

nationwide. Moreover, the DOE study shows that a majority of the areas of the country

will have either no benefit or have retail rates actually increase as a result of SMD.

Virginia customers, as a result of moving to retail competition under Virginia law and the

pricing and other requirements of SMD. will likely see significant rate increases when the

current rate freeze ends in 2007.

As outlined in this Report, the problems that are impeding the development of

retail competition in Virginia and other regional markets continue unabated. Events in

2003 deepen our concern that problems are becoming increasingly complex and their

implications irreversible. We face the likelihood that staying on the current path may

cause such distress that the development of an effective competitive market at a future

date will be foreclosed.

The continued lack of current and expected market activity leads directly to our

recommendation that the Act be suspended in order to preserve Virginia's authority. It is

in the public interest to avoid ceding jurisdiction over transnlission, generation, reliability

and. ultimately, the cost of power, to federal regulators and regional entities. The

likelihood that increased prices may be required to foster competition and uncertainty
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regarding Federal direction with regard to RTOs poses additional uncertainty as to what

will occur when capped rates end on July 1. 2007.

For these reasons. we renew our recommendation that the General Assembly

suspend the Act. Suspension of the Act would require rebundling the C0111pOnents of

retail electricity rates and continuing a Inoratorium on transfers of control over

transmission assets 10 RTOs. However, the General Asselnbly could allow other aspects

of the Act to continue to evolve whjle these two elements of the Act are temporarily

suspended.

Pausing in the implementation of the Act is the best course if we are to preserve

Virginia's ability to protect its citizens from the problems that are likely to result from the

ceding of regulatory authority to FERC and regional translnission entities. The potential

costs of adhering to a perceived schedule for the sake of implementing change outweigh

the risks of delay. It is possible that any future benefit of retail access could be affected

by a delay of retail access. However, we currently have the basic rules, systems, and

procedures in place to harmonize retail access. If Virginia delays full implementation

now and rctail access proves successful elsewhere, we will he in position to implement

retail choice quickly and effectively. This ability to respond quickly should minimize

any loss to Virginians with a delay at this time.

In summary, the status of competition is not encouraging. There has been little

change in market conditions around the country or in Virginia since we subnlitted the

December 2002 Addendum. Though there are isolated instances in other jurisdictions of

competitive activity among larger commercial and industrial customers, retail choice is

not yet providing meaningful benefits or yielding sustained savings anywhere in the
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country. Even morc distressing than the absence of sought-after competitive activity is

the likelihood that the implications of the SMD NOPR will be detrimental to Virginia's

electricity consumers.
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11(IWanJ M. Spinner
Din.:dor

Lawn:ncc T. Oliver
Assistant Director. Finance

David R. r:ichenlauh
Assistant Din:ctor. Economics

Dear Market Participant:

COMMONWEALTH OF VIRGINIA

STATE CORPORATION COMMISSION
DIVISION OF ECONOMJCS AND FINANCE

April 16. 2003

1300 E. Main St.
r.o. Box 1197

Richmond. VA 2321 R
Tdcphon~: (804} 371-t)050

fax: (804\371-993:'
dcichcnlaubl£/iscc.statc. va. U5

As directed by §56-596 B of the Virginia Electric Utility Restructuring Act, the
State Corporation Commission is preparing its third annual report to the Legislative
Transition Task Force ("LTTF") and the Governor. to be filed by September 1. 2003.
That report will cover three topics: 1) the status of competition in the Commonwealth. 2)
the status of the development of regional competitive markets, and 3) recommendations
to facilitate effective competition in the Commonwealth.

The Commission Staff is once again soliciting ideas from stakeholders (including
electric utilities, competitive service providers. consumer groups. natural gas utilities and
business associations) to assist the Commission in developing a comprehensive review of
methods that may be considered to facilitate effective con1petition. The statutory
language in §56-596 B related to this part of the Commission report provides as follows:

This report shall include any recommendations of actions to
be taken by the General Assembly. the Commission,
electric utilities, suppliers, generators, distributors and
regional transnlission entities it considers to be in the
public interest. Such recommendations shall inelude
actions regarding the supply and demand balance for
generation services. new and existing generation capacity,
transmission constraints, market power. suppliers licensed
and operating in the Commonwealth, and the shared or
joint use of generation sites.



We ask that you consider the topics detailed in the statute and provide any
recommendations or thoughts you may have regarding them. 1n addition, we welcome
your input to the following:

1. What are the current obstacles to the development of a robust competItIve retail
electricity market for residential customers? For commercial and industrial
customers? How can these obstacles be overcome?

2. With respect to potential obstacles. what is the outlook for future natural gas prices
and the in1pact on wholesale electricity prices and a competitive retail market? Please
con11uent on the postulation by several natural gas industry experts of a growing
structural demand/supply imbalance with demand outstripping supply over the next
several years. What actions, if any. could be taken to mitigate the potential impact of
an over-dependence on a single fuel source?

3. In light of recent legislation. how can the Commonwealth be assured of a continuing
reliable electricity system when control of transmission is governed by an RTO?
What factors should be considered during the cost/benefit analysis required prior to
Con1mission approval?

4. Later this month. the Federal Energy Regulatory Commission is expected to issue its
"·white paper" addressing certain issues debated the past several months regarding
Wholesale Electric Standard Market Design (SMD). Additionally, the Department of
Energy is expected to issue the results of its cost/benefit analyses of the impacts of
SMD. Please provide your initial thoughts and reaction to such releases and identify
any significant issues of concern.

5. Are the Comluission~s Rules Governing Retail Access to Competitive Energy
Services conducive to promoting effective conlpetition in the Commonwealth? If not.
how should they be modified? Is there any way in which these rules can or should be
improved. in any event?

6. What should be the level of consumer education when the program is resumed on
July 1, 2004? Should it be as visible~ more visible or less visible than when the
campaign was suspended? Upon resumption of the campaign, what focus~ theme or
message should be communicated? Since TV advertising is the most expensive
coo1ponent of the program. what level of TV advertising should be included in the
resumption of the campaign?

7. Are there any other actions that have been taken or are being considered in other
states that may be used to advance competitive activity in Virginia?

8. Do you have any ideas that have not been tried elsewhere that may facilitate
competltlve aCtlVIty In Vltgmta'!



Please provide your comments to me by May 23. 2003. Such response nlay be
sent as a hardcopy via Inail or preferrably, electronically as an attached WORD
Document at deichenlaubill!scc.state.va.lls. Such comments will be posted to our website at
htlp:/iwww.stilte.va.usfsccfdivisionieaf/comments.htm. As an important follow-up to your
responses. the Commission Staff will host an inforn1al discussion on the development of
effective competition on June 6. 2003 at 9:30 A. M. This meeting will be held in the
third floor training roonl at the Con1mission. If you plan to attend the meeting, please
notify me bye-mail or phone by May 30th. Following that meeting we will provide all
parties an opportunity to add to their initial con1ments and react to others. if they so
desire. Both the initial set of comn1ents and any supplemental comments will be attached
as an appendix to the Con1mission's Septen1ber 1sl report.

I thank you in advance for your participation in this important effort.

Sincerely~

Dave Eichenlaub
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May 23,2003

Mr. David R. Eichenlaub
Assistant Director, Divtsion of Econon11cs and Finance
Virginia State Corporation Commission
Tyler Building, 4th Floor
1)00 East Main Street
Richmond t VA 23219

Dear Mr. Eichenlaub:

The Potomac Edison Con1pany dba Allegheny Power r'AP" or "'the Conlpani') appreciates the
opportunity to respond to your letter of April 16, 2003 concerning the Commission's report to
the Legislative Transition Task Force COLTTF") and the Governor under § 56-596 B of the
Virginia Electric l:tilily Restructming Act ("the Act").

AP cOlnmends the Commission Staff on its willingness to solicit and consider ideas from all
stakeholders in this process. This facilitative approach has worked slJccessfutly with other
matters in the past. AP looks forward to continuing to lend its experience with retail access in
the states of Pennsylvania. Maryland, and Ohio to the Commission in a constructive way to
facilitate effective conlpetition in Virginia.

AP would like to offer the foHowing comluents and recomn1endations in response to the specific
questions posed in your April 16, 2003 letter. Each of these questions is listed below, followed
by AP)s COlun1ents and recOlnmendations.

Question 1: Wh~\t are the current obstacles to the development of a rohust competitive
retail electricity market fOT ..esidential customers? For commercial and industrial
customers? How can these obstacles be overcome?

Vvholesale and retail price dis1ocation is a significant obstacle to the development of a
compet1tive n1arket. Rate caps serve to protect customers during the transition period, but the
sanle rate caps also insulate retail consunlers from the reality of pricing variability that exists in
the wholesale market. This obstac.le will be removed when rate caps are retnoved. at which point
the generation cOlnponent of default service rates will be based on competitive nlarket prices.

Another obstacle to the developnlent of competition is the need for a wholesale power exchange,
induding real-time energy markets. Real-time energy nlarkcts provide an alternative to the
purchase of load foHowing products when supplying a retail load-shape.



A third ohstac1e is the absence of dClnand response to price. DC111and response lo plice is a key
fundanlcntal which is 111issing in the retail electricity nlarkets. The introduction of dClnand
elasticity based on price~ such as real-time pricing, will result in lower market clearing prices, LlS

load win din1inish as prices rise.

Lastly, as PE's capped rates in Virginia arc, for the most pad, bdow cunent market rates, the
transition period, as currently defined, is not facilitating a transition. While PE fuJly appreciat.es
the need and desire for consumer protections as the 111urkct develops, the sec should continue to
seck a balance between price protection (rate caps) and nlarket dcvclopll1cnt.

Question 2: \Vith respect to potential obstacles, what is the outlook for future natural gas
prices and the iInpact on wholesale electricity prices and a conlpetitive retail marker!
Please comment on the postulation by several natural gas industry experts of a growing
structural demand/supply inthalance witb demand outstripping supply over the next
several years. What actions, if an)', could be taken to mitigate the potential impact of an
over-dependence on a single fuel source?

As environmental COnCelllS drive natural gas as the fuel of choice for new generating sources,
there win be an incIcasing convergence of electricity and natural gas prices. Traditionally,
natural gas-fired peaking facilities set the InarginaJ cost ofelectricity only during summer
peaking conditions. However, with the establishment of NOx regulations, over-firing of coal
boilers and the construction of intermediate natura1 gas generation facilities (conlbined cycle)
have resulted in natural gas setting the nlarginal cost of electricity more hours of the year, both
on-peak and off-peak. Further, \vith the volatility ofsummer prices, outages on base-load
generation are taken in non-peak periods (spring and fall shoulder peak lllonths), which causes
natural gas facilities to supplant this capacity during periods of unseasonal weather in the spring
and fall, again increasing the nUlnber afhours per year that natural gas sets the marginal cost of
electricity.

To reduce single-fuel dependence and convergence into the future, consideration should be given
to a revised national energy strategy that CnCOlU"ages fuel source diversity.

Question 3: In light of recent legislation, how can the CODlffionwealtb be assured of a
continuing reliable electricity system when control of transmission is governed by an RTO?

FERC's recent "v,,'hite paper" set out some important intended changes to its proposed Standard
Market Design. FERe clarifies that nothing in its Final Rule win change state authority over
resource adequacy and regional transnlisslon planning. Although FERC will requite public
utillties to join an RTO or ISO. it appears the states will continue to playa significant role in the
planning and resource adequacy processes.
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What factors should he considered during the cost/benefit all~dysis required prior to
Commission approval'?

RTO formation and ll1embership is driven conceptually hy the need for open and cOlnparativc
ac.cess to the tranSln1SS)On syste111 for aU n1urket participants. It fac·ilitates the efficiency of the
wholesale electric lnarkctplace, which in turn supports the possible development of localized
retail competitive markets. As such the benefits ofRTO Inen1bcrship fall to a broader area,
beyond the boundaries of any particular state. Accordingly, any costlbencfit analysis should
encompass the regional area. ltclns that should he included arc:

• Regional deliverability of the existing transmission i11frastructure and the effect of
congestion managmnent meehanisms on the broad wholesale market

• Comparison ofregiollal resource adequacy to luore local jurisdictional resource adequacy
and estimate of cost to equalize SaIne

• Cost ofprovision of localized redundancy to assure system security as c01npared to the
current reliance on the regional systenl to provide that backup

• Cost ofRTO operation compared against multiple operational staffs in individual utilit.ies

Question 4: Later this month, the "Federal Energy Regulatory Commission is expected to
issue its "white paper~' addressing certain issues debated the past several months regarding
'Vholesale Eledrlc Standard Market Design (Sl\'lD). Additionally, the Department of
Energy is expected to issue the results of its cost/benefit alla)yses of the impacts of SMD.
Please provide your initial thougbts and reaction to such releases and identify any
significant issue.s of concern.

AP is currently reviewing the FERC "white paper" regarding Wholesale Electric Standard
Market Design as well as the DOE costlbenefit analysis of the impacts of SMD. AP will provide
copies of any conlments filed with FERC. Attached at the end of this dOCllnlent is a sunlmary of
AP's previous positions on SMD, which were filed prior to the recent "white paper".

Question 5: Are tbe Commission's Rules Governing Retail Access to Competitive Energy
Services conducive to promoting effective conlpetitioD in the Commonwealth? If no, how
sbould they be modified? Is there any way in which these rules can or should be improved,
in an~' event?

The Comnlission~sRules Governing Retail Access to Competitive Energy Services ('·Rules~') are
conducive to pronloting the advancement of effective cOlnpetition in Virginia. The Rule.s strike
an appropriate balance of all stakeholder interests by providing conSlmler protections while
ensuring equal trea1nlcnt of all market participants. Based on AP's experience with sill1ilar rules
in Maryland, Pennsylvania, and Ohio, the Company believes the Rules will serve as an effective
framework for retail access. AP recommends no changes to the COlnnlission's Rules.

Question 6: 'Yhat sbould be the level of consumer education when tbe progranl is resulned
on J Illy 1, 2004? Should it be as visible, more visible or Jess visible than when the calnpaigll
was suspended? Upon resulnption of the campaigll~what focus, thenle or Inessage should
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he ronlDlunicated? Since TV advertising is the nlOst expensive component 01' the p."ograIJ1,
what level of TV adv~rtisingshould be included in the l'csun111tion of the cam)laigll?

It is AP's understanding that the prim.ary purpose oCthe initial advertising campaign was to
create interest an10ng consutners and infonTl thcnl that educational 111aterials are available free of
ch~lIge. AP feels this is an appropriate focus for the campaign again once it is resumed. Given
the limited number of suppliers offering servic.e in Virginia, it luay he appropriate at this tinlC to
utilize less expensive fOTms of COnl111Unicat.ion than TV advertising. AP rCCOlll11lCnds the VEe
toli-free infomlation line and the VEe website at W\\"v.yesvae-hoice.com rmuain available for
customers to obtain factual and unbiased in(on11ation on Ctlstonler choice.

Question 7: Are there au)' other actions that have been taken or are being considered ill
other states that Inay be used to advance contpetitive activity in Virginia?

AP encourages the C01nmissiou to explore wholesale competitive bidding of default service after
the rate cap period ends in Virginia. Currently there is a Maryland proceeding underway to
define such a procedure for wholesale bidding ofdefault service at the cnd of the utilities' rate
cap periods in that state. The f\1aryland Public Service COlnnlission recently approved Phase I of
the Settlement Agreement in Case No. 8908, Standard Offer Service, which was negotiated
between Maryland's utilities, the Maryland PSC Staff, consumer groups and various wholesale
and retail suppliers. The Settlement Agreement defines a procedure for the provision of default
service to Cllstoll1ers through the competitive selection of wholesale supply. The settlenlent
makes such services available at market prices, benefiting all stakeholders. Retail suppliers are
allowed to effectively compete for load, thereby stimulating the competitive market with no
penalty to custOluers, Customers arc afforded protections beyond the assurances required by
!\1aryland's restructuring statute, while pemlltting utilities to recover their verifiable, prudent1y
incurred costs to procure the electricity plus a reasonable return..

AP is an ac,tive particlpant in the Conlmission's work group established in Case No. PUE-2002­
00645, In the A1attcr Concerning the Provision ofDefault Service to Retail Customers Under the
Provisions ofthe Virginia Electric [ltflity Restructuring Act, and as such the Company has and
win continue to share its views on this matter in that forum. In addition, a proposed competitive
bidding process is also undenvay in AP's Ohio jurisdiction. As the Commission develops lts
recommendations on the important issue of default service, AP looks forward to offering its
experiences in both the states ofMaryland and Ohio.

AP would also like to point out that while the continuation of the capped rate service may
provide short-tenn protection to consumers, it has also insulated the customer from the pricing
vmiabi1ity that exists in the wholesale market As previously recommended, AP believes that the
Electricity Supply service provided by the incumbent utility during the period from January 1~

2004 until July 1, 2007 should be 1110re reflective of the cuo'ent Inarket prices for wholesale
supply. AP has previously proposed alternatives to Staff for consideration and again offers its
assistance and support in developing solutions to enhance market developn1ent during the
ren1ainder of the capped rate period.
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Question 8: Do you have any ideas that have not been tried elsewhere that may facilitate
cOlupetitive activity in Virginia'!

AP has no response to this question at this time.

Closing

AP appreciates the opportunity to offer its views and reco1111nendations regarding these issues.
Thank you for giving us this opportunhy~ and please feel free to contact Ine. for further
infonnation. AP looks forward to working with Staff to fUlther develop and refine the
Commission's reCOnl111endations on these very in1portant issues.

Sil1cercly~

(~r1YL~ Q)Jffi~
Cynthia A. Menhorn
General Manager
Regulated Pricing Services
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SU\I)lARY OF' ALLEGHENY POSITIONS

O~ FERC PROPOSED RULEt\'lAKING TO

Sl'ANDARDIZFJ MARKET DESIGN ("SMD")

Allegheny Power and Allegheny Energy Supply Conlpany, LLC (Allegheny

Comlxmies) support. f'ERC's 111,tiative to standardize transmission access and market design

nationally, but suggest that FERC make the foHov.:ing improvements to 8MD:

•

•

•

•

•

Protect retail customers against the risk of new tr3mnnission congestion costs and service
interruptions through allocations of '''congestion revenue rights" C'CRRs~'). eRRs must
~'follow the load" (i.e.~ the right to eRR revenues belong to load and other entities that
pay for the ·fixed costs of the transnlission system). eRRs should permit transmission,
supply and demand response solutions to compete on an equal footing to resolve
congestion.

FERC must respect the sanctity of contracts, such as pre-Order No. 888 contracts
betw'een utilities and their Ctlston1crs. PERC could proYide incentives for customers to
convert their service entitlements after a four-year transition period (similar to FERC's
proposed transition period for placing hundled retail service under the new SMD tarift)~

as long as FERC provides utilities the opportunity to recover lost revenues. J

FERC generally should not require "participant funding" (i.e.• incremental pricing) for
new facilities integrated with the AC transmission grid because it is virtually impossible
to identitY discrete beneficiaries of such projects for the life of the facilities. FERC
should pennlt participant funding for: (1) InerchaJlt projects to build DC facilities, and
(2) AC projects only when an appropriate load flow study identifies discrete project
beneficiaries for the life of the facilities,

FERC should not mandate ilnnlediate implementation of postage stamp rates within the
Independent Transmission Provider's ("ITpll) system, but instead should ene-ourage a
transition from license plate rates over a period of years by pennitting transmission
owners to recover their lost revenues, or by pricing new construction on a postage stamp
basis.

Concerning resource adequacy, FERC should: (1) require ITPs to adopt reasonable
plamling horizons of three to five years, (2) pennit ITPs to adopt resource adequacy
requirements through the stakeholder process, with a minimum default reserve capacity
requirelnent based on application of the North American Electric Reliability Council's

Incentives could inchlde, for example, a stranded cost surcharge for the utility to recover lost
revenues similar to the mcchani~m FERC accepted to allow Allegheny to recover lost through­
and-out charges ,vhen it joined PJM through PJM \Vest.
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•

•

•

•

oncMday in ten year probability of lost load standard~ (3) facilitate retail access by
permitting ITPs to adopt resource adequacy procurenlent periods that reflect the rights of
retail load periodically to switch suppliers~ (4) require TTPs to allocate the resource
adequacy reserve requirement to load serving entities ("LSE~') based on each LSE's load
ratio share of the re~ervc capacity requirelnent, (5) require ITPs to develop resource
adequacy verification procedures, (6) require ITPs to adopt meilningful deficiency
penalties to make it uneconomic. for LSEs who t~lil to meet their reserve capaclty
obligation, (7) adopt a must-offer requirement for capacity resources to en~mre that a
contracted resource is actually offered into the Inarket, and (8) require resources
(generation or demand response) to demonstrate the ability to perform.

FERC should promote demand response programs while making clear that: (l) the lTP
cannot offer demand response options directly to retail customers because that would
make it a market participant, (2) LSEs, no1 third pat1y aggregators, can sell denland
response se,rvices so that LSEs will not he saddled with imbalance payment
responsibility, and (3) demand rcspOlliC should not be subsidized by above-market
payments that are socialized as uplift.

FERC should delegate only limited ITP functions to independent transmission companies
and only on a trial basis because ITCs are, by their nature, nlarket participants whose
interests are biased by their profi{- making objectives.

FERC needs to be careful to avoid an lnlproper delegation of exclusive Federal authority
over interstate transmission and wholesale power sales to the States tlu-ough Regional
State Advisory Committees

PERC should not adopt a new definition of "market power" that could undennine
confidence in the sanctity of power contracts. FERC should continue to apply the
definition of luarket power that it has used for many years which depends on the abillty
of a supplier to impose a significant price increase for a significant period of time. FERC
should not lu1pose excessive bid caps or market price mitigation because such restrictions
distort the market and undemline investment decisions, to the detriment of COffiUlners in
the long term. FERC should reexamine annually any mitigation Ineasures it adopts for an
ITP to detennine whether the mitigation continues to be necessary in light of demand
response and resource adequacy developments.

The Allegheny Companies suggested that FERC provide for a comprehensive

rev;ew of SMD i1nplementation after a reasonable titne period.
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ELECTRIC
POWER

BY HAJ'iD

David R. Eichenlaub
Assistant Director~ Economics
Di \rlsion of Econonlics and Finance
Stntc Corporation Commission
1300 East t\.·1ain Str~et Fourth Floor
Rich!nond~Virginia 23:! 18

American Electrit Power
ll\r.e-:. J;~I1\"" r:.~ .. t:.
\(\5~ E... ell;,' ~.'~S?·_ SI..ti' ":'J2
M.~C)'nlll.~rH ..1.·\:~ 1:;'11~-r.t:·-:,

\Vr••,Jli,,',nft;:U.: ~Ii'

Re: sec Repnrt on the Status of Conlpetition in the Electric Industry

Dear ~1r. Eichenlaub:

Thank you for your let1cr of April 16, 2003 inviting C01mncnls for the State
Corporation Comnlissiun's C"Colnmission" or HSCC~') third annual rt..-port to the Legislative
Transition Task Force (HLTTF') and the Governor under the Virginia Electric Utility
Restructuring Act {"Act"). Section 56-596 B of the Act requires the COllln1ission to report
on (1) the status of competition in Virginia~ (2-) the status of development of regional
competitive markcls; and (3) recommendations to fac.ilitate effective conlpctihon in Virginia
as soon as practical. fn addition, your Ie.tter asks for responses to several quc~tions for
purposes of the report. On behalf of Appalachian Power Company~ d·'b/a American Electric
Power C'Compa.."1/9

or HAEP'~)t this letter will respond to the statutory subjects of the report
and the questions in your letter.

STATUS OF COTvIPETITION IN VlRG[N4~

The Compan)' reported last year that: HAs of January 1, 2002~ all of AEP's Virginia
custon"\ers have a choice of retail suppliers of c1tctnc generation services, and the Conlpany
5land~ ready Lo respond to customers' choices as ahemativt: supply arrangcn1cntS may
become advantageous to 1hen1.~· Ho\ve.ver~ the Cornpany;s most current infomlation is that
competitive retad electric generation suppliers have not entered the Virginia retail market.,
perhaps due in part to structural features ofthe Act Due to this absence uf genera1ion
sl.lpplier entr;...', customers have not had a practical opportUnity 10 exercise their legal option
to selec.t alternative generation suppliers.

The impleinentation of the n;quirelueuls for retail custon1er choice are, for the most
part.., in place and in compliance with the Com.rni5sion·s retail choice rules. Rates are
unbundled, and incunlbent utUities either operate in a f\l2lctlDnaHy separate manner as



fl:yuired by the Comrnissl0n or h~\'e separated or divesrcd their gC;lcr~lion assctsand
operdtlons 10 separate legal entities. Other factors are slowing pro f,rrt"ss to ~,\'idl:spread

switching of custonlers among altcnl:ltlve generaLion sl:ppliers.

The cxpec~ationscreated by the Act from its passage in 1999 have been that retall
·:::ompetition \,,-,ould develop during the period between January 1 ~ 2002 and July 1, 2007: and
eouid possibly develop such that capp~d rates antI wires charges couid be ended as c~ly as
January: L 2004..~..lthoughmuch of that period remains, a significant portion of it h~f.

passed without progress to\vard the vigorous compcrition among generation 5uppliers
envisioIll:J in the Act. In addition} a critical elcmcn( of successful inlplcrnentation of the
Act. entry of Virgtni::1.'S TIlajor utilities into an independent regional transmission entity
("RTf"). has been substantially delayed until \vell into the period ending July 1,2007.

\VlUle there appears no need for immediate action in \he 2004 Session of the Ge·ncral
AsseIllbly, the Company has a groV\o1ng c·oncem that lhe development of retal i cornpetilion
in Virginia will require closer monitoring by the LTTF. Unless there is significant prob'Tf:SS
over the next twelve to fifteen months toward fulfilllncnt of the expectations in the Act~

including resolution of the Virginia RTE approvals, the LTIF and the General A5~embly
may be rt:quired to consider appropriate cha.'1ges in tht.:. Act.

STATIiS OF REGIONAL CO~1PETIT[VE rVL~KETS

As the Company nOled last year: HOpen ac·cess transmission servit.es and broad
acc~ss to energy suppli ers remain preconditions neccssat-y to allow robust competition to
develop for Virginia electricity customers.'~ However, the development of robust, effective
\\'holesalc competition has heen affected b.y a lack ofprogress in implementing RTEs as
anticipated in the Act. AEP and its affiliates have soug.ht to join an appropriate RTE since
1999. Alter initially approving most aspects ot but then ultimately rejecting, AEP' s request
to join the Alliance Regional Transmissi0l1 Organiz.ation, the Federal Energy Regulatory
Commission C·FERC") has no,v approved AEP~s entry into PJM Interconnection, LLC
c·pn~).

The ConlpatlY has an application pending in Virginia for approval to transfer
func.tional control of its transnl1ssion facilitles to P.Jf\..1. RTE participation is a fundamental
element of the Acl~ recognized from the beginning as essential to the development of robus[
competition. that should now be resolved in Virginia pronlptl;t",

RECO~l~.fENDA TrONS TO FACTLTTATE EFFECTlVE CO?vrPETIT!O:..1

The Conlpany recommends continued efforts to implement the Act. including
prolupl decisions on RTE participation. In light of the certainty concerning P.J}.,1 and its
market structure and operation. and the fact that the FERC has addressed in the Ilwhite
paper" nlany of the Cornnussion's jurisdictional concerns on the original SIvfD proposaL
AEP would encourage the Commission to address, more promptly than was previously
planned, A.EP's RTE application that is clliTently pending before the Commjssion.



In its conllilcnt~ bst year. the Comp3.ny said: .~, .. the ConuHonwealth continues to
have an opportunity to observ\: changes in econumic condll1ons and developing competition
ir: energ.y markets b~fore further changes in the bala..TIccd approach taken ir: the
Rcstn.:cturing Act an:' considered." TIltlt opportunity remains tOQ;JY, but it is dinlinishing.
Contrary to the expi.:ctations in the Ac.t suhstantial progress LOward robust competition will
not like1S occur by J2nuary 1, 2004~ and perhaps not before July 1, 2C)()7. On the: other hand.
the Act is complex. and c\'r:ry amcndn1ent proposed by one specific interest con kad l(J

counlervailing proposals hy other interests. Careful study by the LTTF and 1.inlety at:bO:l3

by the Comn1isslon \\'ith respect to RTE approval should be given priority over attempts at
\n1mediate~ issue-hyrissuc legislation that could have unintended consequencc~_ if tbe
Conunonv'I'ealth is to change direc'jon throuQh 'e£is}ation~ that change should be based on a- ~ - - -
conlprche.nsive reconsidera'-ion ofL~e expectations embodied in the Act

Attached to lhis leITer are response.s to the questions contained in your letter of April
16, 2003. On behalf of tbe Company, thank you for the opportunity to provide these views
to you, the Comnlission, and the recipients of the Conlnl1ssion ~s report.

Barry L. ThoUl3S
Director~ Regulatory Services VAtTN
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AEP COr\Ll\'IENTS O~
sec REPORT ON TIll:: STATUS OF COI\IPETITIOT\; I'N THE ELECTRIC INDliSTRY

2003

RESPOr\SES TO QCESTIOl';S IN THE STAFF LETTER Of APRIL 16. 2U03

1. 'Vhat are tbe current obstacles to the de,,'e}opment of a robust cumpctithe retail
electricity tuarket for residential customers'! For cnmnlercial and industrial customers?
How can these obstacles be overcome?

RESPONSE:

The Company is conccmt:d that competition has failed to develop in ·Virginia. It has been
suggested that c;·urrcnt obstacles 10 development of wide!'pread custolncr switching of generation
suppliers arc wires charges and utility rates capped at levels that arc, or are becon1ing?
unrealislical1y 10\1\,', ~AJIother obstac.le has bc\:..~ the uncertainty created by conlroversy
surrounding,. amI the lack of progress toward, RTE development in Vir.b~nia. The COlnpany does
no[ believe that legislation is m::ccssary in the 2004 Session ofthe General Assembly. However.
continued lack of prob'TCSS toward robust retail conlpetition could Lrigger the need tor a broad rc­
eXaJnination of the entire Act. ~1oreover, narrow legislative proposals to amend individual
provisions of the Act~ as have been discussed by others in t'tte past, could necessitate a re­
examination ofmany other provisions. Capped rates, \vires charges, RTE participation and other
critical pro\riSJons of me Act should n01 be eXcluded frOIn such a broad fe-examination, in the
COJnpally's view,

2. \Vitb respect to potential obstacles, what is the outlook fo(' future natural ~as prices and
tbe iOlpact on wholesale elcctricit)' prices and a c.ompetitive retail market? Please comment
on the postulation b~' se"'eral natural gas indust!)' e>allerts of a growing structural
demand/supply imbalance "'itb demand outstripping supply o\'er the next several years.
\Yhat actions, if any, could be takeD to tnitigate tbe potential impact of an o\'er-depcndence
on a single fuel source t!

RESPONSE:

The Conlpany does not have sufficient infotmation to attempt to answer this question
from the perspective of other con1pctitofs or fuel suppliers. In any event, the inquiry should be
broader. AEP has a diverse fuel n1ix, which includes coal. natural gas. nuclear, \\:ind. hydro, and
fuel oil) and is not heavily reliant on natural gas-fired capacity to serve its Virginia electricity
cuslonlcrs, Volatility in natural gas prices is not the only determinant of the overaU variation in
fuel prices or wholc~a.leelectrie.ity pric:,es, Supply~ den1and~ transnlission congestion, generation
:L'"1.d transnussion outages, and v.'oathcr are all factors that playa role in determining the price of

electricity. AEP has risk nlanagement practices in place 50 as nw,rkets develop and change, fuel
procurcIl1ent can be modified accordingly.



3. In ligbt of recent legislation, how can the CommoD\...'e.aHb be assured of a continuing
reliable clcctrid~' systenl when conlro! of tr3Dsmission is governed by an RTor! \Vhat
factors should be considered during the cost/benefit analysis required prior to Commission
uppro\'al'!

RESPO~SE:

AEP believes that its part\clpation in a RTO, specifically PThl, will enhance the
reliability of AEP's tTanslnisslon nt::twQTk, For instance, PHv1 will be Jhle iO plan and schedule
generation and transmission line outages for maintc"T1anc:e over a large rCglon in a coordinated
manner? which \\'iH reduce the potential for c,ongestion and short term reliability problenls. Also,
\v1th AEP's participation. PTh1 \vill be able to use the most cost-effective and reliahle
coolbination of generation across a large region to balance the entire regional grid and adjust the
dispatch economically to relieve c.ongestion and enhance reliability. PTh·f will he able to
internulize lnany of the critical luop flows that impact reliability and congestion and use regional
dispatch to manage congestion created by lODp flows. This will be iOlportant for the portion of
AEP's sY5temlocated in Virginia. Since the Allegheny Power and Dominion Virginia Power
systems~ along with AEP, .,.';in be part ofPJ~tPJ1vf will be better able to manage congestion by
internalizing within P~1 needed re-dispatch and transmission operation. The nlarket-based
redispatch to alleviate congestion \...·111 nutigale the need for the exisling N""ERC TLR process~

thus funher improving the reliability of transactions. Furthermare~ PJM has a long-ternl regional
planning process that is open, transparent~ and focused on the public interest and consumer
benefits. This process ensures continued reliability and promotes new competitive alternatives to
alleviate congestion and therefore enhance reliability.

AEP will provide infonnation regarding costs and benefits ofRTE panicipation as part of
its pending RTf case. That infonnation will address factors such as impacts on pO'wer supply
costs for retail customers and the costs ofpanicipating in an RTE, including RTE administrative
costs. A complete discussion of these factors will be provided when AEP submits its cost/benefit
data.

4. Later this montb~ the Federal J~ncr~' Regulatory Commission is expected to issue it~

~vbite paper~ addressing certain issues debated the past several months regarding
\Vholesale Ele.ctrk Standard i\-1arket Design (S1\lD). AdditionaJly~ the Department of
Energ)' is expected to issue the results of its costlbenefit anal)'ses of the impacts of Sl\ID.
Please provide your initial thoughts and reaction to such releases and identify any
significant issues of concern.

RESPONSE~

AE:P is encouraged that FERC made in its llwhitc paper" signific.aut changes to the
original SNID NOPR to address concen1S ralsed by AEP, state rcgulators~ and other stakeholders.
For instance, FERC has supported regional flexibiUty on market design elements and addressed
jurisdictional issues that the Virginia Commission and others have raised. AEP currently plans



to submit comments on the "white paper" and will address at that tin1e both the areas we support
and our continuing c:oncenlS v.ith lhe proposal. Also! J\EP intends to participate with other
parties, inclucling state conlIDissions such as the SCC~ in s.takeholdcr discussions at PHv1
regarding issues concerning impIe.mentation of 51\lD.

DOE's recenl1y issued cosl/henefit report indica\es that, in general, retail customers
~!cross the country \",ill benefit from FERCls Sl\·fD propDsal, although custorners in some an:as
will experience higher costs in the. short run. The nOE's study. like other studies on S2\1D, is
significantly dependent on the assumptions used in the study.

s. Are the Commission ~s Rules Go\'erning Retail Access to Compctitl\'e Energy Sen,rices
conduch'e to promoting effecth'e competition in the Commonwealth? If not, ho,,"' should
they be nlodified? Is there any way in wbich these rules can or should be improved, in any
e\'cllt?

RESPONSE:

In its comments for the Conmiission's conlpetition report last year, the Company noted
that the degree to which Commission rules might have discouraged competitive entry is unclear.
It renlains unclear, However. the Company has insufficient infomlation to answer this question
from the perspective of 3 cQnlpetitive generation supplier. ·I11e burden is on potential new
entrants to explain any rellceucl; to enter Virg.i.nia based on the Commission's rules.

6. "'bat should be tbe le"'el of consumer education when tbe program is resumed on Jul)'
1, 2004? Should it be as visible, more visible or less \isible tban wben the campaign 'was
suspended? Upon reSUDlptioll of the campaign. what focus! theme or message sbouJd be
communicated'! Since TV advertising is the most expensive component of the program.
what level of TV advertising should be included in tbe resumption of the campaign?

RESPONSE:

The COTIlpany ~xplained last year that: uAfter a long history of customer reliance on a
single provider of electricity supply, there win likely be no successful custon1cr choice program
1",ithout customer educ iltion." \Vhilc the Company understands the budget and other
considerations that have: made the program difficult and caused llS temporary suspension.
customer education renlains essential. To achieve effective results, reactivation of the program
should be scheduled closer to the expected onset of widespread customer choice, based on the.
LTTF"s assr.::ssnlent of progress toward a competitive retail market.

7~ Arc there any other actions that have been taken or are bciD~ considered in oilier states
tbat rnay be used to advance competitive activity in Virginia?

8. Do you have aUl ideas that ha)'c not been tried elsewhere that may facilitate CUJllpCtitiYC

activity in Virginia?



RESPO~SE TO Q-UESTIONS 7 A:--JD S:

In the Cmnpanis vi~w~ it is incumbent upon potentia~ CODlpetitive generation suppliers
to explain their diffk,ultics in entering Virginia. 'nH~n~ may be actions taken or considered in
other states, or other concepts that have not been tested else\vhere, lh~tt con1pctitivc suppliers
consider promising and cncouragsng to their entry into the Commonwea~th. A EP ha.c. insufficient
infonTlation to suggest changes that 11l!ght encourage competitive suppliers. HO'Never, any
proposed changes should provide for custon)er switching of generation suppliers on a sound
cconOlnit: basis rather th~"1 on re.aulatorv cakuhnions intended to create anificial ~·headroom·'b ..

between 11larket prices and utility rates.



May 22.2003

Mr. David R. Eichenlaub. Assistant Director
Division of Economics and Finance
Virginia State Corporation Comnlission
P.O. Box 1197
Richmond. VA 23218-1197

Dear Mr. Eichenlaub:

Dominion Virginia Power (the COlnpany) is pleased to respond to your April 16
request for comments and recommendations concerning the status of competition in
Virginia, the developnlcnt of regional markets. and steps that can be taken to facilitate
effective competition in the Commonwealth. The annual reports required by Virginia
Code § 56-596 provide a valuable opportunity for the Commission to keep the legislative
and executive branches fully and fairly informed about important issues in Virginia's
transition to a fully competitive market. The reports also offer valuable infonnation to
other stakeholders in the restructuring process. We appreciate the opportunity to offer
input again to this year" s report.

We will begin our comments with a brief overview of our thoughts on the status
of conlpctition in Virginia. In developing our comments. we have considered topics
detailed in the statute. as well as issues raised by the list of questions in your letter
requesting comments. In our comn1ents, the Company will focus on some of the
successes achieved by restructuring in Virginia. as well as our concerns regarding the
development of competitive markets. l~/e also will note areas of progress. Finally. we wiH
otfer suggestions for fostering the development of viable competitive electricity markets.
both wholesale and retail, that have the potential to benefit Virginia consumers.

2003 Overview: Reasons for Concern and Optimism

The critical date for Virginia's transition to a restructured electric industry is July
1, 2007, with the end ofwires charges and capped rates and the beginning of market­
based generation pricing for all retail customers. Even though the phase-in of custonler
choice across the Commonwealth is to be completed by January 1, 2004, the Virginia
Electric Utility Restructuring Act (the Restructuring Act) was not designed to ensure or
guarantee a fully competitive retail market before the end of capped rates and wires
charges in mid-2007. In fact, the design of the Restructuring Act anticipated that time
would be needed for market development. Capped rates were purposely established to
mitigate consumer exposure to market volatility that could occur during this start-up
period and to provide a "·safe haven'~ in the form of stable prices for electricity supply
service. With this in mind, we believe that the Restructuring Act is working in large
measure as planned and is already producing many benefits for Virginia consumers. For
example, a Chmura Economics and Analytics study found that capped rates will save the
Company's residential clistonlcrs up to $871 million from 1998 through 2007, with
average per-household savings of up to $480 for the period. The study, commissioned by
the Company, was released in November 2002.
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We also believe that the Restructuring Act through its capped rate provisions,
provides clear incentives for Virginia's incumbent utilities to reduce costs and become
more efficient. For example, during the capped rate period the Con1pany has or will incur
hundreds of millions of dollars in significant additional expenses with no ability to
request retail base rate increases. In addition, through steps such as efficiency
improvements and the elimination of abovc-n1arket contracts with non-utility generators,
the Company can take steps during the capped rate period to bring its generation costs in
line with the 111arket. This is important to our future financial health and financial
viability. Other incumbents have the SaIne opportunity.

Even with these successes, it nlust be noted that the development of a competitive
electric supply lnarket in Virginia is proceeding at a sluggish pace. The Company
believes there are several factors hindering this development, both at the wholesale and
retail levels. Regulatory uncertainty, at both the state and federal levels, is contributing to
this lack of development. State-federal jurisdictional issues. especially those regarding
oversight of the transmission sector. have slowed progress toward the integrated. regional
grid needed to support effective wholesale and retail markets.

Renewed discussions over stranded cost recovery - an issue the Company thought
settled years ago - have injected additional regulatory uncertainty this spring into
Virginia~ s restructuring picture. The framers of the Restructuring Act wisely avoided a
structure that would involve complex and divisive methods such as up-front
quantification of stranded costs. During the 1999 General Assembly, the example of New
Hampshire was noted numerous times: stranded cost quantification delayed that state's
restructuring program for years. We believe a proposal submitted by Dominion Virginia
Power with the support of several other parties is consistent with the provisions of the
Restructuring Act and offers a straightforward approach to the calculation of stranded
cost over or under.recovery. However, several other proposed methods put forward this
spring involve elaborate quantification procedures that would almost certainly prove
lengthy and controversial. Such procedures run counter to the Restructuring Act's intent
to avoid divisive~ front-end stranded cost cases. Adoption of these procedures also would
require substantial legislative amendment of the Restructuring Act.

Economic and capital nlarket conditions have retarded the development of
competition~at the state. regional and national levels. Economic factors have sharply
reduced the number and capacity of new generating projects in the Commonwealth.
Encouragingly ~ nlore than 8,000 megawatts are still planned or under construction.
Erratic wholesale prices. coupled with lack of access to generation through regional
transmission managenlent. have also hampered retail competitive service providers'
ability to secure power and nlake attractive offers to consumers in Virginia.

But there are also reasons for optimism. Great progress has been made in
implementing the rules and procedures needed to conduct customer choice. This was
highlighted by the strong rankings recently given Virginia by the Center for the
Advancement of Energy Markets (CAEM), a well-known pro-competition group. CAEM
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gave Virginia 8 out of a possible 10 points in its Uniforn1 Business Practices category,
which corresponds to the regulatory rules that provide the fra111eWork for retail access. In
addition, CAEM has ranked Virginia 13 111 alTIOng jurisdictions worldwide with respect to
thc general infrastructure and environment for retail c0111petition.

There are other encouraging devc1opments. Competitive service providers and
aggregators continue to show interest in Virginia. The 2003 General Assembly amended
the Restructuring Act to pernlit greater experimentation with lTIunicipal aggregation, a
promising means to bring the benefits of retail access to large l1Ulnbers of residential and
small business customers. The Company in March asked the Comnlission for permission
to conduct thrce retail access pilot progranls that will help stilTIulate the development of
competition and provide valuable information on effective measures to pron1otc customer
choice. The application for these progranls is now pending before the Commission. A
May 8 seminar conducted by the Company on its proposed municipal aggregation pilot
program drew participants fron1 19 counties, cities and towns, as well as representatives
of competitive service providers, aggregators and consultants. Finally, support for
custonler choice remains strong in the CommonweaIth. A survey of Dominion Virginia
Power's retail customers conducted last fall found that 82 percent supported energy
choice.

In the next sections of our response, we will discuss some of this regulatory
uncertainty in more detail and present some reconlmendations on facilitating the
development of a viable competitive retail nlarkct.

Regulatory Uncertainty: .Jurisdiction Questions Hamper Regional Grid
Development

Development of an open-access, non-discriminatory wholesale power market
covering a broad region is an essential foundation for successful retail choice. Even most
critics of the Standard Market Design (SMD) initiative launched by the Federal Energy
Regulatory Conlmission (FERC) concede the benefits of an open interstate wholesale
market.

But FERC's move to standardize market rules has prompted concern from the
states, including Virginia, over the possible loss of state control over transnlission (and to
some extent generation) infrastructure and pricing. In Congress, for example. strong
efforts have been made in both houses to attach to comprehensive energy bills language
drastically curtailing FERC authority. In fact, a provision of comprehensive federal
energy legislation sponsored by Senate Energy Committee Chainnan Pete Domenici
would prohibit FERC from issuing a final SMD order before July 1, 2005, ll10re than hvo
years from now. The legislation is now pending before the U.S. Senate.

In Virginia, the FERe proposal drew a strong negative reaction fronl the
Conlmission in an addendum issued last December to its 2002 Status Report on
Competition. The Commission in a recent order determined that it could not consider or
nlake a final determination on American Electric Power's (AEP) application to join PJM
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Interconnection LLC until FERC has issued a final SMD rule and its impact on PJM
operations can be evaluated. (See AEP order at pages 6 and 8.) This process could take
years. However. in FERC' s recent "white paper~' on its SMD proposal. FERC stated that
it would not use the SMD rulenlaking to overturn prior regional transmission
organization (RTO) orders where there is overlap. Therefore. the Coollnission need not
wait for a final SMD order before considering and ruling on applications to join an
existing RTO such as PJM.

The jurisdictional issues have had the unfortunate effect of provoking calls for
radical revision of the Restructuring Act either through rate rebundIing or suspension of
customer choice. Both actions, which were endorsed in the Conlnlission's December
2002 Addendum, would amount to a de facto repeal of the restructuring law. Both the
General Assembly and the Governor rejected that path. but the controversy has confused
the restructuring picture in Virginia. It undoubtedly calls into question. in the minds of
some stakeholders, the Commonwealth' s long-tenn commitment to conlpetition. Such
uncertainty deters potential retail competitive service providers that may be interested in
establishing a business presence in Virginia~ as well as developers interested in
expending capital dollars to build generation resources. Regulatory uncertainty could
also act as a deterrent to economic development in the Commonwealth.

The Company continues to believe strongly that Virginia needs to expand n1arket
boundaries to give competitive service providers greater ac'cess to additional sources of
energy. This open. non-discriminatory access over a broad area is necessary for an active
retail market. The General Assembly realized this in 1999, when it included mandatory
RTO participation requirements in the Restructuring Act. The Assembly reiterated its
commitment to regional markets this year~ House Bill 2453 amending the Restructuring
Act included provisions requiring all transmission-owning utilities in Virginia to join
RTOs by January L 200S. subject to Commission approval.

To comply with the provisions of the Restructuring Act Dominion announced last
year that it would apply to join the PJM Interconnection as a separate zone, PJM South.
We are optimistic that our participation in an RTO will enhance the development of retail
competition. OUf participation in a regional organization will give customers and
suppliers access to a broader selection of generation assets by eliminating deterrents such
as "pancaked" transmission rates.

We recognize that states have the duty to protect their citizens' access to
econon1ical and reliable supplies of energy. We do not bclieve~ however. that this goal is
furthered by the creation of barriers to regional markets~ the development of markets over
broad regions would. in fact greatly assist the states in ensuring energy remains reliable
and econoluical. Healthy regional markets would provide customers and suppliers with
access to a greater diversity of generating assets over a larger geographical area~ this
inherently increases the reliability of service to customers. A broad. regionally controlled
transn1ission infrastructure would also enhance reliability by providing unfettered access
to additional, redundant pathways for the movement of energy. Regional management



5

would eliminate artificial barriers such as rate pancaking and seams between separately
controlled systems.

Nor do we believe that a proper response to those concerns is a retreat from
electric industry restructuring. FERC's recent ·"white paper~' on its SMD proposal
indicates federal authorities are listening to state concerns and want the states to play an
important role in the developnlent of regional transmission management. House Bill 2453
provides a reasonable tinletable for incumbent utilities in Virginia to join an RTO, and
Dominion is proceeding in accord with that legislation.

Regulatory Uncertainty: Renewed Controversy over Stranded Costs

Renewed controversy regarding stranded cost over or under-recovery is also
fostering uncertainty about the course of restructuring in the Conlmonwealth. Earlier this
year, the Legislative Transition Task Force (LTTF). carrying out its duties under the
Restructuring Act. requested the Commission to convene a work group of interested
stakeholders to develop a consensus methodology for monitoring the over or under­
recovery of stranded costs. This methodology. according to the LTTF resolution. was to
be io~consjstent with the provisions of the [RestructuringJ Act.··

The Company believes the proposal it submitted takes a straightforward approach
to calculating stranded cost over or under-recovery that is consistent with the
Restructuring Act's intent and language. The proposal has the support of Old Dominion
Electric Cooperative (ODEC). AEP, Allegheny and Virginia Independent Power
Producers. Inc. Under this proposal, a utility's actual wires charge revenue (based on
Commission-established projected market prices) would be compared to the revenue the
utility could have realized had the displaced power been sold at the actual market prices
occurring that year. Whether the utility ultimately will experience over or under-recovery
will only be known at the end of the capped rate period in mid-2007. The utility would
also report its total potential stranded cost exposure annually to the LTTF ~ as well as the
amount the utility has spent on mitigating such costs and any additional expenses that
increase these costs.

The Company also believes that any attempt to impose a complicated or front-end
methodology to determine stranded cost over or under-recovery would create great
uncertainty about the future of restructuring in the Commonwealth. Such approaches
could not be conducted without significant legislative amendments that would alter
central provisions of the Restructuring Act. Unfortunately, uncertainty has already been
injected this spring as several parties have offered complicated. divisive and time­
consuming proposals for detennining over or under-recovery.

These proposals differ in their details, but all include complex and controversial
calculations. The calculations include annual determination of '·fair"' or "'appropriate'"
rates of return for utilities, a step that would represent the de facto return of cost of
service rate making. The calculations also include estimations of the net present value of
cash flows from existing generating assets over their remaining useful life, a period
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extending for 30 or more years. The dangers in such approaches are clear. Proceedings to
establish ··fair'· rates of return or determine inflation-adjusted cash flows from generating
units over a period spanning decades will be lengthy. controversial and divisive, as well
as contrary to the Restructuring Act. The Assembly specifically rejected such
complicated. front-end proceedings as it developed the Restructuring Act during the 1999
session, with complex and controversial stranded cost mechanisms correctly viewed as
significant threats to the viability of restructuring.

As efforts to develop a Inethodology for calculation of over or under-recovery
continue. all parties should bear in mind warnings heard by the legislative committee that
exan1ined alternative approaches to stranded costs in the months leading up to the 1999
session. Testimony correctly described complicated and lengthy litigation that developed
in states such as New Han1pshire that atten1pted complex. up-front stranded cost
determinations. The Commission's Staff at that time also opposed such detenninations.
finding the results of such analyses were highly uncertain and dependent upon
assumptions and projections that had to be made decades into the future.

Pilot Programs: Important Steps to Stimulate Competition

While the Company believes that the easing of some of this regulatory uncertainty
will be important in promoting retail competition, it also believes that some active steps
can be taken to stimulate the developnlent of healthy competitive markets. In March. the
Company asked the Commission to approve three pilot programs to help stimulate the
development of a competitive electricity market in Virginia and bring the potential
benefits of retail choice to a variety of customers. The pilots are designed to provide
competitive service providers. customers and other stakeholders with experience in a
variety of competitive situations.

As many as 65,000 retail customers are expected to switch to competitive service
providers in the pilots. In all three programs, the Company has proposed a significant
reduction in the wires charges customers pay when they switch to competitive service
providers. The reduction is designed to help competitive providers make attractive offers
to consumers.

Municipal Aggregation Pilot

Two or more municipalities will participate in a program to form two buying
groups (aggregations) to secure lower prices on electricity for residential, small business
and house of worship customers. The aggregation pilot will include about 100 megawatts
of load.

One or more localities with a combined total of up to 30.000 custolners will use
the ""opt in" model. In an '''opt in" situation, customers must make an affirmative decision
to switch to the competitive service provider secured by the local government.
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Also. one or more localities with a conlbined total of up to 30.000 customers will
use the "opt ouC approach. Customers in these ll1unicipalities will be switched to the
competitive provider - with some exceptions - unless they Inakc an affinnative choice
not to participate.

Conlpetitive Bid Supply Service Pilot

This program will use competitive bidding to select service providers for sonle
custOlners. It will test the infrastructure and processes needed to provide default service.
Under the Restructuring Act. defauh service will be offered beginning January 1. 2004.

The competitive bid supply service pilot wilJ include up to 43.000 of the
Company's residential and smalJ business customers. Custolners will be invited to
volunteer to participate, but if the program is under-subscribed, a random selection
process may be used to fill the vacancies. The pilot will include about 200 megawatts of
load.

The Commission will use its authority under the Restructuring Act to seek
competitive bids from service providers that wish to furnish this default service. The
pilot will provide valuable real-world information to the Commission"s work group
currently studying default service.

Commercial and Industrial Pilot

Commercial and industrial customers with demands greater than 500 kilowatts
will be eligible for this pilot. Participation would be limited to a total of about 200
megawatts of load. The pilot will be available anywhere in the Company's Virginia
service area and is expected to include about 150 customers.

We urge the Commission to approve these pilots so they can be implemented on
January 1, 2004. The programs could be incubators of innovation for the development of
viable retail competition in Virginia.

We also urge the Commission to redirect at least some of the funds used in the
Virginia Energy Choice consumer education program to provide public information about
these pilots. Tying the education enort to a real opportunity for consumers would
increase awareness of restructuring in general, as well as that of the pilots spec.ifically.

Virginia Electric Industry Restructuring: A Work in Progress

Virginia has made considerable progress in restructuring its electric industry. The
Commission is to be congratulated for spearheading the difficult task of developing the
policies and procedures needed to implement retail choice. The Commission~through
reports such as the one now being prepared, also has kept all branches of government~as
well as the public. informed about the course of restructuring. Public support for energy
choice remains high. and customers throughout the Commonwealth are already reaping
substantial benefits due to capped rates.
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We are also encouraged by the fact that many policy makers across the country
are now working toward resolving issues retarding the development of viable con1petitive
wholesale and retail n1arkets. Congress is dealing with comprehensive federal energy
legislation that contains n1ajor electric industry reforms. FERC. in its recent "'white
paper:· has den10nstrated its willingness to work with the states to address their concerns
regarding the SMD initiative. FERC has also indicated it will factor regional concerns
into the final developn1ent of the rule. In April. a bipartisan group of 70 state utility
comn1issioners endorsed a Staten1ent of Principles that recognized the ~-bcnefits that
consun1ers receive due to the establishment ofnl0re dynalnic wholesale markets.·' The
Statenlent of Principles also called on Congress and other policy makers "'to support
current regulatory efforts to further inlprove the wholesale power markets of our states
and of our nation:'

While the move toward competitive energy markets has slowed in some parts of
the United States. restructuring has made inlpressive progress in nlany states. For
exan1ple. in Maine the Public Utilities Commission reports that almost one-third of the
total state load was served by competitive service providers as of January 1. In Ohio.
approximately 730.000 residential customers have participated in one of more than 190
community aggregation groups. according to the Ohio Consumers' Counsel. In
Maryland. the Public Service Commission has recently approved rules that could serve as
a model for n1any states, including Virginia, for the process through which distribution
companies will procure the electricity supply needed to meet default service obligations.
The Maryland Commission's rules call for a competitive wholesale procurement process
for default service, called Standard Offer Service in that state. The rules are designed to
give retail suppliers the opportunity to compete effectively and. at the same time, ensure
stable market-based prices for those customers choosing to receive electricity supply
service from their distribution utilities. Such progress provides reasons for optimism.

Additionally, a noted consumer group. Citizens for Pennsylvania's Future. in
September 2002 released an updated and comprehensive study addressing the status and
development of competition in the United States. This study indicates that restructuring,
wholesale and retail, is working well for most consumers. A copy of the study is
attached.

The Company remains convinced that Virginia's program is fundamentally sound
and has great potential to bring benefits to the Commonwealth's consUlners and its
economy. Restructuring is very much a work in progress in Virginia~ bumps and
downturns are not unexpected. They should not hide the progress already made nor the
potential restructuring holds for even greater gains for Virginia's citizens. The
Restructuring Act must be kept intact to maintain confidence in the minds of
stakeholders. This confidence is vital to maintaining and accelerating the momentum
carrying the Con1ffionwealth toward the robust competitive markets that have the
potential to benefit both business and residential consumers.



Sincerely,

(Original signed by)

E. Paul Hilton
Senior Vice President

Attachment
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Electricity Competition: The Story Behind the Headlines
A 50-state Report

Screaming headlines bring us the Enron scandals, Cali­
fornia blackouts. phony electric trades and illegal ac­
counting.

The Bush administration warns that the nation faces
rolling blackouts unless it builds a power plant a week,
and insists that the nation faces a severe energy crisis.

At first glance, electricity restructuring ofwholcsalc
markets in all 50 states that began with the passage of
the Energy Policy Aet in 1992, and the restructuring of
retail markets that began in 1996. appear to be hopeless
failures. But a look behind the sensational headlines
shows a surprisingly different story.

Electricity becomes a bargain as electric industry
restructures

In general, as measured by either inflation-adjusted
dollars (constant doBars) or non-inBation adjusted
dollars (nominal dollars), the price of electricity across
the nation is substantia}Jy lower than it was in 1996.
For most consumers, there is no eleetrici(r crisis. In­
stead, electricity is becoming a bargain.

The data demonstrates that the combination ofwhole­
sale restructuring in 50 states and retail restructuring in
22 jurisdictions is working well for most, though not
all, consumers.

In constant dollars, electric prices went down for every
major customer class nationwide from 1996 to 2001 .
When results in all states plus the District of Columbia
are averaged, rates on average fell for residential cus­
tomers by 13.67%: )3.0% for commercial customers:
and by 4.8% for industrial customers.

For residential customers between 1996 and 2001,
electricity prices in constant dollars fell in 48 out of 50
states. In states and the District of Columbia where
retail generation monopolies were ended, residential
rates declined on average IS. 9% in constant dollars.
Residential rates in states that maintained traditional
retall monopol1es declined 11.6(%. Only the non-retail
restructured states of Vennont and Hawaii saw res i­
dential electric prices rise in inflation-adjusted dollars
during that period.

All 22 states, which includes the District of Columbia,
that nave restructured their retail electric m,ukets to
end generation monopolies had the same or lower resi­
dential rates in constant dollars in 2001 than in 1996.
Sixteen of the 22 had the same or lower residential
rates, even without adjusting for inflation.

And contrary to common expectations, residential rates
in both retaiJ and non-retail restructured states fell
more than either commercial or industrial rates. So far
the big dogs are eating least. In retail-restructured
states, commercial rates are down on average 13.7%
and industrial rates are down 4.5(~o in constant donars.
In states maintaining traditional retail regulation, com-

mercial rates are down 12% and industrial rates are
down 4.~(Yl>.

In constant dollars, five states saw commercial rates
increase, while 12 states e,xpcrienccd the same or
higher industrial rates.

While electricity is generally becoming a bargain. other
vital or popular products have increased sharply in
price since 1996. and by doing so underline the supe­
rior consumer performance of the electricity industry.
From the end of December 1996 to December 200 I,
cable TV rates rose 3 J%, prescription drugs hiked
24%, milk jumped 12(io. bread spiked) 4%, and college
tuition escalated 26%. The overall inflation rate for that
period was 11.34~·o.

Policies that introduce more competition into whole~

sale and retail electricity markets and require some of
the competitive savings be passed to consumers as rate
cuts are forcing prices down for most electricity cus­
tomers. ]n addition to rate cuts made possible by retail
restructuring, many consumers benefited from whole­
sale competition, which produced low prices during
most of the period from 1996 to 2001 . Another source
of savings for some customers in retail-restructured
states has been switching to competitive suppliers. Un­
fortunately, the number of customers switching and
their savings could be much greater, but for the addi­
tion of so-called stranded cost charges to retail market
prices.

lronicatty, only industrial customers in states like
Idaho. Louisiana, Montana, New Mexico, Oklahoma,
Texas, and Washington have experienced large rate
increases. In fact. industrial rates in Washington,
Montana and Louisiana increased a shocking 76.3%,
38.6% and 35.0~(1 respectively.

This is the true but untold story about restructuring.

Restructuring the electric industry

Since the passage of the Energy Policy Act in 1992, it
has been national policy to restructure the nation's nu­
merous, balkanizcd wholesale electricity markets. Less
price regulation and more competition have been intro­
duced. In addition, rules require that wholesale com­
petitors have open access to and non-discriminatory
pricing of transmission. which is still normally owned
and operated by monopoly utilities. Investor-owned
utilities, municipal utilities, rural electric cooperatives,
and independent generators across the country have
responded to these competitive reforms by increasing
their focus on efficiency and reducing costs.

Responding to wholesale competition market reform,
Slates began to end retail generation monopolies in
1996. Presently, the National Conference of State Leg­
islatures considers 21 states plus the District ofColu m·
bia to have begun restructuring their retail electric
markets. In most cases these states have adopted multi-



year transition plans to rnovc from monopolized to
competitive retail generation markets.

Retail restructuring fosters renewable energy

Retail-restructured states are leading the nation in re­
newable energy policy by creating funding for the tran­
sition to clean energy and by adopting Renewable En­
ergy Portfolio Standards (RPS), which require in­
creasing percentages of electricity supply to come from
alternative energy sources like wind and solar power.
Seventeen of 22 retail-restructured states have either
some form of RPS or clean energy fund that receives
revenues by dedicating very small portions of electric­
ity revenues. Unfortunately, just two of the non-rctai'
restructured states - Minnesota and Wisconsin ~
have a clean energy fund or RPS.

The data on rates and adoption of policies to spur more
rapid adoption ofclean energy technologies are power­
ful indicators that retail electricity restructuring is pro­
ducing important consumer and public interest benefits.
Again. electricity restructuring is morc success than
failure.

Yes, but is it deregulation?

Yct, most importantly. restructuring of neither whole­
sale nor retail electricity markets is accurately de-

scribed as dt>regu/arioll. Typically. restructuring is a
varied mix of increased use of markets combined with
continued regulation and public policy interventions. In
this respect, at least when electricity restructuring is
done well, it requires a set of policies that pleases nei­
ther the ideological left nor the right.

Restructuring also doesn't mean the same thing in the
wholesale market in the West as it does in the Mid­
Atlantic. It certainly doesn't mean the same thing in the
retail markets of Pennsylvania and California.

Electric restructuring done well requires smart rules
and an appropriate mix or balance of market forces Jnd
government oversight (see page It for the 11 Smart
Rules for Retail Electric Market Restructuring). En­
forcement of rules and government oversight arc vital
to successful restructuring.

Indeed, the electricity industry can't be deregulated.
Government has a vital and continuing role to play. Yet
wholesale and retail restructuring that mix market
competition and public policy can and are benefiting
consumers and clean energy technologies which are
vital for environ menta) protection.
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Key Findings
Key findings on price

• Contrary to conventional wisdom. retail market re­
structuring policies benefited residential and smaller
customers more than larger customers, although all
customer classes have generally received savings.

• Residential rates

- Rates for residential customers are the same or
down in constant dollars in all 22 rctail­
restructured states including DC, and are the
same or down even in nominal dollars in 16 of
them.

- Residential rates arc down in constant dollars in
27 and in nominal dollars in 2\ ofthc 24 non'
rctail restructured market states.

, Seven retail-restructured states have cut res i­
dential rates by 20% or more, while three non­
restructured states cut residential rates by that
much.

- In constant dollars, 10 states cut residential retail
rates by 20% or more. Of these. seven are retail­
restructured: Arizona. Connecticut. Delaware,
JJlinois, Maryland, New Jersey, and Ohio. By
comparison, three non-retail restructured states
cut rates by 20% or more: Kansas, Missouri, and
Nebraska. The retail-restructured state of Illinois
was the only state in. the nation to cut residential
rates by 30% or morc.

- The five worst performing states for residential
customers were Hawaii, Louisiana, Nevada.
Vermont, and Wisconsin. In these states res i­
dcntial rates either increased in constant dollars
or fell by 5.0% or less. Four of these states­
Hawaii, Louisiana, Vermont, and Wisconsin­
maintain traditional retail regulation and electric
generation monopolies.

• Commercial rates

- Rates for commercial customers are down in
constant do)]ars in J9 of the 22 retail restruc­
tured states including DC, and are down in
nominal dollars in J6.

- Commercial rates are the same or down in con­
stant dollars in 27 and in nominal dollars in 19
of the 29 non-retail restructured retail market
states.

- )n constant dollars, I t states cut commercia!
rates bv 20% or morc. Of these, four are non­
retail r~structuredand seven are retail restruc­
tured. The four non-retail restructured that cut
commercial rates by 20% or more are: Arkansas,
Kansas. Minnesota, and Missouri. The seven
retail restructured states to cut commercial rates
by 20'% or more are Arizona, Connecticut,
Delaware, Illinois, Maryland, New Jersey, and
the District of Colu mbia.

- Arkansas and Illinois again stand out as the only
states to cut commercial rates by 30% or more.

- The five worst performing. states for commercial
customers were California, Hawaii, Louisiana,
Maine, and Texas. In these five states, commer­
cial rates rose in constant dollars by 1% to 6uAI.
California, Maine. and Texas arc retail restruc­
tured.

• Industrial rates

- Rates for industrial customers arc down in con­
stant dollars in 16 of the 22 retail-restructured
states including DC. and down in nominal dol­
lars in eight states.

- Industrial rates arc the same or down in constant
dollars in 23 and in nominal dollars in 15 of the
29 non-retail restructured retail market states.

A total of four states cut industrial rates in con­
stant dollars by 20(~o or more: Alaska. Delaware,
Illinois, and North Dakota. Delaware and Illinois
are fetai I restructured.

- Delaware is the only state to cut industrial rates
by more than 30%, although Illinois by cuttin~

industrial rates by 29.8% came close to reducmg
rates for each of its customer classes by 30% or
more.

- The single biggest rate increase for any rate
class was 76.3% between 1996 and 2001 for in­
dustrial customers in non-retail restructured
Washington.

• Twenty states plus the District of Columbia earn an
A for reducing rates (measured in constant dollars)
by more than the national average for each of the
major customer classes: residential, commercial and
industrial. States deserving an A are Arizona. Arkan­
sas, Colorado, Connecticut. Delaware, Georgia, Illi­
nois, Indiana, Iowa, Kansas, Kentucky, Maryland,
Missouri, Nebraska. New Jersey, North Dakota,
Pennsylvania. Utah, Virginia. West Virginia, and the
District of Columbia.

• Six states earn a B for exceeding the national average
rate reduction for two ofthe three major customer
classes: Michigan, Mississippi, North Carolina. New
Mexico, South Dakota and Tennessee

• Eleven states earn a C for exceeding the national
average rate reduction for just one of the three major
customer classes: Alabama, Alaska, Florida. Massa­
chusetts. Minnesota, Nevada, New Hampshire, New
Yark, Ohio, South Carolina, and Wyoming.

• Twelve states cam a D for failing to reduce rates for
any rate class and for raising rates in constant dollar$
for one or two customer classes: California, Jdaho,
Louisiana, Maine, Montana, Oklahoma, Oregon,
Rhode Island, Texas, Vermont, Washington and
Wisconsin.

• One state, Hawall. carns an F for raising rates 1n

constant dollar terms for all customer classes.

• The best perfonning non-retail restructured state is
Missouri with residential rates down in constant
dollars by 24.0%, commercial rates down 22.8%1,
and industrial rates down t 7.2%.
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• The best performing retail-restructured state is ll\ i­
nois, with 2001 residential rates down in constant
dollars by 32.3%, commercial rates down 30.2%.
and industrial rates down 29.R%.

• The worst performing non-retail restructured state
cast of the Mississippi is Vermont. with residential
rates in constant dollars up 1.2(%, commercial rates
unchanged. and industrial rates down only I.X%.
Hawaii wins this dubious award in the truly far West
category.

• The worst performing retail-restructured state is
Cali1ornia. Ratcs are up for commercial and indus­
trial consumers alUl the lights went out 100 many
times to count in 200 I .

• Washington State wins the notorious Rate Gouger
award by raising industrial rates an incredible 76°AI.
Most of us can be thankful that we arcn't industrial
electricity customers in Washington.

Key findings on renewable energy

• States that have restructured their retail electricity
markets are leading the nation toward clean energy
technologies by creating large funds to support clean
energy projects and by requiring that an increasing
percentage of the electricity supplied to consumers
comes from renewable resources. such as wind or
solar.

• By contrast, very few non-retail restructured states
have created funds to support clean energy projects
or adopted requirements for increasing the percent­
age of electricity that must come from renewable re­
sources.

• Specifically, ]3 restructured states have created state
funds that will provide $3.4 b11lion through 2011 to
support the development of renewable energy and
energy conservation: California, Connecticut, Den­
ware, Illinois. Massachusetts, Montana, New Jersey,
New Mexico, New York. Ohio, Oregon. Pennsylva­
nia, and Rhode Island. California leads the nation in
funding clean energy technologies.

• Only two non-retail restructured states. Wisconsin
and Minnesota, have clean energy funds to support
clean energy projects.

• Nine restructured states have adopted full or partial
Renewable Energy Portfolio Standards that require
increasing percentages of electricity supplied within
the state to come from renewable sources: Arizona,
California, Connecticut, Maine. Massachusetts, Ne­
vada, New Jersey. Pennsylvania, and Texas. Texas
has the nation's most effective RPS, which produced
800 megawatts of wind energy in 200] alone.

• Only one non·retail restructured state has full or par­
tial Renewable Ener2Y Portfolio Standards - Wis­
consin requires that a modest 2.1°;;) of its electric
supply come from renewable resources by 2011.

• Four retail-restructured states earn an A for adopting
key renewable energy policies. California, Connecti­
cut, Massachusetts, and New Jersey all have both
large clean energy funds and significant RPS's. No
non-retail restructured states earned anA.

• Seven retail·restructurcd states earn a B for having a
large clean energy fund or a significant RPS: Illinois.
Maine. Nevada, New York, Ohio, Pennsylvania and
Texas. No non-retail restructured states earned a B.

• Eight states earn a C for having a modest RPS or
small clean energy fund: Arizona. Delaware, Minne­
sota, New Mexico, Montana, Oregon, Rhode Island,
and Wisconsin. Wisconsin and Minnesota are non­
rctail restructured states, the other six are retail-re­
structured.

• 31 states carn an F for having neither an RPS nor
clean energy funds to support financially renewable
energy development.

• 27 of 29 non-retail restructured states receive an F:
Alabama, Arkansas, Alaska, Colorado. Florida.
Georgia. Hawaii. Idaho, Indiana. Iowa. Kansas.
Kentucky. Louisiana, Mississippi, Missouri, Ne­
braska, North Carolina, North Dakota. Oklahoma,
South Carolina. South Dakota, Tennessee. Utah,
Vermont. Washington, West Virginia, and Wyo­
mmg.

• Four retail-restructured states earn an F: Maryland.
Michigan, New Hampshire, and Virginia.

Major Conclusions

J There is no national electricity crisis or broader
energy crisis as demonstrated by substantially d e­
clining power prices from 1996 - 2001.

J Electricity is becoming a bargain, as wholesale
electric market restructuring proceeds nationally
and retail electric restructuring continues in 20
states plus Washington. DC.

J Electricity rates for residential customers are down
in retail-restructured states by 15.9% versus I I .6%
in non-retail restructured states.

J Electricity rates for industria) customers are down
4.5% in retail-restructured states versus 4.8% in
non-retail restructured states.

./ Residential customers are receiving larger rate de­
creases than industrial customers from the comb i­
nation of wholesale and retail restructuring.

./ In several states such as Louisiana. Montana and
Washington, industrial customers have suffered
large rate increases.

,f Retail-restructuring states are leading the nation in
adopting key clean electricity policies like RPS's
and clean energy funds.

./ Electricity restructuring is producing major benefits
for most, ifnot all. consumers. as well as clean
electncity generation.

./ Neither wholesale nor retail restructuring is accu­
rately described as deregulation. Restructuring
typically means mixing increased competition in the
pricing ofelectricity with public policy protections
and continued government oversight ofma rkets.
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Methodology
This Report looks at electric rates for residential. com­
mercial, and industrial service charged in each state
from 19~6 to 2001. Additionally, the Report grades
each state on renewable energy policy and the envi­
ronment.

This Report also compares states that have restructured
their retail electric markets, allowing consumers to
choose a competitive electric supplier, to those states

that have not restructured their markets and continue to
have fully regulated retail monopoly electric utilities.
When making such cornparisons, readers should re­
member that to varying degrces wholesale markets in
all 50 states have been made more competitive as a
result of the Energy Policy Act of 1992 and Federal
Energy Regulatory Commission orders. With the pos­
sible exception of Hawaii, virtually no state has been
unaffected by wholesale and/or retail electricity re­
structuring.

Each state is placed into one of two categories - those
that have restructured their retail electric industry to

allow some or all of their electric customers to choose
a competitive supplier, and those that have not. The
Report uses information provided by Matthew Brown
of the National Council of State Legislators to classify
each state as restructured or non-restructured, with the
exception of California.

The National Council of State Legislators (NCSL)
classifies 21 states or jurisdictions as retail restruc­
tured: Arizona, Connecticut, Delaware, Illinois, Maine,
Maryland, Massachusetts, Michigan, Montana, Ne­
vada. New Hampshire, New Jersey, New Mexico, New
York, Ohio, Oregon, Pennsylvania, Rhode Island,
Texas, Virginia, plus Washington, D.C. Although Cali­
fornia repealed rctail choice in 200 I, the analysis in
this Report also classifies California as a retail­
restructured state, since for most of the study period it
was. With California placed in the restructured camp,
22 states or jurisdictions are counted as rctail­
restructured by this Reporc

Based on NCSL data and Matthew Brown's update,
this Report classifies 29 states as non-restructured:
Alabama. Alaska, Arkansas. Colorado, Georgia, Flor­
ida, Hawaii, Idaho. Indiana, Iowa, Kansas, Kentucky,
Louisiana, Minnesota, Missouri. Mississippi. Nebraska,
North Carolina, North Dakota, Oklahoma, South Caro­
lina, South Dakota, Tennessee, Utah, Vermont, Wash­
ington, West Virginia, Wisconsin. and Wyoming,

The study period begins in 1996 because that year saw
the first four states pass retail restructuring legislation
and begin the process of opening retail electricity mar­
kets to competition. while many other states were al;;o
moving in that direction.

The study uses an 1I .34~/() price inflator to convert all

prices into constant dollars and allow inflation-adjusted
comparisons of 1996 and 200 1 rates. The 11.34% in­
flator was calculated based on December-to-December
data for 1997 to 2001 collectcd by the US Department
of Labor, Bureau of Labor Statistics (wv·lw.bls.gov).

All electricity prices arc from the US Department of
Energy (DOE) and the Energy Information Admini­
stration. Go to W\Vw .cia.doc .gov or call Rodney Dunn
at 202-287-1676 for more information. The 2001 priccs
arc preliminary DOE data available from Stephen Scott
at 202-287- t 737 or www.eia.doe.gov/cncaficlcctricity/

com/eomt5Sp I.html.

The national average results were calculated by taking
each state's result and then computing an average for
the nation. An alternative method that weights the
amount of electricity used in each state produces simi­
lar but slightly different results. The alternative meth­
odology concludes that national rates fell for residential
customers by 15.4%, commercial customers by 12.~(YQ,

and industrial rates by 3.7%.

Each state is assigned a letter grade. An A is awarded
to states that reduced 2001 rates for each of the three
major customer classes at a rate faster than the national
average.

A B is given to states that reduced 2001 rates faster
than the national average for two of the three major
rate classes.

A C goes to states that reduced rates faster than the
national average for just one of the three major rate
classes.

A D is the gradc for states that failed to reduce rates for
any customer class faster than the national average and
increased rates in constant dollars between 1996 and
2001 for one or two major customer classes.

An F is the reward for raising rates in constant dollars
for all customer classes.

In terms of renewable energy, the Report focuses on
the two key policies states can adopt to promote its
development and use - Renewable Portfolio Stan­
dards (RPS), which require over time that a growing
percentage of electricity comes from renewable re­
sources, and the formation of clean energy funds ­
because those policies would decrease pollution and its
consequences created by the electricity industry.

Presently roughly 70% of all sulfur dioxide pollution,
30% of nitrogen oxide emissions, 30% of carbon di­
oxide pollution, and 18% of mercury contamination
come from the electricity industry. These emissions
cause acid rain, smog, global warming, habitat de­
struction, and human illness and death.

To track state action on RPS and clean energy technol­
ogy financing, the Report uses research done by Mark
Bollinger, et. aI., entitled States Emerge as Clean En­
ergy Investors: A Review qj'Stafe Support/or Rene \11>­

able Energy, published in the EJectrici~vJournal in
2001. as well as research done by the American Coun­
cil for an Energy Efficient Economy (www.aceee.org).

The Report assigns an A to those states that have
adopted a major RPS and created a major clean energy

fund; a B to those states that have adopted either a rm­
jor RPS or a large clean energy fund; a C to any state
that has either a incomplete RPS or a small clean en­
ergy fund~ and an F to any state that has neither. A
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large clean energy fund is defined as receiving annual
revenues of at least $10 million, while a small clean
energy fund is defined as annual revenues of less than
$' 0 mi\lion.

Examining rates and policies to promote renewable
energy in each state produces insights into how the

adoption or rejection of retail electricity restructuring: is
affecting consumers and the environment.

Analysis: Restructuring and
Consumers

States have been famously described as the laboratories
of democracy, where ideas and policies arc tested on a
smaller-than-national scale. In electricity policy. the
states arc playing this laboratory role in retail markets.
Since 191.)6, 22 states including the District of Colu m­
bia changed their laws to allow electric consumers the
legal right to choose a competitive electricity supplier.

Many states that ended retail generation monopolies
did so in response to the federal government's restruc­
turing of the nation's wholesale electricity markets,
which began in 1992 with the passage of the Energy
Policy Act (EPACT). EPACT restructured the whole­
sale electricity markets in virtually all util ity service
territories and in the wholesale electric markets that
serve all 50 states.

Since 1992, the specifics of whoJesaJe market restruc­
turing in the 50 states have been left to the Federal Fn­
ergy Regulatory Commission (FERC). Unfortunately,
until Chairperson Pat Wood's arrlval in June 2001,
FERC failed to standardize vital operational details of
wholesale energy markets. It also too often acted as
though its mission was to deregulate but to leave elec­
tric monopolies intact, instead of overseeing the crea­
tion and operation of genuinely competitive wholesale
markets. Since 2001, FERC has begun to undo earlier
serious policy errOfS.

No one, however, disputes that in the decade since
EPACT's passage, the electric industry underwent
revolutionary change, driven mainly by wholesale
market reforms and the prospect ofallowing retail con­
sumers to choose their electricity suppliers.

The debacle in California followed by the Enron scan­
dal, however, stopped further movement toward al­
lowing retail consumers to choose competitive suppli­
ers and effectively caused California to repeal its con­
sumers' right to choose their electricity providers. At
this point, 29 states'continue traditional retail regula­
tion of electricity utilities' monopolies. No state regu­
lates wholesale markets.

Ten )'cars after LPACT and [in; yCi:1l::-> "llt:l It:tail d~c­

tricity restructuring began is a good time to see how
wholesale restructuring in all 50 states and the decision
to restructure or not to restructure retail markets affects
consumers and clean energy policie~ and alternatives.

This Report looks at residential, commercial, and in­
dustrial rates in all 50 states. Its basic conclusions that

electricity prices arc generally going down for a1l cm,­
tomers, and more so for residential than indu$trial CllS­

tomers. will surprise somc. Plainly, the combination of
even imperfect wholesale restructuring in SO states and
retail restructuring in 22 state~ is producing lower
electricity prices for most consumers. Restructuring is
much more a success than a failufe. Indeed, electriciTy
is hecoming u /wrgain and its decreasing cost stands in
sharp contrasl to waler rates, cable TV rates, prescrip­
tion drugs, college tuition and other items important to
consumers.

Electricity prices strong(l' indicate that Iilere is I/O cur­
rent dec/ricit)" crisis or broader cnergl' crisi,'I'.

But while consumers continue to benefit from lower
electricity prices, the electric industry causes huge
amounts of environmental damage as a result of the
pollution it pumps into the air, land, and water when
burning fossil fuels to make electricity. This pollution
contributes to documented public health and environ­
mental crises like smog. acid rain. toxic pollution, and
global warming.

This Report finds that overwhelmingly it is those states
that have restructured their retail markets that also
have adopted important public policies to promote the
electric indusfI)"s transition.kom traditional reliance
011 coal alld l1uclear energv to clean energy altern (1­

tives like wind, geuthermal. and sular energy,

By contrast, only two of 29 states that continue tradi­
tional regulation of electric generation monopolies
have enacted Renewable Energy Portfolio Standards or
created clean energy funds to advance the commer­
cialization of renewable energy technologies.

Another major conclusion is that, taken together, those
states that have restructured their retail electriciZv in­
dustry have peliormedfor consumers as well as or
better thall those states that have continued traditional
retail regula/ion and maintained mOllopolies.

Seven retail-restructured states have cut residential
rates by 20% or more, while three non-restructured
states cut residential rates by that much. The retail re­
structured state of Illinois was the only state in the na­
tion to cut residential rates by 30% or more.

Perhaps most surprising to some, this Report docu­
ments the finding that in retail restructured states, resi­
dential consumers have benefited most, more so than
commercial and industrial customers. All 2 { restruc­
tured states plus the District (~(Columbia in 2001 had
residential rates measured in constant dollars that
were helow 1996 levels. Moreover, residential consum­
ers enjoyed rate reductions that were nearly three times
larger than those received by industrial consumers.

Best states for electric cOII:::,un It:;: I:::'

By far and away the best state for consumers was JJJj­
nois. Residential rates declined by 32.3\%, commercial
rates by 30.2%, and industrial rates by 29.8%. A truly

remarkable perfomlance.

As a group, the retail restructured states of the Mid­
Atlantic region also did very well. Rates in Delaware,
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Maryh.md, New Jersey, Pennsylvania, and Washington
DC are all down sharply. Lower rates in this region
reflect the nation's best and most competitive whole­
sale electricity market known as PJM and state retail
restructuring policies.

The PJM spot market since 1999 has cleared at about 3
cenls per kilowatt-hour. One-year wholesale forward
contracts have fluctuatcd during that period between
roughly 2.X cents and 5.0 cents per kilowatt-hour
within PJM, with recent prices at the low end of the
range.

By comparison, in 1996, the unbundled generation
portion of the regulated residential rate charned by
Pennsylvania utilities ranged from about 3.S

e

cents to
8.5 cents per kilowatt-hour. In PJM. market prices have
usually been well below 1996 regulated generation
rates.

But lower prices within PJM have not come at the cost
of decreased reliability. PJM met record demand for
electricity in both J999 and 200 I. Thc breakdown rate
ofPJM power plants decreased 50% from 1996 to
200 I, as owners faced lost revenue if plants could not
operate.

For these impressive reasons, PJM has in many ways
become a model for FERC and the nation.

Other states that had strong consumer performance
include Kansas and Missouri, both ofwhich provided
large rate reductions to all three customer classes. Both
arc non-retail restructured states.

Worst states for electric consumers

Louisiana and Washington win our award for worst
performing non-retail restructured states. Washington
raised industrial rates an incredible 76.3%. Louisiana
raised industrial and commercial rates and nearly raised
residential rates. We'll let Hawaii off the hook because,
well, it's Hawaii. But it should do better.

Other poorly performing non-retail restructured states
east of the Mississippi for consumers are Wisconsin
and Ve rmont.

Maine was the worst performing retail-restructured
state east ofthe Mississippi. From 1996 to 2001, Maine
raised its commercial rates in constant dollars by 3.1%
and industrial rates by 20.4(%.

The picture. however, was no prettier in retail­
restructured California. where industrial rates are up in
constant dollars by 6.8% and commercial rates by
0.4%. At least for higher real rates. California could
have kept the lights on. Jt wins the award for the worst
performing retail-restructured state for consumers.

The single biggest rate increase for any rate class was
Ib.j(~il between 1996 and 200 { for industrial customers
in non-retail restructured Washington.

Analysis: Restructuring and
Renewable Energy

The decision to restructure or not to restructure should
be judged by factors other than rates paid by consum­
ers. since the electric industry so significantly affects
human health and the environment.

Nationally, 55 l Yo afelectricity comes from coal-fired
plants and 20% fi'om nuclear plants that are running out
of on-site storage space for their highly toxic nuclear
waste. Renewable sources of electricity other than
large-scale hydroelectric facilities gencrate roughly 2°A,
of the nation's electricity. Unfortunately, the environ­
mental impact of the electric industry's hcavy reliance
on burning coal - in often old plants that don't have
modem pollution control technologies~ has been
hugely negative and much bigger than its approxi­
mately 2% share of the gross national product would
indicate.

Traditional electric regulation and electric monopolies
have created today's reality, where the electric industry
produces about 70% of all sulfur dioxide pollution,
30% of carbon dioxide, 30% of nitrogen oxide and
18% of mercury emissions. The industry also pumps
into the air large amounts of particulate matter -- or
microscopic dirt - that is a major cause of human ill­
ness.

Pollution from the electric industry is a leading cause
of smog that sickens and kills humans, acid rain that is
damaging forests and streams, toxic poBution that is
contaminating the food chain, and global warming.

Cleaning the electric industry is a big task and requires
leadership from the industry as well as the federal and
state governments. A key to this clean up is to substan­
tially increase the amount of electricity generated by
non-polluting, renewable energy power plants. Each
state can influence the transition to renewable energy
by adopting or failing to implement policies that bene­
fit renewable energy.

While states can do a range ofthings to promote re­
newable energy. such as purchasing renewable energy
for state facilities or creating green power pricing pro­
grams for consumers, the best policies to foster renew­
able energy are Renewable Energy Portfolio Standards
and clean energy funds. An RPS requires that over time
an increasing amount of a state's electricity supply
comes from renewable resources. Clean energy funds
are pools of money, usually raised by a small charge on
transmission or distribution, that financially support
renewable energy development.

Retail-restructuring states lead on renewable en­
ergy policy

Through clean energy funds and RPS requirements,

retail-restructured statcs- far more so than states
without retail restructuring- are providing dollars and
support for moving the electric industry toward renew­
able energy. Only two of 29 non-retail restructured
states have an RPS or clean energy fund, while 17 of
21 restructured states have implemented either a RPS
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or a clean energy fund or both. To date. retail restruc­
turing boo~ts renewable energy, while the decision not
to restructure means no RPS or clean energy fund.

Specifically. /3 restrucwred states !lave created state
dean f!llergr{imds that will provide $3.4 billion (~l

lunding through ]0 JJ to support the development of
renewable energy and energy conservation. They are
California, Connecticut. Delaware, Illinois, Massachu­
setts. Montana, New Jersey. New Mexico, New York,
Ohio, Oregon, Pennsylvania. and Rhode Island. Cali­
fornia leads the nation on providing financial support
for the commercialization of clean energy alternative
technologies.

Nine restructured states have adopted full or partial
Renewable Energy Portfol io Standards that require
incrcClsing percentages of electricity supplied within
the state come from renewable energy power plants:
Arizona, California, Connecticllt, Maine, Massachu­
setts. Nevada, New Jersey, Texas, and Pennsylvania,
although Pennsylvania's RPS is limited to competitive
default supply service in four utility service territories.

California. Connecticut, Massachusetts and New Jers~l'

stand out for their leadership by adopting both sub­
stantial RPS requirements and dean energy funds.

Unfortunately, just two non-retail restructured states.
Wisconsin and Minnesota. have clean energy funds to
support renewable energy and only one oon­
restructured state. Wisconsin, has a modest RPS.

We challenge the non-retail restructured states to adopt
clean energy funds and Renewable Portfolio Standards.

Lessons Learned
After a year or more of stories about California and the
Eoron debacles. the emerging conventional wisdom
tells us that wholesale and retail electricity restructur­
ing (usually incorrectly labeled deregulation) are hurt­
ing consumers and promoting the traditional reliance
on coal and nuclear power. Conventional wisdom also
maintains that electric restructuring, if it were to bene­
fit any group, would benefit industrial and not residen­
tial customers.

But the numbers in this Report tell a different story. In
fact, so far, the very imperfect and incomplete whole­
sale market restructuring in all 50 stales and the retail
restructuring in 21 states plus the District of Columbia,
are benefiting all consumers generally, but residential
consumers most of all.

Importantly, this Report also finds that retail­
restructuring states are overwhelmingly the ones that
have adopted one or both of the two key policies -~­

RP,,',,- :.lnd C'!",an energy fund~ that best assist re-

newable energy development. Non-retail restructured
states are laggards on implementing these vital renew­
able energy policies.

Moreover, in the last 10 years, coal and nuclear plants
have captured virtually none of the new generation
market. Instead, efficient natural gas plants with rno d­
ern pollution control technology are dominating the

new generation market. Also, in 200 I wind energy had
its strongest year ever, with more than 1.700 mcga~

watts of new wind power built. About half of this total
was built in Texas and resulted from Texas' best-in­
the-nation RPS.

Six top questions

• why have most retail-restructured states reduced
consumer rates, while a few like California produced
rate increases mainly for industrial customers?

• why have nearly all retail-restructured states
launched important clean energy policies?

• why have only Minnesota and Wisconsin out of 29
non-retail restructured states authorized RPS's or
clean energy funds?

• why have industrial customers in some states seen
rates increase sharply?

• why are residential customers benefiting most from
the combination of wholesale and retail restructur­
ing?

• what trends are emerging that will affect how con­
sumers in restructured and non-restructured states
wlll fare in 2002 and beyond?

Answers to these questions vary by state and by region.
But some broad general trends hold. Traditional regu­
lation of investor-owned electric monopolies is a diffi­
cult task, and few states have done it well for long pe­
riods of time. In many states, large utilities arc highly
influential in the selection of regulators and the inde­
pendence of regulatory bodies is never guaranteed.

Even when done by independent, objective regulators,
the regulatory enterprise is complex, requiring massive
amount.s of information that is not completely avail­
able, expertise in many areas like engineering. ac­
counting, finance, and law, as well as the judgment of
Solomon. For these reasons, regulation has often re­
sulted in massively bad decisions, like requiring con­
sumers to pay billions of dollars for horribly uneco­
nomic nuclear plants -which would never have been
financed without captured customers and regulatory
orders requiring large rate hikes.

It's often thought that regulators protect residential
customers, since they are the voters. But in fact, under
regulation, industrial customers have often used the
threat of self-generation or leaving a service territory to
leverage favorable rates. They benefited from a type of
competition before restructuring began. As a result, it's
not surprising to us that industria' customers have seen
lower rate reductions nearly everywhere and even in­
creased rates in a number of states. Nor is it surprising
to see that residential customers in non-retail restruc­
tured states have done less well than those in retail­
re:->trUl,;lureLl Slalt:s. Residemial cusLUmers in non-retail

restructured states still have no leverage and must rely
on the independence and knowledge of regulatory
bodies.

Instead of favoring industrial customers, wholesale and
retail restructuring has most benefited residential cus­
tomers. [n retail competition states, the restructuring
process has created leverage for residential customers,
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which has leu to rate cuts and caps and other benefits
for low~incomc consumers. For example, 80,000 poor
households in the PEeO service territory in Pennsylva­
nia have had their total rates cut by up to 50%) since
1944 as a result of restructuring.

It's also not surprising to see that states maintaining
traditional regulation have almost universally failed to
adopt Renewable Portfolio Standards or clean energy
funds. Most public utility regulatory bodies have eco­
nomic and not environmental missions, or they choose
to define their work in that way. Consequently, non­
restructured states typically lag behind on renewable
energy policy.

Restructuring, however. creates a moment where eve­
rything is under review and on the table. Environ­
mental advocates in most restructuring states have used
the restructuring opportunity to push a fundamental
change in mission so that now most restructuring states
arc promoting renewable energy through public policy.

During the transition to competition, restructuring
states also seek to protect the financial stability ofthcir
local utilities, benefit consumers, and develop a com­
petitive retail market. There is some tcnsion between
these goals, and states have pursued them with three
basic policies that vary importantly in the details.
These policies mix market forces and public policy in
different ways.

Protecting the financial stability of local utilities

To protect the financial stability of utilities. restructur~
ing states have nearly without exception authorized so­
called stranded cost charges paid to utilities by con­
sumers who both switch to a new company and by
those that don't. The stranded cost charge is typically
between 0.5 cents and 5.0 cents per kilowatt-hour. It
should represent the portion of the regulated rate that is
above the competitive price of electricity and reflect
the amount of generation investment made under tradi­
tional regulation that lower competitive prices would
not support.

Revenues raised by the stranded cost charge go to
utilities to pay off their uneconomic or non-competitive
investments in generation made prior to restructuring.
It's important to understand that the stranded cost
charge is always a portion of the old regulated fate and
that it is added to the competitive price of energy. Its
addition to the competitive price of ekctricity makes it
difficult for competitive suppliers to deliver savings to
consumers and hinders retail competitive markets.
Stranded cost charges conceal from consumers what
are in most cases much lower market prices.

Benefiting consumers
To hpnefit con~lHllerf:while ~tranded cor:tG are being

paid to utilities, restructuring states have capped rates
for the generation portion of the bill and sometimes the
transmission and distribution segments of the regulated
rate. They have also implemented temporary and
sometimes multi-year rate cuts in order to ensure that a
portion of the savings from competition reaches con­
sumers.

Developing a competitive retail market

To commence a transition to a competitive retail mar­
ket, each state has established a target price that con~
pctitors must beat that is variously called the price to
compare, the deflwlt rate, or prict' to beat. These target
prices that competitors must beat have always been
much lower than what the monopoly utility charged for
generation service during regulation and prior to com­
petition.

In many cases, target prices have been set at levels ri­
diculously below the historic. regulated utility rate for
generation. For example, California set a target pric.e
for retail competitors that was basically equal to the
wholesale pricc of electricity (which was very low until
the summer of 20(0). and about 5 cents below what
California's investor-owned utilities were charging
residential consumers for generation under traditional
regulation.

These low target prices plus the addition of stranded
cost charges to the competitive price of electricity
means that many states have made it impossible for
competitors to offer savings to retail customers. even
though the competitive price of electricity is often well
below the regulated generation rate.

Finding the right mixture

Successful restructuring states arc succeeding because
they have found the right mixture of stranded cost
charges, rate cuts and caps, and target prices for com­
petitors. Successful restructuring states have also nor­
mally had the benefit of a reasonably competitive
wholesale market.

The Mid-Atlantic states of New Jersey, Maryland,
Pennsylvania, and Delaware, plus the District of Co­
lumbia owe a major portion of their restructuring suc­
cess to the good but not perfect work of the PJM inde­
pendent system operator, which operates the largest
and best wholesale market in America. The competi­
tive wholesale market in PJM has produced spot en­
ergy prices that have averaged approximately 3 cents
per kilowatt-hour for three years. The spot energy price
has been as much as 5 cents less than the up-to~8 cents
regulated utilities charged residential consumers just
tor generation prior to restructuring. Within P1M, rna r­
ket prices have generally been less than the established
rate caps.

In sharp contrast to the well-functioning PJM and the
New England Power Pool, failed wholesale markets in
California and many western states have meant that
retail consumers in most retail-restructured and non­
retail restructured states of the West have faced sharply
higher retail rates. This wholesale market failure led to
a breaking of the rate caps by California and much
higher rates that devoured most of the earlier rate cuts.
In non-retail restructured Idaho and Washington, retail
consumers saw rates explode too, by as much as 76%
for the industrial consumers of Washington.

The West's wholesale market failure is rooted in Cai­
fomia's policy of mandatory divestiture of power
plants and the mandatory sale and purchase of all en-

9



ergy from spot markets. Layered on those epic errors
were disastrous stranded cost recovery policies and
target prices for retail competitors that were designed
to keep out competitors and to speed up payment of
billions of dollars in stranded costs to California's HU­

jar utilities. The final blows were fai lure to create de­
manu-side infrastructure to enable consumcrs to benefit
from high wholesale prices by reducing energy usage,
and broad resistance throughout western states to a
regional independent system operator to oversee the
regional wholesale market.

The huge damage done by these policy errors was
magnified by drought conditions that reduced hydroe­
lectric production, market manipulation by unscrupu­
lous traders. and craven regulatory reaction by the Fed­
eral Energy Regulatory Commission prior to June of
2001 , when it was liberated by new leadership.

In 2002. trends are beginning to emerge that suggest
that consumers in retail-restructuring statcs may further
benefit. For example, largc stranded cost charges arc
beginning to expire. In the Duquesne Electric service
territory, serving the Pittsburgh area in Pennsylvania.
the removal of stranded cost charges led to a total res i­
dential rate cut of 16% and return~d electric rates to the
early days of the Reagan presidency, when a stamp
cost 20 cents and the minimum wage was $3.35.
Wholesale electr1c prices have sharply declined and
restructured states are often in a good position to
quickly pass these price declines through to rctail cus~
tomers, as demonstrated by the recent I5% rate cuts
announced by two major Massachusetts utilities.

How Does Pennsylvania Rank?

• Earns an A for reducing rates for each customer class
by more than the national average ratc. Residential
rates are down in constant dollars by 20%: commer­
cia] rates are down by ] 6%; and industrial rates by
17%.

• Reduced 2001 rates below 1990 levels for all cus­
tomer classes in both constant and non-inflation ad­
justed dollars.

• The average Pennsylvania residential rate in 2001
was 8.7 cents pcr kilowatt-hour and would have been
JO.R cents had 1996 rates increased at the ratc of in­
flation.

• The average Pennsylvania commercial rate in 2001
was 7.8 cents per kilowatt-hour and would have been
9.3 cents had 1996 rates increased at the rale of in­
flation.

• The average Pennsylvania industrial rate in 200 I was
5.5 cents per kilowatt-hour and would have been 6.6
cents had 1996 ratcs increased at the rate of inflation.

• Pennsylvania's average industrial ratc was 1.33 cents
above the national average in 1996. ]n 200]. Penn­
sylvania average industrial rate was just 0.56 cents
above the national average. The average rate for each
customer class in 200J has declined and moved
much closer to national averages. Pennsylvania's
electricity rates arc becoming more competitive with
other states.

• Pennsylvania earns a B on renewable energy policy
for creating clean energy funds during restructuring.
These funds should be lncreased.

• Pennsylvania has a very limited Renewable Portfolio
requirement that should be expanded. Only the com­
petitive default supply program includes an RPS. and
that program is only operating partially within the
PEeO service territory, although it is authorized for
the PPL. Allegheny, and First Energy/GPU service
territories.

In the End

Electricity restructuring will be an ever-evolving proc­
ess in the US. But evidence and not hype shows that it
should and can continue, and that making electricity
cleaner. more efficient, and more affordable is not only
plainly possible, but in every consumer's best interest.
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11 Sman Rules for Retail Electric Market Restructuring

1. A wholesale electricity market serving a state must
be of sufficient size and operate in accordance
with standard market design to create conditions
for genuine wholesale competition, prior to retail
restructuring.

2. A wholesale electr;city market must be operated
by a genuinely independent organization that is
charged with maintaining reliability and ensuring
workably competitive markets.

3. There must be robust market monitoring of elec­
tricity markets to identify and prevent market rm­
nipulation, conducted by the independent organi­
zation operating regional wholesale markets as
well as state and federal regulatory agencies. Pen­
alties for market manipulation should be large and
serve as real deterrents.

4. States making the transition to competitive retail
electricity markets should not rush into it. An ef­
fective transition period takes about 1() years.

5. During the transition period. all retail consumers
should have meters upgraded and appliance con­
trol devices installed that allow them to voluntarily
change their demand for electricity in response to
different prices of electricity based on time ofday
and season. States should have demand-response
programs that have 5% to 10% of consumers re­
sponding to price in real time.

6. Stranded cost recovery may be necessary to protect
the financial stability of utilities but it should be
recovered in a manner that minimizes negative

impact on retail market development. Consistent
with the financial stability of the utility, the transi­
tion default rate or price to compare should be set
as close as possible to the utility's historic or em­
bedded regulated generation ratc.

7. Budgets for programs that ensure low-income
households access to electricity and deliver energy
conservation should be maintained or increased
during thc transition. Benefits of energy conserva­
tion programs include protection ofrehability. re­
duction of peak demand and prices, and lower
over-all prices.

8. Each state should create alternative energy funds
to increase the supply of renewable energy gener­
ated from the wind, biomass, geothemlal, low­
impact hydro, and solar.

9. Each state should adopt a Renewable Energy Port­
folio Standard designed to require that 10% of a
state's electricity supply comes from clean. renew­
able energy sources within 10 years.

lO. Each state should ensure that interconnection and
net metering policies promote clean distributed
power sources or personal power units. like fuel
cells or solar, that can be installed at a customer's
premises.

II. States must carefully consider policies requiring
divestiture of generation and must ensure that
electricity supply can be contracted for short and
long periods.

11



State Grades on Consumer Rates for Electricity

State Grade RestnU:1Ured? Sttlle Grtlde Restrllctl,red?

Alabama C N Montana D Y

Alaska C N Nebraska A N

Arizona A y Nevada C y

Arkansas A N New Hampshire C y

California 0 y New Jersey A Y

Colorado A N New Mexico B Y

Ie . A Y New York C YonnectJcut

Delaware A y North Carolina B N
District of

A y North Dakota A NColumbia

Florida C N Ohio C Y

Georgia A N Oklahoma D N

Hawaii F N Oregon D Y

Idaho D N Pennsylvania A Y

Illinois A y Rhode Island D Y

Indiana A N South Carolina C N

Iowa A N South Dakota B N

Kansas A N Tennessee B N

Kentucky A N Texas D y

Louisiana D N Utah A N

Maine D Y Vermont D N

Maryland A Y Virginia A Y

Massachusetts C y Washington D N

Michigan B y West Virginia A N

Minnesota C N Wisconsin D N

Mississippi B N Wyoming C N
Missouri

A N
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State Grades on Environmental Policies on Electricity

State Grade RestJ'uctured? State Grade Restructured?

Alabama F N Montana C y

Alaska F N Nebraska F N

Arizona C y Nevada B Y

Arkansas F N New Hampshire F Y

California A Y New Jersey A Y

Colorado F N New Mexico C Y

Connecticut A Y New York B Y

Delaware C Y North Carolina F N

Florida F N North Dakota F N

Georgia F N Ohio B y

Hawaii F N Oklahoma F N

Idaho F N Oregon C y

Illinois B y Pennsylvania B Y

Indiana F N Rhode Island C Y

Iowa F N South Carolina F N

Kansas F N South Dakota F N

Kentucky F N Tennessee F N

Louisiana F N Texas B y

Maine B Y Utah F N

Maryland F y Vermont F N

Massachusetts A Y Virginia F Y

Michigan F Y Washington F N

Minnesota C N West Virginia F N

Mississippi F N Wisconsin C N

Missouri
F N Wyoming F N
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Estimated U.S. Electric Average Rates per Kilowatt-hour to
Ultimate Consumers * in cents

Rate Chart 1
1996 Inflation Adjusted

RESIDENTIAL COMMERCIAL INDUSTRIAL
1996 2001 % 1996 2001 0/0 1996 2001 0/0

New England:

Connecticut 13.4 10.5 -21.8 11.5 9.0 -21.5 R.8 7.6 -13.3

Maine 14.0 12.8 -8.7 11.5 I L9 3.1 7.0 7.0 0.0

Massachusctts 12.5 11.X -5.9 Il.l 9.7 -12.5 9.4 8.7 -7.4

New Hampshire 15.0 13.3 -11.2 12.ft 11.0 -12.8 10.2 9.3 -8.9

Rhode Island 13.2 12.0 -8.9 11.3 10.2 -9.8 9.5 9.2 -3.0

Vermont 12.3 12.4 1.2 11.3 11.3 OJ) 8.5 ~t3 -1.8

Mid-Atlantic:

Delaware 10.0 7.7 -23.0 7.8 6.1 -21.8 5.2 3.0 -42.5

District of Colu mbi3 8.7 7.2 -16.9 8.2 6.5 -21.2 4.9 4.3 -11.5

Maryland 9.2 6.8 -26.2 7.6 5.6 -26.5 4.6 4.2 -9.2

New Jersey 13.4 9.6 -28.2 11.5 8.8 -23.5 9.1 8.1 -10.8

New York 15.7 13.8 -11.8 13.5 12.0 -10.9 6.3 5.1 -18.6

Pennsylvania 10.8 8.7 -]9.8 9.3 7.8 -16.1 6.6 5.5 -16.8

South Atlantic:

Florida 8.9 8.2 -7.9 7.4 6.9 -6.6 5.7 5.2 -8.7

Georgia 8.5 7.1 -16.9 8.0 6.4 -19.9 4.8 4.2 -12.2

North Carolina 9.0 7.7 -14.2 7.1 6.3 -11.6 5.3 4.6 -13.9

South Carolina S.4 7.5 -10.3 7.1 6.6 -7.2 4.3 4.0 -7.8

Virginia 8.5 6.<.) -18.6 6.6 5.6 -15.0 4.4 4.1 -7.8

West Virginia 7.1 5.9 -17.0 6.4 5.3 -16.7 4.4 3.5 -19.7

East North
Central:

Illinois 11.5 7.8 -32.3 8.9 6.2 -30.2 5.8 4.1 -29.8

lndiana 7.5 6.3 -16.5 6.6 5.6 -15.4 4.4 3.8 -13.3

Michigan 9.4 8.2 -13.2 8.9 7.6 -14.1 5.7 5.2 -8.2

Ohio 9.6 7.6 -20.7 8.6 7.5 -12.7 4.7 4.6 -2.0

Wisconsin 7.7 7.6 -0.9 6.3 6.1 -3.7 4.1 4.2 2.9

West North
Central:

Iowa 9.1 7.7 -15.4 7.3 6.3 -13.5 4.4 3.8 -12.8

Kansas 8.8 7.0 -20.1 7.4 5.9 -20.7 5.2 4.6 -12.2

Minnesota 79 7 I -10.7 ()R ~ :> .2.1.0 4.7 4.7 0.0

Missouri 7.9 6.0 -24.0 6.7 5.2 -22.8 4.9 4.1 -17.2

Nebraska 7.0 5.5 -21.6 6.1 5.0 -18.3 4.1 3.6 -12.2

North Dakota 6.9 5.8 -15.9 6.8 5.5 -18.7 4.9 3.8 -23.2

South Dakota 7.8 6.8 -12.9 7.3 6.1 -16.7 5.0 4.3 -13.3
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Estimated U.S. Electric Average Rates per Kilowatt-hour to
Ultimate consumers * in cents

Rate Chart 1
1996 Illflatitm Adjll.'\ted

RESIDENTIAL COMMERCIAL INDlJSTRIAL
1996 200] 6/0 1996 2001 (1/0 1996 2601 °/0

East South
Central:

Alabama 7.4 6.5 -12.1 7.2 6.4 - t 1.5 4.3 3.~ -12.6

Kentucky 6.2 5.2 -16.0 5.8 5.0 -13.6 3.3 3.0 -7.8

Mississippi 7.8 6.6 -15.9 7.9 6.8 -14.0 4.9 4.4 -10.5

Tennessee 6.6 6.2 -5.4 7.4 6.2 -16.2 5.0 4.4 -12.7

West South
Central:

Arkansas 8.7 7.0 -19.2 7.5 5.0 -33.5 5.0 4.3 -13.7

Louisiana 8.4 8.2 -2.6 7.9 8.4 5.8 4.8 6.5 35.0

Oklahoma 7.5 6.6 -1l.8 6.5 6.2 -4.1 4.2 4.8 13.9

Texas :S.? 7.8 -10.0 7.5 7.7 2.9 4.5 5.1 1.3.5

Mountain:

Arizona 10.0 7.1 -28.8 t<.9 6.8 -23.5 5.8 4.9 -15.3

Colorado 8.3 7.0 -16.2 6.6 5.4 -18.3 4.8 4.2 -13.4

Idaho 5.9 5.4 -8.3 4.7 4.5 -5.2 3.0 3.4 13.8

Montana 6.9 6.4 -7.7 6.1 5.7 -7.2 3.7 5.1 38.6

Nevada 7.7 7.7 0.0 7.4 7.3 -0.9 5.5 4.9 -10.3

New Mexico 10.0 8.2 -17.6 8.8 7.2 -18.6 4.8 6.0 23.7

Utah 7.8 6.6 -14.9 6.6 5.3 -19.4 4.\ 3.5 -15.1

Wyoming 6.8 6.0 -12.2 5.7 5.1 -9.9 3.8 3.4 -1] .6

Pacific Contiguous:

California 12.6 1l.2 -11.3 11.0 11.0 0.4 7J~ 8.3 6.8

Oregon 6.3 5.9 -7.0 5.7 5.2 -9.4 3.8 4.3 13.1

Washington 5.6 5.4 -3.7 5.4 5.4 0.0 3.2 5.6 76.3

Pacific
Nonconti2UOUs:

Alaska 12.7 11.3 -10.8 10.7 9.7 -9.2 9.4 7.2 -23.7

Hawaii 15.9 16.6 4.4 14.5 15.1 4.3 11.2 11.7 4.6

Data retrieved from the Energy Information Administration/Electric Sales and Revenue Publications for \996, 1998, 2000 &
2001.
Data available atwww.cia.doe.gov or by calling Rodney Dunn, Survey Manager at (202) 287-1676.
Table prepared by Citizens for Pennsylvania's f'uture, 610 N. Third St., Harrisburg, PA 17\ 0\ ph. (7\7) 214-7920.
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Estimated U.S. Electric Average Rates per Kilowatt-hour to
Ultimate Consumers * in cents

Rate Chart 2
Not Adjustedfor Inflation

INDUSTRIALCOMMERCIALRESIDENTIAL J

1996 2001 9/0 1996 2001 ~% 1996 2001 °11)

New England:

Connecticut 12.0 10.5 -12.5 10.3 9.0 -12.6 7.9 7.6 -3.8

Maine 12.6 J2.~ 1.6 10.4 11.9 14.4 6.3 8.4 33.3

Massachusetts 11.3 11.8 4.4 9.9 9.7 -2.0 8.4 8.7 3.6

New Hampshire 13.4 13.3 -0.7 n.3 , \.0 -2.7 9.2 9.3 1.1

Rhode Island 1LX 12.0 1.7 ) 0.1 10.2 1.0 R.S 9.2 8.2

Vermont ) 1.0 12.4 12.7 10.1 11.3 11.9 7.6 8.3 9.2

Mid-Atlantic:

Delaware 9.0 7.7 -14.4 7.0 6.1 -12.9 4.7 3.0 -36.2

District of Colu mbia 7.X 7.2 -7.7 7.4 6.5 -12.2 4.4 4.3 -2.3

Maryland 8.3 6.8 -18.1 6.8 5.6 -17.6 4.2 4.2 0.0

New Jersey 12.0 9.6 -20.0 10.3 8.8 -14.6 8.2 8.1 -1.2

New York 14.0 13.8 -1.4 12.1 12.0 -0.8 5.6 5. , -8.9

Pennsylvania 9.7 8.7 -10.3 8.3 7.8 -6.0 5.9 5.5 -6.8

South Atlantic:

Florida 8.0 8.2 2.5 6.6 6.9 4.5 5.1 5.2 2.0

Georgia 7.7 7.1 -7.8 7.2 6.4 -11.1 4.3 4.2 -2.3

North Carolina 8.0 7.7 -3.8 6.4 6.3 -1.6 4.8 4.6 -4.2

South Carolina 7.5 7.5 0.0 6.4 6.6 3.1 3.9 4.0 2.6

Virginia 7.6 6.9 -9.2 5.9 5.6 -5.1 4.0 4.1 2.5

West Virginia 6.4 5.9 -7.8 5.7 5.3 -7.0 3.9 3.5 -10.3

East North
Central:

Illinois JOJ 7.8 -24.3 8.0 6.2 -22.5 5.2 4.f -21.2

Indiana 6.8 6.3 -7.4 5.9 5.6 -5.1 3.9 3.8 -2.6

Michigan 8.5 8.2 -3.5 7.9 7.6 -3.8 5.1 5.2 2.0

Ohio 8.6 7.6 -11.6 7.7 7.5 -2.6 4.2 4.6 9.5

Wisconsin 6.9 7.6 10.1 5.7 6.1 7.0 3.7 4.2 13.5

West North
Central:

Iowa 8.2 7.7 -6.1 6.5 6.3 -3.1 3.9 3.8 -2.6

Kansas 7.9 7.0 -11.4 6.7 5.9 -11.9 4.7 4.6 -2.1

Minnesota 7.1 7.1 0.0 6.1 5.2 -14.8 4.3 4.7 9.3

Missouri 7.1 6.0 -15.5 6.0 5.2 -13.3 4.4 4.1 -6.8

Nebraska 6.3 5.5 -12.7 5.5 5.0 -9.1 3.7 3.6 -2.7

North Dakota 6.2 5.8 -6.5 6.1 5.5 -9.8 4.4 3.8 -13.6

South Dakota 7.0 6.8 -2.9 6.6 6.1 -7.6 4.5 4.3 -4.4
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Estimated U.S. Electric Average Rates per Kilowatt-hour to
Ultimate Consumers * in cents

Rate Chan]
Ni}! AdjustedffJr Jllflatilm

RESIDENTIAL COMMERCIAL INDUSTRIAL
1996 200J % 1996 2001 %, 1996 2001 6/0

East South
Central:

Alabama 6.h 6.4 -3.0 6.5 6.5 0.0 3.9 4.0 2.6

Kentucky 5.6 5.1 -8.9 5.2 4.7 -9.4 2.9 3.0 2.7

Mississippi 7.0 6.5 -7.1 7.1 6.9 -2.7 4.4 4.5 2.0

Tennessee 5.9 6.1 3.4 6.6 6.2 -6.6 4.5 4.6 1.8

West South
Central:

Arkansas 7.8 7.0 -10.3 6.7 5.9 -12.5 4.5 4.2 -6.0

Louisiana 7.6 8.2 7.9 7.1 8.4 18.0 4.3 6.5 50.5

Oklahoma 6.7 6.6 -1.5 5.X 6.2 6.9 3.S 4.S 27.0

Texas 7.8 7.~ 0.6 6.7 7.7 14.8 4.0 5.1 26.6

Mountain:

Arizona 9.0 7.) -21.1 8.0 6.8 -14.7 5.2 4.9 -5.6

Colorado 7.5 7.0 -6.7 5.9 5.4 -8.9 4.4 4.2 -3.4

Idaho 5.3 5.4 1.9 4.3 4.5 5.6 2.7 3.4 26.9

Montana 6.2 6.4 3.2 5.5 5.7 -3.4 3.3 5.0 51.5

Nevada 6.9 7.7 11.6 6.ll 7.3 10.4 4.9 4.9 0.0

New Mexico R.9 8.2 -7.9 7.9 7.2 -9.2 4.4 6.0 37.9

Utah 7.0 6.6 -5.7 5.9 5.3 -10.2 3.7 3.5 -5.4

Wyoming 6.1 6.0 -1.6 5.1 5.1 0.0 3.5 3.4 -1.4

Pacific Contiguous:

California ) 1.3 11.2 -0.9 9.8 11.0 11.9 7.0 8.3 19.1

Oregon 5.7 5.9 3.5 5.2 5.2 0.0 3.4 4.3 26.1

Washington 5.0 5.4 8.0 4.lJ 5.4 10.7 2.9 5.6 96.5

Pacific
Nonconti1!uous:

Alaska )1.4 11.3 -0.9 9.6 9.7 1.3 8.5 7.2 -15.0

Hawaii 14.3 16.6 16.1 13.0 15.1 J6.2 10.0 11.7 16.7

Data retrieved from the Energy Information Administration/Electric Sales and Revenue Publications for 1996. 1998,2000 &
2001.
Data available atwww.eia.doe.oov or by calling Rodney Dunn, Survey Manager aq202) 287-1676.
Table prepared by Citizens for Pennsylvania's Future. 610 N. Third St., Harrisburg. PA 17101 ph. (717) 214-7920.
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Estimated U.S. Electric Average Rates per Kilowatt-hour to
Ultimate Consumers * in cents

Rate Chal1]
(YTD December 2001 and 2000 Table)

1996/n.tlation AdJusted

RESIDENTIAL COMMERCIAL INDUSTRIAL

11996 I 2001 '-OA-O.-..,-----.,Ir-t- 9-96--,-,-20-0-1.,..,-o-Vo~---.,rJ9'96l 2001 1-0/0-

New Ent.=land:
Connecticut 13.4 1n.9 -18.9 11.5 9.3 -18.9 8.8 7.7 -12.1

Maine 14.0 11.0 -21.6 11.5 11.3 -2.1 7.0 7.0 0.0

Massachusetts 12.5 12.3 -1.9 Il.l 10.7 -3.4 9.4 9.7 3.2

New Hampshire 15.0 12.5 -16.6 12.6 lO.5 -16.8 10.2 9.2 -9.9

Rhode Island 13.2 12.1 -8.1 11.3 10.4 -8.0 9.5 9.8 3.3

Vennont 12.3 12.5 2.0 11.3 11.1 -1.8 8.5 7.9 -6.5

Mid-Atlantic:

Delaware 10.0 8.6 -14.0 7.8 7.1 -9.0 5.2 5.1 -2.2

District of Columbia R.7 7.7 -11.1 8.2 7.7 -6.7 4.9 4.8 -1.2

Maryland 9.2 7.7 -16.4 7.6 6.4 -15.9 4.6 4.4 -4.9

New Jersey 13.4 10.3 -22.9 11.5 9.2 -20.0 9.1 8.4 -7.5

New York 15.7 14.1 -9.9 13.5 13.0 -3.5 6.3 5.2 -17.0

Pennsylvania 10.8 9.7 -10.6 9.3 8.0 -14.0 6.6 5.8 -12.3

South Atlantic:
Florida 8.9 8.5 -4.6 7.4 7.0 -5.3 5.7 5.4 -5.2

Georgia 8.5 7.9 -7.5 8.0 6.7 -16.2 4.8 4.3 ·]0.1

North Carolina 9.0 8.2 -8.6 7.1 6.5 -8.8 5.3 4.8 -10.1

South Carolina 8.4 7.6 -9.1 7.1 6.3 -11.4 4.3 3.8 -12.4

Virginia 8.5 7.7 -9.1 6.6 5.8 -]2.0 4.4 4.2 -5.6

West Virginia 7.1 6.3 -11.4 6.4 5.4 -15.2 4.4 3.7 -15.1

East North Central:

Illinois 11.5 8.7 -24.5 8.9 7.2 -19.0 5.8 4.8 -17.8

Indiana 7.5 6.9 -8.6 6.6 5.8 -12.4 4.4 4.0 -8.7

~MiChigan 9.-4 8.4 -11.0 H.9 7.7 -13.0 5.7 5.2 -8.2

9.6 8.3 -13.4 8.6 7.7 -10.4 4.7 4.8 2.3Ohio

r-W_l_sc_o_n_si_n ~ 3.01 6.31 6.41 1.11
West North Central: ITI

-8.0 4. 4.2 -3.6

-16.6 5.2 4.6 -12.2

-U.8 4.7 4.6 -3.1

-12.4 4. 4.5 -9.1

-8.5 4.1 3.8 -7.4

-12.8 4. 4.1 -17.2

-9.91 CJJl 4.61 -7.31

Iowa 9.1 8. -7.7 7.3 6.7

Kansas 8.8 7.7 -12.1 7.4 6.2

Minnesota 7.9 7.5 -5.6 6.8 5.9

Missouri 7.9 7.0 -11.3 6.7 5.9

Nebraska 7. 6.6 -5.9 6.1 5.6

North Dakota 6.9 6.7 -2.9 6.8 5.
l.....s_ou_t_h_D_a_ko_t_a r----7-.-;gc:=2Jr----1-.3+-\---l---7-;.3L:]]i---..;.-----i
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Estimated U.S. Electric Average Rates per Kilowatt-hour to
Ultimate Consumers * in cents

Rate Chart 3
(YTD Decenlber 2001 and 2000 Table)

1996 btflation Adjusted

RESIDENTIAL COMMERCIAL INDUSTRIAL

c:I:D 5.02\ -2.11

1996 2001 % 1996 2001 8/0 1996 2001 0/0

Eas1 South Central:

Alabama 7.4 7.0 -5.3 7.2 6.6 -8.8 4.3 3.8 -12.6

Kentucky 6.2 5.5 -J 1.1 5.8 5.1 -11.9 3.3 3.£ -7.8

Mississippi 7.1' 7.4 -5.7 7.9 7.0 -J 1.4 4.9 4.5 -8.5

Tennessee 6.6 6.4 -2.4 7.4 6.3 -14.9 5.0 4.4 -12.7

West South Central:

Arkansas 8.7 7.7 -11.1 7.5 6.2 -17.5 5.0 4.5 -9.7

Louisiana 8.4 ~LO -5.0 7.9 7.6 -4.3 4.8 5.5 14.2

Oklahoma 7.5 7.2 -3.7 6.5 6.1 -5.7 4.2 4.2 0.0

Texas 8.7 8.7 0.0 7.5 7.6 1.6 4.5 5.2 15.7

Mountain:

Arizona 10.0 8.3 -16.8 8.9 7.4 -16.7 5.8 5.2 -10.1

Colorado 8.3 7.4 -11.4 6.6 5.7 -13.8 4.8 4.5 -7.2

Idaho 5.9 6.0 1.9 4.7 5.2 9.5 3.() 3.6 20.5

Montana 6.9 7.0 1.0 6.1 6.4 4.2 3.7 5.8 57.7

Nevada 7.7 9.0 17.0 7.4 8.5 15.4 5.5 6.4 17.2

New Mexico 10.0 8.8 -11.6 8.8 7.5 -15.2 4.8 5.4 11.4

Utah 7.8 6.7 -13.6 6.6 5.5 -16.4 4.1 3.6 -12.7

Wyoming 6.8 6.7 -2.0 5.7 5.5 -2.9 3.8 3.5 -9.0

Pacific Contiguous:

California 12.6 10.9 -13.7 11.0 11.2 2.2 7.8 9.] 17.J

Oregon 6.3 6.3 -0.7 5.7 5.5 -4.2 3.8 4.J 7.9

Washington 5.6 5.7 1.7 5.5 5.4 -1.8 3.2 4.4 38.5
Pacific
Noncontiguous:
Alaska 12.7 12.2 -3.7 10.7 10.1 -5.4 9.4 7.9 -16.3

Hawaii 15.9 16.0 0.6 14.5 14.5 0.0 11.2 11.3 IJ

l'-u_.s_._A_v_er_a.;:;:.ge ~ -_9.o...,J.I '___8.__'5c=:ili.l -8.91

Data retrieved from the Energy Infonnation Administration/Electric Sales and Revenue Publications for J996, 199R, 2000 &
2001.
Data available atwww.eia.doe.gov or by calling Rodney Dunn, Survey Manager at (202) 287-J 676.
Table prepared by Citizens for Pennsylvania's Future. 610 N. Third St., Harrisburg, PA 17101 ph. (717) 214-7920.
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May 23.2003

David R. Eichenlaub
Assistant Director, Division of Economics and Finance
State Corporation C01nnlission
P.O. Box 1197
Richmond, VA 23218-1197

Dear Dave:

In response to your letter dated April 16, 2003, soliciting infornlal written comments
regarding Staffs review of nlethods to facilitate effective competition in Virginia. please accept
this letter as the prelin1inary comments of A&N Electric Cooperative. BARe Electric
Cooperative, Central Virginia Electric Cooperative, Community Electric Cooperative, Craig­
Botetourt Electric Cooperative. Mecklenburg Electric Cooperative, Northern Neck Electric
Cooperative. Northern Virginia Electric Cooperative. Prince George Electric Cooperative,
Rappahannock Electric Cooperative. Shenandoah Valley Electric Cooperative, Southside
Electric Cooperative, Old Dominion Electric Cooperative and the Virginia, Maryland &
Delaware Association of Electric Cooperatives (collectively, the ·~Cooperatives~'). The
Cooperatives appreciate the opportunity to provide input at this stage of the proceeding, and look
forward to participating actively in any further discussions with Commission staff and with the
Legislative Transition Task Force.

In addition to providing answers to the specific questions posed by the Staff, the
Cooperatives would like to again state that at this time there is no benefit to consumers in further
amendnlents to the Virginia Electric Utility Restructuring Act ('"Restructuring Act") and to the
Rules Governing Retail Access to Competitive Energy Services r"Retail Access Rules").
Participating in the various proceedings conducted to enact or promulgate the legal framework
that will guide the transition to retail access has already caused the Cooperatives to expend
tremendous resources, both in staff time and the expenditure of dollars, all of which ultimately
come from the cooperative member-consumers. The Cooperatives have relied on the
Restructuring Act and the Retail Access Rules while conducting the expensive and time­
consuming task of preparing for retail access. At this time, departure from this framework is
unnecessary and will only make the transition process even more expensive. Since the members
they serve own the Cooperatives, increased expenses will Olean increased costs - either directly
or through reduced margins - for our consumers.

1. What are the current obstacles to the development of a robust competitive retail
electricity market for residential customers? For commercial and industrial
customers? How can these obstacles be overcome?

Competitive markets cannot be mandated~ they emerge with the right combination of nlarket
rules and competitive pressures. In Virginia, with the conlbination of relatively low energy
prices and capped rates, consumers are reaping the benefits of a competitive wholesale market,



without the competition. If consumers were allowed and capable of responding to changing
market prices and those prices were established by the existence of many nlarket sellers and
buyers. competitive pressures would exist that could lead to efficient outcon1es that benefit all
market players. Competitive markets also require infornled market players. Information on the
prices offered by competitive suppliers is currently of no value because no prices are being
otfered less than the current capped rates.

As for trans111issiol1 adequacy. recent experience in P1M both on the Delmarva Peninsula and
more recently in the newly added Allegheny Power area dctTIonstrates certain areas of the system
are not sufficiently robust to expose consun1ers to a LMP-based market. This is evidenced by
increases in local congestion. More transnlission. as facilitated by a collaborative stakeholder
process with the stated goal of minimizing congestion costs to the consunler. is required.

2. With respect to potential obstacles, what is the outlook for future natural gas
prices and the impact on wholesale electricity prices and a competitive retail
market? Please comment on the postulation by severa) natural gas industf11
experts of a growing structural demand/supply imbalance with demand
outstripping supply over the next several years. What actions, if any, could be
taken to mitigate the potential impact of an over-dependence on a single fuel
source?

The long-term outlook for natural gas prices is one of moderate growth given the increasing
demand for the product. Demand will continue to grow because of the product's relative
abundance and environmentally friendly qualities. The short-tenn outlook is one of price
volatility. Increased demand for natural gas due to the building of natural gas-fired generation
results in supply shortages. which in the short term leads to higher prices. Those higher prices
should lead to more exploration and an eventual increase in the supply of natural gas. putting
downward pressure on the price increase. As the price of natural gas rises (and the resulting
electricity price from natural gas generation), other fuel sources and actions such as demand
reduction through conservation or load management become economical.

3. In light of recent legislation, how can the Commonwealth be assured of a
continuing reliable electricity system when control of transmission is governed
by an RTO? What factors should be considered during the costlbenefit analysis
required prior to Commission approval?

Reliability should not be a problem exclusively because a utility turns over the operation of the
transn1ission systenl to an RTO. If an agreement is reached between the RTO and the
transmission utility that restricts system outages to only those control areas that caused the
reliability problems, no reliability problem exists other than those that were already present. In
other \-\lords, as long as the transmission system in a control area cannot be expected to assist a
reliability problem in another control area. there is no compron1ise of reliable service. However.
this agreement undercuts one of the advantages of having an integrated bulk transmission system
from the operator's point of view. In addition, agreement as to what operation reliability
standards (i.e. ECAR or MAC) will prevail must be reached before a utility with a transmission
system that crosses different reliability zones is permitted to join an RTO.
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The Conlo1ission's best opportunity to assure reliability after the RTO is in place is to take a
proactive role in the planning and stakeholder process envisioned by the Federal Energy
Regulatory COlnmission. The Virginia Conlnlission must use its considerable influence and
expertise to assure that the common RTO protocol is reliable.

The Virginia Commission needs to be fully aware of the current costs and benefits of a utility
joining an RTO and a reasonable assumption as to the expected costs and benefits over the mid­
term (5 to 10 years) future period. Such assumptions should include an analysis of any potential
costs and benefits in a con1petitive retail n1arket scenario. The Commission also needs to
consider carefully any utility's present or future plans for transmission expansion. Meaningful
analysis will require the Commission to quantitY and fully understand the current condition of
each participating utility's transmission systen1 and whether such transnlission systenlS are
capable of contributing to a viable competitive wholesale market. The Commission must have
access to enough information so that any areas of tight transmission capacity (relative to load)
can be analyzed to determine the cost impact of such congestion on consumers and the potential
cost of ~~fixing" the situation. The Commission must also determine if transmission-planning
processes adequately address economic development and growth. If the transmission system's
operation now and in the future does not lead to the realization of economic benefits for all
market players~ including and even primarily consumers. then the idea of joining an RTO is a
bad one.

4. Later this month, the Federal Energy Regulatory Commission is expected to
issue its "white paper" addressing certain issues debated the past several months
regarding Wholesale Electric Standard Market Design (SMD). Additionally, the
Department of Energy is expected to issue the results of its cost/benefit analyses
of the impacts of SMD. Please provide your initial thoughts and reaction to such
releases and identify any significant issues of concern.

The Wholesale Power Market Platform White Paper issued by FERC represents a major retreat
from the principles set forth in Order 2000 and with the objectives issued with the original SMD
NOPR. The White Paper suggests a departure from the goal of developing consistent market
rules across all RTOs and therefore may lend itself to criticism of discrimination by transmission
owners. The White Paper properly emphasizes the importance of preserving and clarifying
states' jurisdiction. but fails to specify how the states will participate in an RTOs ~ operation or
planning process. The Cooperatives believe that the Virginia State Corporation Conlmission can
playa valuable role in ensuring that the operation of any RTO system is crafted in a manner
beneficial to consumers.

The White Paper also suggests that an LMP-type congestion management system is no longer
mandatory. While the FERC still clearly favors an LMP-type congestion management systenl,
there are congestion management systems other than LMP and the Commission should fully
explore which system provides the greatest benefit to consumers. The White Paper also leaves
open the market mItIgation tools and the method of nlarket monitoring to be deployed by the
RTO. A strong market monitor and effective mitigation procedures are necessary items in order
for the RTO to create an effective and transparent market. It should be noted that the White
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Paper also removes the notion of auctioning FTRs if an LMP based congestion management
system is implemented. Renl0ving the auction requirement is a positive step in providing
protection for loads that are native to the transnlission system.

Finally, trying to develop a standard market design applicable to all RTOs (markets) no longer
seems to be an objective of FERC. Regionalization will create different sets of market rules and
prevent "'seamless" transactions across different parts of the netvvork. The Cooperatives are
concerned that exenlpting existing RTOs from any review only serves to exacerbate this very
problem.

The Cooperatives have conducted a cursory review of the Department of Energy's cost/benefit
analysis. It appears to demonstrate modest benefits. The Cooperatives do wish to clarify that.
contrary to the report. Old Donlinion Electric Cooperative's congestion situation has not been
""alleviated" despite such an assertion on page 60 of the report.

5. Are the Commission's Rules Governing Retail Access to Competitive Energy
Services conducive to promoting effective competition in the Commonwealth? If
not, how should they be modified? Is there any way in which these rules can or
should be im proved, in any event?

The Commission's Rules Governing Retail Access to Competitive Energy Services are
conducive to promoting effective competition in Virginia. Competition (in the form of many
buyers and sellers) has failed to emerge not because the market rules as established by the
Commission are less than adequate, but because no supplier can produce and deliver electric
energy at a cheaper rate than the incumbent utility. If there were suppliers capable of producing
electricity and delivering such power with an acceptable margin attached at a price that was less
than the energy currently available, conlpetition in Virginia would be viable. rather than
theoretical as is the case today and for the foreseeable future.

6. What should be the level of consumer education when the program is resumed
on July 1, 2004? Should it be as visible, more visible or less visible than when the
campaign was suspended? Upon resumption of the campaign, what focus, theme
or message should be communicated? Since TV advertising is the most expensive
component of the program, what level of TV advertising should be included in
the resumption of the campaign?

The Cooperatives actively participated in the Commission~s Education Task Force. The
Cooperatives believe that continuing to conduct the current Virginia Energy Choice program
when there is essentially no competitive market is ineiTective and wasteful. The program should
be placed on hold until such time as there is an effective competitive market. The Cooperatives
also suggest that continuing to run such advertising despite the lack of participating CSPs may
unnecessarily raise consumers' expectations.

As noted prevIously, the Cooperatives will continue to educate their members on retail access
through the use of our Association n1agazine~Cooperative Living. Additionally, member systems
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have produced and distributed handouts and placed educational infoflnation on their internet
websites.

7. Arc there any other actions that have been taken or arc being considered in
other states that may be used to advance competitive activity in Virginia?

8. Do you have any ideas that have not been tried elsewhere that may facilitate
competitive activity in Virginia?

At the present time, the Cooperatives believe that Virginia should take no further actions. either
those tfied elsewhere or those yet to be inlplemented anywhere. in order to advance competitive
activity in Virginia. If it is to happen at all, or certainly at any time in the next decade or so.
competitive activity in Virginia will occur on its own accord without additional action by the
state. Competition will occur when and if it is capable of producing economic benefits for market
participants, including both buyers and sellers. Until such economic benefits evolve. any market
activity that luay develop would be based on weak and unsupportable n10dels and would
therefore neither be robust nor long-lived. What Virginia has done is the most appropriate
course at this time: having the mechanisms and guidelines in place if competition develops while
maintaining safeguards against unregulated monopolies if competition does not develop.
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New Era Energy, Inc.

May 23,2003
Mr. David Eichenlaub
State Corporation Comtnission
P.O. Box 1197
Richmond. Virginia 23218-1 197

Dear Mr. Eichenlaub:

This letter is in response to your 16 April 2003 solicitation for ideas from stakeholders in
conjunction with the State Corporation Commission (SeC) Report to the Legislative
Transition Task Force (LTTf). OUf CQmnlcnts will ttJllow the [annat of the questions
specified by the sec solicitation.

1. J,tJlhat are the obstacles to the development q(a robust compelitive retail electricity
market.for residential customers'? For commercial and industrial customers? HotF can
these obstacles he overcome?

We believe that the n10st imp011ant factor is that Virginia enjoys relatively lovv prices for
electricity in the existing monopoly market structure. This means that generation.
transmission and distribution assets are generally adequate to tneet eustonler demand and
that they are generally operated efficiently. Just allowing these large companies to sell
into each other's territories, without other changes from the existing pricing and
distribution processes. leaves very little margin to compete on.

Compounding this situation is the authorization for incumbent utilities to recover a wires
change. We believe that the recovery of stranded cost is appropriate but it should be for
facilities investment and long tenn supply contracts that cannot be mitigated with
reasonable efforts. It should not be a recovery of lost revenue. Considering the projection
for shortages of supply over the next several years, we believe that any excess supply
capacity could probably be sold on the wholesale market. If that is the case. what is
actually stranded?

Even if the wires charge were to be reduced. its unpredictability creates an unnecessary
high risk for competitors. Competitors cannot n1ake price COIDlnitments to customers
beyond the period of the existing wires charge rate. Customers are less likely to shift
suppliers when the offer has a short horizon. Competitive nlarkets, under the best of
conditions. carry significant risks to the suppliers. Cost uncertainty is one of the biggest
issues. The inability to realistically predict the wires charge is a serious obstacle.

Another nlajor obstacle is the reluctance of customers to change. Regardless of the
defuult 3crvic.c plovi~ioll~. cu~tOlllCl::' lwy'C a. }J'Cl'v'CpLi~Jll LlldL Llll;ll:: i~ ~VIIlC li~h Lv tIte:

1340 - 1272 N. Great Neck Road # 103 \ Virginia Beach, Virginia 23454-2230
(757) 481-0450 1 (888) 635-8630 1 (757) 496-5594 Fax 1 ,\,v\v·.nevvcraenergv.con1



level of service~ billing or customer service. In testinlony to the Consumer Advisory
Board~ the Apartlnent and Building Owners Association explained the process they went
through during the original pilot progranls in evaluating potential vendors. The
conclusion was that all venders except Dominion Retail had too high a perceived risk.
This issue is reinforced when we look at the difficulty the long distance and local service
telephone companies have had in prying customers away frolll AT&T and the Bell
operating companies. We think the willingness to accept risk to service will be even
harder to overcome in electricity than it is in telephone service. The subsequent success
in long distance competition was enhanced because suppliers could get dramatically
lower prices. This was not the result of competition per se but because of the huge over­
expansion of broadband capacity that was installed to support corporate data
transmissions and the Internet. This excess capacity drove prices down. We believe it is
highly unlikely that a comparable over-capacity of electricity generation and transmission
will facilitate similar price reductions for competitive suppliers of electricity.

We believe that. in the long run, competition will benefit the consumer by creating
significant technological advances, new products, alternative rate options and a far more
efficient overall industry. This will not suddenly spring up because competition is
authorized. Just as the Federal Energy Regulatory Commission (FERC) Standard Market
Design (SMD) is intended to correct transmission structural issues that have evolved
under the existing industry structure, legislative and regulatory action may be needed to
facilitate changes in the retail system. In an atmosphere of ··deregulation'~.it is tempting
to step back and assume that the free market will bring all these changes if we are simply
patient. It appears to be contradictory to impose new regulations to replace old ones. But
··ifwe don~t know where we are going, any road will get us there.'~ We believe that the
LTTF, supported by the SCC~ needs to create a vision of what new structures and options
are desired in the electricity industry and to determine if legislation, regulation or
incentives are appropriate to encourage the transition.

The Consumer Advisory Board recommended to the LTTF that an Energy Management
Working Group be established to work on one aspect of this effort demand side
management. This is still needed and it is recommended that the sec take a leadership
role in pursuing that effort. Retail distributed generation, retail green power and retail
clean power are examples of issues that should be addressed to identiry a intermediate
term vision of objectives for customer options and government action, if any, needed to
facilitate that vision. We believe that these all will become key aspects for product
differentiation in an emerging competitive market, especially demand response. These
Virginia efforts should not be undertaken in isolation from similar activities underway
elsewhere, such as the California demand response case and the PJM Working Groups.

2. With re~pect to potential obstacles, }llhal is the outlookforfulure natural gas prices
and the impact on l'1/holesale electricity prices and a competitive retail market? Please
comment on the postulation by several natural gas industry experts ofa gro1'ving
structural demand/supply imbalance with demand outstripping supply over the next
several years. fYhat actions. ~fan}', could be taken fa mitigate the potential impact ofan
over-dependence on a singleluel source?
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We are aware of the projections for increases in natural gas prices. Most new generation
that has been added recently has been fueled by natural gas. More importantly ~ the
downgrading of utility debt and the economic downturn has conlbined to cause a drastic
reduction in new generation construction. When the econonlY turns around. which we
are confident will happen~ it is highly likely that denland/supp]y imbalances can be
expected. Denland can be expected to grow substantially faster than supply. If this
con1bines with extremes in weather, serious shortage n1ay occur. If this happens while
we are still in the capped rate period. we could have a similar problem to the one that
created massive financial losses for California utilities. The degree of risk of this event
needs to be monitored closely be the sec on an on-going basis.

Conceptually. assunling that Virginia utilities will ultimately become aligned with PJM.
it is the responsibility of that organization to assure there are adequate generation and
transmission resources. It could be years before the combination of federal legislation
and wholesale industry restructuring makes this effective. In the meantime, the state
needs to require default utilities to maintain adequate capacity and reserves, either by
generation and transmission capacity or by demand response.

Demand response programs exist that are not pronloted. Many small and mediun1-sized
businesses are already billed on a demand basis in many jurisdictions but these customers
generally do not understand demand. They do not understand that there are actions they
can take to reduce their peaks demand. They do not understand how that impacts on their
cost. They do not understand that there are products on the market that would assist them
in demand response. They do not understand that there are rate options, in some cases,
that the utility does not advise them of. In some cases, this extends to residential
customers.

[fthe existing demand response programs for these customers are not effective in the
view of the sec or the incumbent utilities, a serious and high priority effort should be
undertaken to change it. If that requires approval by the sec of new demand response
systems. with appropriate rate options specifically for that system. that should be
permitted without creating a change to the capped rate structure for all other customers.
We understand the reluctance to open a rate case that modifies the agreements to hold
existing rates until 2007. At the same time, the urgency to create n10re effective demand
response in the short-term requires some common-sense flexibility.

The utilities have directed most of their demand response efforts toward larger
commercial and industrial customers. These custon1ers can potentially drop substantial
load and they generally have more technically competent managers. But these customers
also have a more level load and there are adverse financial and operational consequences
of dropping that load. Reliable participation by these users has been disappointing in
most states. More importantly. these are generally not the customers that are creating the
prOblem 1n the 11rst place. The variation in demand from day to day and hour and hour is
primarily the result of residential and small business users. There is extensive
experience that these smaller custon1ers will respond to price signals and that many of
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them desire options to help then1selves save on energy costs. Existing progran1s require
demand control action for over 2.000 hours a year. making it more difficult to minimize
discomfort and inconvenience. Using 1999 wholesale prices as a measure of supply
problems. prices per 01Wh exceeded $40 for less than 800 hours and exceeded $100 for
only about 100 hours. During those 100 hours, prices reached almost $1,000 per mWho
A real-time con1n1unication system allowing TOU or critical peak pricing only when
actually needed is feasible with today' s technology and could help dramatically expand
customer acceptance of derlland response. Pricing options need to be coordinated to
include both supply and distribution rates. The industry has failed to develop options for
these customers that reconcile their own interests. their customer's interest and the
interests of third party companies that facilitate customer demand response. Strong
leadership from federal and state regulatory authority ~ seeking legislative action when
necessary ~ is needed to change this. For example. Virginia Power is implementing a
major Automated Meter Reading (AMR) Progranl. We believe that the sec should
evaluate the degree to which the selected approach and equipment might create a barrier
to entry for new delnand response initiatives. The feasibility and upgrade cost to
accommodate likely real-time demand response programs should be a consideration in
approval of such a program.

Notwithstanding the good intentions of establishing capped rates as a customer protection
measure, this is essentially a price controls action. Historica}1y~ price controls have not
worked in our economy. They impede investment in the quality and quantity of supply.
We believe that having these price controls for such an extended period of time is a
significant factor in restraining capacity growth.

3. In light ofrecent legislation. how can the Commonwealth be assured ofa continuing
reliable electricity system 1,1Jhen control oftransmission is governed by an RTO? What
factors should be considered during the cost/bene/it analysis required prior 10 the
Commission approval?

We believe that local control acts to restrain investment by those that create the capacity
that is needed to assure adequate supply. The best way to assure a reliable supply in the
long run is to encourage a fully robust competitive national market~ with adequate
reserves of generation and transmission and with adequate reserves required by all
participants. The default providers in the state must demonstrate that they have sufficient
supply comnlitments to meet reasonable expectations of demand to an acceptable degree
of reliability established by the sec. There must be a serious financial penalty to any
Competitive Service Provider (CSP) that fails to meet the demands of its customers. This
penalty should provide part of the resources to reimburse default providers for their
potentially excess commitments.

Reliable demand response should be equal in value to supply in meeting these reserve
requirements.

Under the FERC proposal. the state is represented in many of the processes that impact
this issue. How the state is represented. by whom and with what authority will be vital.
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Ultimately, in a completely restructured wholesale and retail market, individual states
will have less control over this than has been the case in the monopoly structure of the
past. A decision to proceed with restructuring assumes acceptance of this fact.

4. Later this month, the Federal Energy Regula/ory Commission (FERC) is expected to
issue its ",vhile paper" addressing certain issues debated the past several months
regarding Wholesale Electric Standard Market Design (SMD). Additionally. the
Department (~fEnergy is expected to issue the re,\'ults ofits cost/benefit analysis qfthe
impacts (?!,SMD. Please provide your initial thoughts and reaclion to such releases and
ident~fY any sign(ficant issues afconcern.

We believe that the responsibility for having adequate supply available migrates to the
RTO and its n1ember companies. FERC proposes location marginal prices, or something
that serves the same purpose. to drive financial consequences down to those causing the
imbalance/congestion. The White Paper states. ""Efficient market behavior depends
heavily on assigning cost responsibility to those who cause the costs and the benefits to
those who reduce costs." In the long ternl. this is an important and valid requirement to
support a competitive market but it will not necessarily avoid short-term problems with
serious consequences. We believe this can only be mitigated by requiring that sufficient
supply and/or demand response be comnlitted to by suppliers such that it motivates
construction of the appropriate capacity or the developing and deploying of demand
response systems. Financial penalties need to make failure to do this an unacceptable
risk.

While FERC and P1M both appear to be strongly encouraging a demand response
solution to help solve this problen1 and to make the industry more efficient~ we do not see
significant efforts by the individual utilities to respond.

The FERC SMD and federal legislation under consideration in the Congress are key steps
in developing an effective competitive wholesale market. It is likely that approval and
implementation of this design will take a number ofyears. In the meantime~ the
wholesale price risks to retail suppliers also is an obstacle to competitive retail markets.

5. Are the Commission 's Rules Governing Retail Access to Competitive Energy Services
conducive to promoting effective competition in the Commonwealth? Il'not, how should
they be mod!fied? Is there any way in ·which these rules can or should be improved. in
any event?

We believe that the Rules do not promote or not promote conlpetition. They are
permissive in that they provide a structure for how the process works for a competitor to
enter the market. The issues that impede development of the competitive market are not
a result of these rules.

6. What should be the level ofconsumer education when the program is resumed on July
1, 200.:f.? Should it be as visible. more visible or less visible than when the campaign was
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,~'u~pended? Upon resumption afthe campaign, whatfhells, theme or message should be
communicafed? Since TV advertising is the most expensive component (~fthe program,
wha/level l?fTJI advertising should be included in the resumption l?llhe campaign?

The Consumer Education Progran1 has been focused on simply advising custoolers that
they have a choice. These custon1ers then went through the very frustrating process of
contacting a long list of licensed providers to learn that there are no offers. Even today ~

when customers inquire of Virginia Power about this programs. they are referred to the
sec website. After they call everyone on the list on that site. they learn that there are no
offers. Almost every customer that contacts our company expresses anger and frustration
that they have been sent by Virginia Power to a website list as if someone on that list
would make them an offer. Local Distribution Companies (LDC) require CSPs to
become licensed or registered by them. They can require that these con1panies advise if
they are making offers and they can provide to customers n1aking inquires a list of
suppliers only if the are making offers. The sec site should. likewise. be modified to
show licensed companies and whether they are making offers. This requirement can be
relaxed after there are numerous companies making offers.

The Customer Education Program should expand its charter to preparing customers for a
competitive marketplace. The program should include education about default service, to
overcome the concern about risk to service. The program should provide education about
the need for and potential benefits of demand response. The purpose is to create a fertile
potential customer base for such programs in the future. as well as for those that may
exist today from their LDC. This type of education should be on going. regardless of the
temporary lack of offers. In geographic areas where existing rates promote demand
response, education for customers should include actions they can take to reduce their

'"
cost by taking demand reductions actions. We believe that the prospective reduction in
the customer's cost for electricity that are likely due to the introduction of competition
within the next five years is much smaller than the potential reduction in cost from
simply better managing their demand. under either new or existing rates. This education
would not only help prepare customers for the demand response programs expected to
emerge, it would help to reduce the impact of demand/supply imbalances and to reduce
the customer's cost of electricity in the short-term.

TV ads similar to the existing program for announcing choice should not be used until
there are at least three suppliers already offering realistic competitive rate choices. Other
education programs proposed above should be accomplished with significantly less
expensive programs, such as by free brochures, speakers bureau, direct mail targeted to
customers n105t likely to benefit such as low load-factor businesses and large residential
customers~ bill stuffers and supplying infonnation for media feature articles.

7. Are there any other actions that have been taken or are being considered in other
states that may be used to advance competitive activity in Virginia?

Other states are pursuing the SaIne type of demand response programs proposed herein.
California has a Rule Making Case entitled Advanced Metering, Demand Response and

6



Dynanlic Pricing. The situation in California is substantially different than Virginia but
we believe that we share the goals of this case, to find cost-effective real-time demand
response solutions for all customer classes.

In a May 2003 Draft Report by the Oregon Public Utility Comnlission entitled "'Demand
Response Programs for Oregon Utilities", the recommendations were:

"'1. The utilities' Integrated Resources Plans (lRPs) should evaluate demand
response programs on par with other options for nleeting energy and capacity needs.

2. The utilities should bring forward by Sept. 30. 2003. for PUC's consideration
at least one voluntary real-tinle hourly or critical-peak pricing tariff for nonresidential
customers with demand of 200 kW or greater.

3. The utilities should bring forward by Sept. 30. 2003, for PUC's approval a
program to expand their direct load control efforts for Oregon's small customers
beginning January 2004. Progran1s should target time-of-use customers but allows others
to participate. The utilities should also consider testing critical-peak pricing for time-of­
use customers that choose utility load control.

4. The PUC should determine whether time-of-use energy rates should be
adjusted and whether meter charges should be reduced.

5. The PUC should open an investigation to identify policies that facilitate the
adoption of more advanced meters. communication technology and automated meter
reading.
We believe that these recommendations should apply to Virginia was well.

Pennsylvania is planning random assignment of large blocks ofcustomers to competitive
suppliers as a means to jump-start the transition of residential customers. This approach
was used in England.

Ohio and sonle other areas have encouraged municipal aggregation as a means of
bringing large blocks of customers to competitive suppliers. significantly reducing the
marketing cost that would otherwise be required to attract that many customers.
Monitoring results in these programs over time and testing the concept here with Virginia
Power~s proposed pilot are appropriate. The fact that this is a pilot of limited duration
may act as a restraint on attracting participants. It is also not yet clear whether the
proposed reduction in the wires charge will be sufficient to attract multiple suppliers to
bid for this business.

We understand that either the Ohio or Pennsylvania approach, or something like them, is
be an effective way to migrate large numbers of customers that would otherwise ignore
competitive offers. But the "opt-ouf' version essential represents a slamming program by
the local governnlenL It puts the government in the position of selecting a ·"one size fits
alr~ offer. This contradicts our view of the true value of competition. as we have seen it
in every other market. That is that competition creates a proliferation of options
benefiting the widely different interests and goals of individual custonlers. The "opt-out"
approach would represent an overwhelming barrier to entry for smaller competitors that
want to market a unique feature or capability. The monopoly nature of the local
government's role in these programs also creates a fertile ground for passing through
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local tax increases or other local government overhead expenses. Regardless of whether
"opt-in" or "opt-out" is used, we believe that as the competitive market nlatures, these
government aggregation approaches would no longer be needed and should be phased
out. We believe that considerably more progress is needed in developing Virginia's
wholesale competitive markets before these approaches should be seriously considered
beyond pilot programs.

8. Do you have any ideas that have not been tried elsewhere that mayfacilitate
competitive activity in Virginia?

There is nothing that hasn't been addressed in answers to previous questions.

We appreciate the opportunity to contribute our opinions to this very important process.

Jack Greenhalgh
President
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PEPCO ENERGY SERVICES, INC.

RESPONSE TO QUESTIONS
FROM THE STATE CORPORATION COMMISSION STAFF

ON COMPETITIVE ELECTRICITY MARKETS IN VIRGINIA

Pepco Energy Services, Inc. ("'PES'~) sublnits the following comments to

questions posed by the Virginia State Corporation Comnlission Staff ("'Staff") in its Jetter

of April 16. 2003 seeking comments to assist the Virginia State Corporation Comnlission

(""Commission") in its third annual review of means to facilitate effective competition in

Virginia electricity markets.

PES is a licensed supplier of electricity in the Commonwealth and other states in

the Mid-Atlantic region. In Virginia, PES is the only licensed competitive service

provider C'CSP") currently serving residential customers. PES has experience with

competitive retail markets in various jurisdictions and respectfully submits the following

comments for the Commission's consideration.

Questiun 1:

What are the current obstacles to the development ofa robust competitive retail
electricity markelfor residential customers? For commercial and industrial customers?
How can these obstacles be overcome?

The most significant obstacle to the development of a competitive retail market in

Virginia for all customer classes is the artificially low price to compare C'PTC'~) set

annually by the Con1mission on a custon1er class basis. As many parties to this

discussion noted last year, use of wholesale market prices for calculation of the PTe

establishes a benchmark that makes it all but impossible for competitive suppliers to enter

and compete in Virginia markets and fails to further the intent of the Virginia Electric



Utility Restructuring Act C;,the Restructuring Ace) to foster retail conlpetition. Projected

market prices for generation used by the Comnlission to set wires charges~which, in

turn, affect the calculation of the PTe (the wires charge and the PTe have an inverse

relationship)--should reflect a retail nlarket price rather than a wholesale nlarket price.

For purposes of this discussion. PES defines ··wholesale nlarket price" as one that

includes only costs associated with purchasing electricity to serve retail custOlners from

the wholesale market. A retail market price would include a nun1ber of other costs that

determine the end-use price of electricity, including the wholesale market price~ billing,

customer service. and general and administrative costs~ and costs associated with credit

worthiness. including bonding requirements established by both the Commission and

incumbent utilities. Additionally. the retail price of electricity offered by a CSP includes

customer acquisition costs and the retailer's margin. In sum. a retail market price concept

includes aU of the costs that a supplier must incur to serve cllstolners. Use of wholesale

market prices for setting the PTe makes it impossible. by definition. for CSPs to offer a

retail price at or below the PTe.

The Restructuring Act supports use of this retail market price concept. Section

56-583(A) of the Restructuring Act states as follows:

To provide the opportunity for competition and consistent with § 56­
584~ the Commission shall calculate wires charges for each
incumbent electric utility. effective upon the comn1encement of
customer choice~ which shall be the excess. if any. of the incumbent
electric utility's capped unbundled rates for generation over the
projected market prices for generation, as determined by the
Commission .... (§56-577 et seq. of the Code of Virginia, emphasis
added.)

Given the range of costs that any supplier must incur ~ as discussed above~ and the fact

that the Restructuring Act is silent on whether wholesale or retail market prices are to be
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used when calculating projected market values for generation. PES believes that the only

reasonable interpretation of the Restructuring Act is that retail market prices for

generation should be used in the calculation of wires charges and, correspondingly,

setting the PTe.

Several recent devc1opOlents support the position that an unrealistic PTC is the

single greatest barrier to competition in Virginia. In its recent filing for approval of retail

access pilots. Dominion Virginia Power r"DVP~') tacitly adnlits that CSPs cannot

compete against current PTCs and that sonle action. namely a reduction or, in this case. a

partial waiver, of the wires charge is necessary to promote competition:

Importantly. with each of the Pilots, the Company is proposing to waive a
portion of the wires charge for all participating customers in order to

create additional '''headroom'' for CSPs to cover their costs of doing
business and to ofTer savings to custonlers. (Section III, ....Common Pilot
Elements:' page 9 ~ line 8)

In seeking to create "headroom" for suppliers. DVP acknowledges the same point

that PES made earlier-that a realistic PTe should include all supply costs, including the

"'costs of doing business," an item excluded from a PTC calculated from wholesale

market prices.

PES intends to participate in the pilot programs and has been an active participant

in preliminary meetings to discuss their development. Vie are hopeful but cautious, given

that at the expiration of prior pilot progranls competitive suppliers returned their

customers to the incumbent utility due to the transition to an unrealistic standard for the

calculation of the PTe. PES also notes that the PTC of the first pilot programs was three

to fouf mills higher than the current pilot progranls' projected PTe (after adjustments for

the proposed 500/0 reduction in wires charges).
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Recentlyo the Con1mission itself has begun to examine factors that influence

calculation of the PTC. The Comnlission has initiated investigations into both standard

otTer service (also known as ""defaulfoservice) and stranded costs. In the latter

proceeding, the Commission is exploring 111ethodoJogies for identifying stranded costs

and actual calculation of a stranded cost amount. PES believes that a determination by

the Conlmission of the total amount of stranded costs to be recovered by each utility and

the specification of a transition period over which each incumbent will be pernlitted to

recover its stranded costs will greatly enhance the current process for establishing PTCs.

With respect to remedies that will foster the development of competition in the

commercial and industrial C"C&r') segments, PES supports proposals similar to those

introduced earlier this year by Senator Watkins. While the Legislative Transition Task

Force tabled discussion of the Watkins~ proposals until a later date, PES encourages the

Comnlissioo's consideration of sinlilar measures. Specifically~ the first proposal would

have waived wires charges for C&I customers that switch to a competitive supplier,

provided that the incumbent utility could charge market-based rates to any previously

switched customers that return to default service. The second proposal eliminated

minimum stay requirements for customers returning to default service, again with the

provision that incumbent utilities could charge market-based rates to these custon1ers.

These proposals would encourage C&l customers to participate in the competitive nlarket

and allow incumbent utilities to be fully coolpensated, through market-based rates~ for all

costs incurred to serve those customers returning to the incumbent's service.
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In summary, the use of wholesale market generation prices in the COlTIIUission's

process for establishing the wires charge understates the PTe and results in three adverse

consequences that unreasonably impede the developnlent of conlpetition in Virginia:

• CSPs are forced to compete in a retail environment against wholesale PTCs,
establishing a defacto entry barrier for suppliers~

• Consumers are denied the econOluic and environnlental benefits of a
competitive market--electricity biB savings and innovation in energy services,
respectively; and

• Overstated wires charges misallocate ratepayer resources. potentially
rewarding incumbent utilities for costs that are not stranded.

Question 5:

Are the Commi.\'sion's Rules Governing Retail Access to Competitive Energy Services
conducive to promoting e.tlective competition in the Commonv.'ealth? {f not, how should
they be mod!fied? Is there any way in which these rules can or should be improved. in
any event?

As mentioned last year~ PES has found the Commission's Rules Governing Retail

Access to Competitive Energy to be a reasonable attempt to create a level playing field

on which suppliers can compete. Certain steps should be taken~ however, to improve the

Rules in ways that will foster the growth of competition.

In 20 VAC 5-312-70(B), the Commission requires that suppliers

[P]rovide to a prospective residential customer, by mail or by electronic
means. prior to. or contemporaneously with, the written contract. an
estimated electricity supply service or natural gas supply service annual
bill assuoling average monthly usage of LOOO kWh of electricity or 7.5
Mcf or 75 thenns of natural gas, including all fees and minimunl or fixed
charges, exclusive of any non-recurring financial incentives, and the total
average price per kWh, Mcf, or therm based on the annual bill.

Based on PES' experience in serving residential electricity and natural gas custoluers in

Virginia. customers sometimes find this information confusing for several reasons.
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First. many residential customers are not accustonled to thinking about their

energy bills on an annual basis and therefore do not have a reference for comparison

when provided the infonnation required by the regulations. Second~ most customers'

usage is not ~·average.'· Custon1ers with significantly higher usage may find that the

estimated cost of service looks like a bargain while the low usage custonlers may think

they are not getting a very good deal.

Even if a custon1er uses the annual average amount of electricity, that

consumption is not evenly distributed throughout the year. If pricing is seasonally

differentiated, then a customer with heavy summer usage and gas heat will have an

annual cost that is quite different from a customer with electric heat and lower summer

usage. As a consequence, the average cost per kWh calculation requirement may not be

reflective of the customer's usage pattern.

Finally, average cost is not directly comparable to the average PTe that the

incumbent utility provides and which is based on actual usage. In short, the use of a

generic average cost, either on an annual basis or on a $/kWh basis. is often confusing

and in many cases misleading.
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SEL
April 22. 2003

David R. Eichenlaub
State Corporation COffiluission
1300 E. Main Street
Richmond. VA 23218

Mr. Eichenlaub,

On April 16. 2003 you issued a solicitation of ""ideas from stakeholders" in preparation
for the State Corporation Commission's annual report on the status of competition.
Strategic Energy is a competitive service provider active in seven states, currently serving
over 3,000 MW of retail load. Strategic Energy appreciates the opportunity to provide
comments for the Commission's report. and \-vill participate in the informal discussions
on June 6. 2003. Below are the initial responses of Strategic Energy.

1. What are the current obstacles to the development of a robust competitive retait
electricity market for residential customers? For commercial and industrial
customers? How can these obstacles be overcome?

Strategic Energy's target market is Commercial and Industrial (C&I) customers..
therefore~ we will limit our comments to those customer classes. The current
obstacles to serving C&I customers in Virginia are largely due to the stranded cost
recovery mechanism in place. As the stranded cost methodology allows most
Virginia utilities to charge any retail access customer for its total lost revenue. there is
little or no opportunity to offer customers a discount on the utilities rate. The wires
charge roughly equals the difference between the revenues that the utility expects to
receive from the customers, minus the spot market price in PJM west. This will
ensure that the wires charge overstates the stranded cost of the utility because it
assumes the minimum value for energy in the wholesale market (spot prices reflect
short-run nlarginal cost. and not the long-run value of energy delivery service) and no
cost avoidance from losing a customer. For some customers with flexible production
processes or demand response capabilities it might still be possible to provide added
value (and thereby get a customer to switch) even with the wires charge penalty.
However~ because Virginia does not belong to a Regional Transmission Organization.
and th~refore lacks an active bilateral market and a balancing energy market. there is
little or no opportunity to offer value~added services.



Given the provisions of the Restructuring Act there ll1ay be little that the Commission
can do on the retail rate structure. The Conlmission can review the calculation of the
wires charge to detem1ine whether utilities are over-collecting stranded costs. and
lower the wires charge if appropriate. The Commission should also develop a
methodology for fixing the wires charge so that consumers can better evaluate the
potential costs and benefits of switching to a competitive supplier. The Commission
should also actively pron10te a process either having Virginia utilities join an active
RTO (such as PJM) or create a Virginia RTO.

2. With respect to potential obstacles, what is the outlook for future natural gas prices
and the impact on wholesale electricity prices and a competitive retail market?
Please comment on the postulation by several natural gas industry experts of a
growing structural demand/supply imbalance with demand outstripping supply over
the next several years. What actions, if any, could be taken to mitigate the potential
impact of an over-dependence on a single fuel source?

Future natural gas prices are unpredictable. as the price swing in the past four years
are shown. However~ there are valid reasons for assuming that natural gas supplies
will not keep pace with demand in the long-run as domestic resource continue to be
depleted. Strategic Energy firmly believes that the market is best able to determine
the appropriate fuel mix. as fuel cost and reliability are key components to planning
and new generation. However~ market forces can sonletimes be distorted by
regulatory overlays. and the Commission should take care that regulation does not
overly prOlTIote one technology or one fuel source to the detriment of reliability. One
example of a distorting regulatory overlay is the resource adequacy mechanism used
by PJM. The Installed Capacity or '"ICAP" requirement in this control areas is
designed to subsidize all generation. irrespective of fuel type. The nature of this
subsidy provides an incentive for building the least-capital intensive resources (i.e.
low capital costs with high energy costs). While firmly believing that Virginia should
join the PJM RTO. and adopt the PJM energy market rules, Strategic Energy strongly
recommends that the Commission consider adopting an alternate resource adequacy
mechanism. The alternate is to adopt the ECAR/MidWest ISO reserves-based
reliability mechanism. In addition the Commission should with a resource adequacy
mechanism that can directly invest in new resources in the event of a market failure.
By direct investment in new resources the Commission can place requirements on the
new resource, including fuel-source, to ensure that an appropriate level of fuel
diversity can be maintained.

3. In light of recent legislation, how can the Commonwealth be assured of a continuing
reliable electricity system when control of transmission is governed by an RTQ?
What factors should be considered during the cost/benefit analysis required prior to
Commission approval?

A robust energy market for Virginia' s consumers is highly dependent upon
transmission assets being placed under the control of an Independent Systeln
Operator, or a Regional Transmission Organization (aRTO"). The purpose of an RTO
is to maximize consunler welfare by eliminating the discriminatory behavior that is



enden1ic of transmission systenls where the system operator has business interests in
the wholesale and retailtnarkets. Furthermore~by joining a larger RTO. Virginia will
become more firmly a part of a larger planning process to ensure reliability. Larger
control areas not only create more robust nlarkets. but improve reliability by better
the coordinating the use of transmission facilities. It is worth noting that the creation
of larger. multi-state control areas such as PJM was pronlpted by the need to reduce
the threat to reliability inherent when interconnected transmission operators do not
adequately coordinate dispatch. The economic benefits of centralized dispatch and
open access to the transmission system came later.

4. Later this month, the Federal Energy Regulatory Commission is expected to issue its
"white paper" addressing certain issues debated the past several months regarding
Wholesale Electric Standard Market Design (SMD). Additionally, the Department of
Energy is expected to issue the results of its cost/benefit analyses of the impacts of
SMD. Please provide your initial thoughts and reaction to such releases and identify
any significant issues of concern.

The FERC~s white paper on SMD is aimed at eliminating. as much as possible.
lingering discrimination in access to the nation~s transmission system. and at
providing some market standardization to reduce the transaction costs and increase
the liquidity of the wholesale energy market. All consumers will benefit from a
reduction in discrimination and transaction costs. Strategic Energy will wait until it
has seen the white paper before identifying specific ~'significant issues ofconcern. ,-

5. Are the Commission's Rules Governing Retail Access to Competitive Energy
Services conducive to promoting effective competition in the Commonwealth? If not,
how should they be modified? Is there any way in which these rules can or should
be improved. in any event?

The Rules Governing Retail Access are generally similar to rules that are in
jurisdictions where retail markets are active and do not impose a substantial barrier to
competition. The extent to which the rules will need to be modified will largely be
determined after retail competition becomes active in Virginia.

6. What should be the level of consumer education when the program is resumed on
July 1, 2004? Should it be as visible, more visible or less visible than when the
campaign was suspended? Upon resumption of the campaign, what focus. theme or
message should be communicated? Since TV advertising is the most expensive
component of the program. what level of TV advertising should be included in the
resumption of the campaign?

Resuming a consumer education program while competitive suppliers are kept out of
the market by the wires charge will only create unrealistic consumer expectations.



7. Are there any other actions that have been taken or are being considered in other
states that may be used to advance competitive activity in Virginia?

Strategic Energy recomnlends that the C0111mission research the rules and regulations
governing retail coulpetition in Texas. Texas retail competition began on January l.
2002, and already approxinlately 300/0 of all customer load is served by alternative
suppliers. Strategic Energy believes much of the success in Texas is because the
default rates in Texas are market-based. The Price to Beat (default rate available to
customers with a peak denland less than 1 MW) in Texas can be adjusted up to twice
a year to reflect an increase or decrease in natural gas or electricity prices. This
adjustment mechanisnl provides alternative suppliers a greater opportunity to
compete by preventing the default rate from becoming a below cost rate. The Texas
structure also pronlotes competition by requiring all customers over 1 MW to
negotiate contracts for competitively priced electricity. Finally, Texas created a solid
foundation for competition by requiring vertically integrated investor-owned utilities
to structurally unbundled generation.. retail services. and transmission and distribution
functions into separate corporations. The transmission and distribution utility in
Texas is truly a "·wires~~ only company specifically prohibited from providing
generation service with a strong code of conduct that governs the relationship
between the utility and its affiliates.

Strategic Energy also recommends that the Commission consider the rules and
regulations for Default Service in New Jersey (Basic Generation Service) and
Maryland (Standard Offer Service.) These states are also providing a variable rate
Default Service for the largest customers, and a more stable, market-rate service for
smaller commercial residential customers. These states are not requiring the level of
utility restructuring as in Texas~ but are adopting measures that will also promote
robust competition.

8. Do you have any ideas that have not been tried elsewhere that may facilitate
competitive activity in Virginia?

Not at this time.

Respectfully Submitted.

-/s/-

Michael Swider
Manager, Regulatory Affairs
Strategic Energy LLC
2820 Charles Dunn Dr.
Vienna, VA 22180



Urchie B. Ellis
.t..:t::rney a', La'.v

708:1 Ma(iCz RC<J::1
Rlc~:-.ond, Virginia 232::5

H::mf' ?t".(V";t 5·j4-277-5S;:3

i"dr. (lo\vard tvt. Spinner (~nn. t\1r. Da',,'t Eichenlaubl
Dl\ision of Economics and Finance, SCC

De-af \ir. Spinner'

Your letter of April \6 asks for cornment~ in connection \Vilh upcorning 3d A,nnuaJ
Report to the Legi,slative. Transition Ta~k Force {LTTF). pur~uant to Sect. 56"596 B. The report
is expected to cover three topics, As one of the veI)'- limited voices on behalf of the general
puhlic~ 1subnlit my COOlrnents and recommendations. as ft11Iows:

(A) In splte of my eX'1ensive invoh~ement in this subj~-ct for over 2 years in the General
AssemblY". and in the hearings before 1he sec ~n the Dominion Virginia Power case, 1 am not able
to pro\'ide in depth comment on the several issue~ raised in your letter~ but will do my best..

It should be recognized that the general public cannot deal v-vith the simple aspects (if
electric dereguJation and Choice~ much less Vo--ith the technical issu€s such as wires charges.
stranderl costs, etc. which are far more complex.

rvlost of the inlpelus~ and emphasis, and the Stakeholders~ in derehll.tfation arise trom the
desire of the utilities to sell their pC.l\ver generated in Virginia fo consumers in other arc.as \vho are
nov..-paying higher rates tlllm we do in V-ir~rini~ and to avoid their obligation to their present
customers~ and from the desires of larger industrial interests to benefit from possible ~o\ver rates..
The proposed protections of the public are inadequate f J! (See my response to Mr. \Villiams, of
last June 15. 2002, copy attached=- \vhich remains appropriate)

\Ve need to stop deregulation~ and rebundle and roll-back to the fully regulate.d status.
The details and \:ic\vs set forth in the large 2 Vol. A,nnual ReDert of the sec )ast Auc.. 30, and in

~ . -
the Blue Cover report as per SB 684 daH~d Nov. 30~ 2002) and in the Addendum (yello\-\' cover)
report filed Jan 3~ 2001. are strong supporting reasons. and have been further reinforced by
subsequent event~ and information.

(B) Repondlng specifically to the questions raised in your lener of April 16~ as foHows:

( l) The currentob~i.adesto dcvelopnH~mof a robust (or any) competltlve retail electricity
marker for Virg1nia residentjal custOtllerS are lhat we now have low rates. good sef\;cc, and a
fme prosperous major power company (Dominion). The only \vay this call be overcume is to
increase the amount that Virginia residential users ha\-'-e to pay for electricity 1!

(2) Natural gas prices are probably going. to stay relat.ively hig.h.. and that fuel is of
greater ~mportance for horne heating and (-ther uses. Large usc for electric generatioD.:- and other
heavy industrial purposes should be discouraged. \Ve should promote increased use of neuclear.
coal~ and water power" and perhaps oil, for electric generation,



(3} The ady v,'ay \Ve can be assured ofreljab!c l~enera!ing capacity fbr Vir;rinia residents
is for the sec t.o ha\t: full rcgu12iory cC1ntroi~ as it h2d for at:ou1 IOU years..

(J, FERC has appurently issued its papeL rL'1U 1 ,lm not able to find any assurance of
p~{}tection of {he 'vlrginiil general public, \Vh2.: I ha "r-e re-ad lncre~5(~d my concC'rt; I"

(5) The C()m_mis~l(m's ruks governing retail access are not doing any good. They are
100 comp~icated ~(J: the rubli ...~ to handle. The way tu improve the rules is 10 dill'unale 1hc IW('U

tD: them_ by slopplng. <kregulation_

{6) The consumer education program has been almost a tota~ \vastc, and the public has
paid no attention to the material which they have been receiving for about 2 years. The program
shoutd be stopped, or largely cunailed., until there is some real lower cost ~~Choice~' avaEfabJc to
the g.-enerJ] public.

{7) 1 have nOl heard of any other successf,,:d deregulation prof,'TaIDs in any state. I have
read that legislators in Califol1ua are proposing to stop deregulation and go back to the old
SYSlem.

(8:' 1 have no suggestions to fac-ilitat(: competitive activity in Virginia.

I \J"lH tn' to attend the nlc{;tin~ a! 9~ 30. on June 0, n
~ ~ ~

...-: / 4j) ,,')

/"/ ~.~' /
__ .1 ~ '/, ./

RespectfuIIY;_'1~~Ji~ _~ I ff.-.///,/ ///,-/.>0

?///f!//};/I/r :rL4 ------
~/ Urchie B. fl1is~ t./ ~

Va. State Bar No. 5422



Urchie B. Ellis
ATIORNEY AT LAW
7900 Marilea Road

Richmond. Virginia 23225
Phone 804-272-5923

Mr. Richard J. WiUiams~ Director
Division ofEconomics and Finance;, sec

June] 5;, 2002

Thank you for your letter of June 12, attaching copy ofyour letter of April 24 which went
to many parties interested in electric deregulation, but somehow seems to have missed the public
and consumer interests (somehow I was left out even thought I played.a.major part in the recent
Dominion Virginia Power case, and in hearings at the Generar Assembly the .past 2 years). I am
glad your procedure will admit further comments, and hope you have ftobned other possible
public consumer interests.

I have reviewed the April 24 letter, and seen several of the extensive replies by major
business representatives---e.g. Delmarva, Pepco, Virginia Power, and the Coops.

My comments are as follows:

(1) Most of the questions;, and the responses;, are concerned with details to benefit the
utilities and independent generators;, and there is little to reflect concern for the public interest.
Even though I have had heavy involvement in the subject;, most of the questions and responses are
too complicated for me to understand or to deal with. I urge that another list of questions be
sent out which ask for comments and suggestions to adequately protect the public in Virginia to
ensure that we have adequate, easily available electric power at low rates and with great
reliability, and with a minimum of confusion or literature to read and understand. The list should
go to many public entities, and a good sample of residential and small business consumers for a
broad response.

The language from Sect. 56-596B quoted in the April 24 letter directs that the see report
have recommendations "in the public interest". Developments in the past year around the U. S.
in connection with electric deregulation demonstate that the "public interesf' needs greater sec
regulation and supervision, not less. The underlying concept of the Task Force, and the
deregulation law to date has been to benefit the utilities, and to allow them to sell their Virginia
generated power to consumers in other areas of the U.S. who would pay more for it----and the
proposed arrangements thus far have imposed nearly all ofthe serious risk on the residential
consumer and small business in Virginia. The see recommendation "in the public interest"
should be for a 5 year moratorium;, and any needed reregulation, to preserve the status quo to
allow us to see what happens elsewhere.

SOME OF THE SPECIFIC QUESTIONS PEIDvIlT RESPONSE, AS FOLLOWS

1. The major obstacle to development of a robust competitive retail electricity market retail
residential customers in Virginia is the fact that we now have low rates and good semce. No
residential customer wants any change. We want the sec to continue to have full authority to
supervise electricity and regulate rates and service. Deregulation only serves the purposes ofthe
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utilities, who have developed trading floors and want to sell their generated power elsewhere for
higher revenues, and be relieved ofmost of their obligations to the Virginia public'"

2. and 3. deal with RTOs and transmission service, and are too complicated for me to try to
comment, and are of little importance to the residents of Virginia. for the reasons stated in No.1

4. The sec rules are too complicated, and the public cannot understand or deal with them. I
suspect that few, ifany , of the Task Force Committee, or the General Assembly, can understand
the several pamplets and various notices on CPlOICE, etc. and admit that I cannot, and I am sure
that few residential consumers have even read them. We need the SC&

", .• '

5. In the light ofthe many complications that have arisen around the U.& and with several of the
power trading companies, it is clear that Virginia ':'public interest" requires a 5 year moratorium.

6, 7, 8, 9, are too complicated, but in general we need steps to protect the public, not the utilities,
because the whole program and the details are not working, and are too complicated for the
public to understand and deal with.

10---14 are too complicated for me to try to deal wit~ except to urge that rate caps need to be
kept low and not exceed current rates in Virginia, and we should stick with see regulation.

] 5, 16 Some other states are not progressing deregulation, and that is the pattern Virginia
should fonow. Nothing will facilitate competitive activity in Virginia because we now have low
rates and good service.

I hope these comments will be useful, and I will supplement them by reference to my
letters afNov. 27,2001, and Dec. 24,2001, to the Task Force, where I urged a moratorium!!!

(2/ 1 / 0/<,~'/-) /" - '"""./ Z....s.'. ct..fUll~:tuu.rs. ir,- (1:.. /~,?/./ /I/I //j~y rt- / t?/:J'l "_.~
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Virginia State Bar No. 5422



May 20~ 2003

Bv E-mail and U.S. Mail

David R. Eichenlaub
Assistant Director, Economics
Division of Economics and Finance
State Corporation Comn1ission
1300 East Main Street
Richmond, VA 23218

Re: Comments on Topics to be Addressed in Third Annual Report to LTTF

Dear Mr. Eichenlaub:

These comments are submitted by the Municipal Electric Power Association of Virginia
(~"MEPAV") in response to your letter of April 16, 2003 to Market Participants soliciting ideas
to assist the Commission in developing a con1prehensive review of methods that may be
considered to facilitate effective competition.

MEPAV is an organization formed to meet the needs of its members by providing
information, support and group advocacy on legislative and regulatory issues for the 16 localities
that operate electric distribution utilities in the Commonwealth:

City of Bedford
Town of Blackstone
City of Bristol
Town of Culpeper
City of Danville
Tovvn of Elkton
City of Franklin
Town of Front Royal
Harrisonburg Electric Commission
City of Manassas
City of Martinsville
City of Radford
Town of Richlands
City of Salem
Virginia Polytechnic Institute & State University
Town of Wakefield
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MEPAV has been active in the electric restructuring legislative process in Virginia. In
addition. MEPAV's members have participated in a coalition representing transmission
dependent utilities that has participated in working group cOlnmittces and stakeholder 111eetings
in connection with RTOs and other forms of RTEs which have included the investor~owned

utilities that provide transmission service in Virginia and has also participated in related
proceedings at the Federal Energy Regulation Commission (""FERC'·). In addition, all but one
are members of the Transll1ission Access Policy Study Group ("'1APS·"). an organization of
transmission dependent utilities in 33 states across the U.S. that has participated actively in
FERC rulemaking proceedings regarding transmission issues. Although some of the )6 MEPAV
localities own and operate generation, none has sufficient generation to meet its total loads.
Thus. all must purchase their energy needs from the wholesale market and are dependent on the
transmission systenls of others to get the energy from the suppliers' resources to their systems.

Because MEPAV's nlembers are wholesale electric customers of their suppliers. the rates
they pay for purchases of power supply are either regulated by FERC (or are not regulated) and
the rates and service conditions for transmission and related services they receive are subject to
FERC regulation. these comments will focus on the third and fourth items for which you have
sought input.

MEPAV's members have supported the development of independent RTOs of sufficient
size and scope to provide benefits to consumers and have been supportive of the concept of
Standard Market Design for wholesale electric markets. MEPAV's members have actively
participated before FERC as menlbers of a coalition of transmission dependent utilities (currently
called the '''Coalition of Municipal and Cooperative Users of New PJM Companies~

Transmission~')and through TAPS in proceedings raising substantial issues with respect to
specific RTE proposals and particular elements of SMD. With respect to FERC's orders dealing
with RTEs, MEPAV has bcen pleased with much of what FERC has done. but has been
disappointed in other respects. Our principal disappointment has been with FERC's past attitude
of giving great deference to each utility's decision on which RTE to join and FERC's
unwillingness previously to consider whether a particular RTE selection was the optimal
selection. MEPAV supported the 2003 mnendments to Sections 56-577 and 56-579 ofthe
Virginia Electric Restructuring Act as related to regional transmission entities. Particularly
important to MEPAV are the provisions of Sections 579.A.2.d and 579.F. The first requires that
the Commission. in developing rules and regulations for the transfer of control, ownership or
responsibility to an RTE that generally promote the public interest ensure that consumers' needs
for econon1ic and reliable transmission are met. The second is the requirement that the
Commission find that any request for approval of transfer of ownership or control of or
responsibility for transmission facilities shall include a study of the comparative costs and
benefits thereot: which study shall analyze the economic effects of the transfer on consumers,
including the effects of translnission congestion costs.



David R. Eichenlaub
May 20. 2003
Page 3

MEPAV is cautiously optinlistic as a result of FERC's April 28. 2003 White Paper on
Wholesale Power Market Platform that FERC will be receptive to considering costs and benefits
in evaluating regional transmission entity issues and that it will consider the interests of all
nlarket participants in market design.

MEPAV believes that the transmission owners' selection regarding participation in an
RTE should have the principal objective of maximizing the benefits to all consumers, including
providing the lowest cost of energy delivered to its customers on a reliable basis. In general.
MEPAV believes that consumer benefits will be maximized by the RTE selection that is most
conducive to creating a robustly competitive market for energy in which all load-serving entities
may participate. However. the ultimate criterion must be the delivered cost of reliable power
supplies to all retail customers. including the customers served by transmission dependent
utilities such as MEPAv~s members.

Among the questions that should be addressed by an incumbent electric utility in a
request for approval of transfer of ownership or control of or responsibility for transmission
facilities are the following:

• What is the ""natural market" of which the utility considers itself a part? What is the
basis for that view?

• What are the predominant patterns of historical energy trade in which the utility has
participated?

• What are the utility~s strongest interconnections with adjacent systems?

• Does the utility agree that benefit to customers should be the principal criterion for
evaluating its RTE-participation alternatives? Ifnot~ what other standard(s) does the
utility believe are more important than benefit to customers?

• What measures does the utility believe it should put in place to ensure that customers
are protected from any adverse economic impact of RTE participation?

• What analyses has the utility performed to evaluate and compare the economic
impacts on retail and wholesale customers of its participation in various RTEs? What
did those analyses show?

• What analysis has the utility made comparing the costs ofentry it would incur to join
each of the RTEs in which participation was considered? If so, what does that
analysis show?

• Has the utility analyzed the costs that would ultimately be borne by ratepayers under
each of the alternative RTE-participation options that were considered? What does
that analysis show?
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• Has the utility conducted any analysis of its systen1 to determine whether its system is
well-suited to the application of market rules of the RTE it proposes to join? What
does the analy sis show?

• Has the utility compared the impact that participation in various RTEs would have on
the transmission congestion costs incurred by the utility and transmission dependent
utilities located within their transn1ission systelus? Has the utility analyzed whether
participation in one RTE or another would be more likely to lead to an increase in
transmission congestion costs? If so, what do these analyses show?

• Has the utility analyzed the additional transmission expansion or other alternatives
required to fully integrate the utility into the RTE it proposes to join without incurring
significant congestion costs.

• If PJM is the RTE the utility proposes to join, does the utility agree that the PJM
pricing model should be modified to resolve the problem of high prices in load
pockets? What modifications does the utility believe should be adopted to hold its
transmission dependent utility customers as ""cost neutrar~ as possible?

• If the utility were to join PJM, would it be willing to cooperate with stakeholders to
seek resolution of the problems that have arisen under PJM~ s pricing approach within
transmission-constrained areas?

• Is the utility willing to commit to absorbing any congestion-related costs of serving
transmission dependent utilities if those costs are incurred as a result ofjoining PJM?

• What does the utility consider to be the most significant ""seams" issues between
RTEs?

• Among the RTE-participation options open to the utility, which option does the utility
believe is most conducive to minimizing seams issues? What is the basis for that
belief?

As the Commission is aware~ the cost of congestion that Old Dominion Electric
Cooperative ("~ODEC~') and other transn1ission dependent utilities experienced in the Delmarva
Peninsula under PJM~s system of locational marginal pricing and fixed transmission rights was a
major factor driving the 2003 legislation. As reflected in many of the above questions~ MEPAV
is concerned that the experience in assigning congestion costs in the Deln1arva Peninsula not be
repeated in other areas. Part of the potential problem arises from the fact that the existing
transmission systems of utilities were not planned or constructed under an LMP/FTR regime, but
one in which costs were socialized over a broad area. It is important that any shift to a new cost
allocation and pricing regime be attentive to this problem and adapt to it, such as by providing a
sufficiently long transition period, to avoid hardship on particular customers and a pricing

------scheme4:hat-due-s~not-p-en-aiizeor-unouiy-batdelrcustomcrs-locatc(tlnloatip(Ycket~~fEPKv-atso-----~

believes that an equitable allocation of FTRs, rather than an auction, is necessary and most
equitable for those utilities who have had and will continue to have an obligation to serve the
loads they now serve.
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We note that FERC on May 12 established a fact-finding proceeding to be facilitated by
an administrative law judge concerning transmission congestion in the Delmarva Peninsula
(Docket No. PA03-12-000). MEPAV regards this as a favorable indication that FERC
recognizes the problem that has been faced by ODEC and other custonlers on the Delmarva
Peninsula and may be willing to deal with those problen1s more proactively than it has in the
past. The information to be developed by the Commission in its cost/benefit analysis may
interface well with the FERe fact finding proceeding.

MEPAV appreciates the opportunity to present its views on matters on which you have
sought input.

Sincerely yours~

Allen Todd
President
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May 23.2003

Dave Eichenlaub
Assistant Director, ECOl1Olnics
Virginia State Corporation Con11nission
Division of EconOlnics and Finance
Ty ler Building
1300 E. Main Street
Richmond. VA 23219

Dear Mr. Eichenlaub:

3333 K Street, NW, Suite 110
Washington, DC 20007
Tel: 202-333-3288
Fax: 202-333-3266

The National Energy Marketers Association (NEM) hereby submits comments pursuant
to the April 16. 2003. letter that posed questions related to: I) the status of competition in
Virginia~ 2) the status of the development of regional competitive markets; and 3)
recommendations to facilitate effective competition in the Commonwealth.

The National Energy Marketers Association (NEM) is a national. non-profit trade
association representing wholesale and retail marketers of energy, telecom and financial­
related products, services. infonnation and related technologies throughout the United
States~ Canada and the U.K. NEM's Membership includes wholesale and retail suppliers
of electricity and natural gas, independent power producers~ suppliers of distributed
generation, energy brokers, power traders, and electronic trading exchanges, advanced
metering and load management firms, billing and information technology providers,
credit, risk management and financial services firms. software developers, clean coal
technology finns as well as energy-related telecom. broadband and internet companies.

This regionally diverse. broad-based coalition of energy, financial services and
technology firms has COine together under NEM's auspices to forge consensus and to
help resolve as many issues as possible that would delay competition. NEM members
urge lawmakers and regulators to implement:

• Laws and regulations that open markets for natural gas and electricity in
a con1petitively neutral fashion that bring suppliers and consumers
together at the lowest possible cost;

• Standards rates. tariffs, taxes and operating procedures that unbundle
competitive services from monopoly services and encourage true
competition on the basis of price. quality of service and provision of
value-added services;

• Accounting and disclosure standards to promote the proper valuation of
energy assets~ equity securities and forward energy contracts, including
derivatives~ and

• Policies that encourage investments in new technologies. including the
integration of energy. telecom. digital communications and Internet
services to lower the cost of energy and related services.



1. What are the current obstacles to the development of a robust competitive retail
electricity market for residential customers? For commercial and industrial
customers? How can these obstacles be overcome?

The most significant obstacles to the development of a robust cOlnpetitive retail electric
market in Virginia are the current artificial price caps and the existing wires charge.
Lifting price caps and allowing consumers 10 see and respond to changing prices for
energy and related energy services, inforn1ation and technology is critical. Finally, the
removal, or at a minimun1. a revision in the n1ethodology for the calculation and
assessment of the wires charge is also necessary for the developn1ent of the Virginia retail
market. Stranded costs should be collected in a competitively neutral manner to foster
conlpetition.

A. Price Caps Impede the Development of a Robust Competitive Retail Electricity
Market

Price caps do not facilitate energy competition and do not permit consumers to modify
their consumption levels in response to price. Utility pricing mechanisms must reflect
changes in wholesale prices and the true costs of serving retail load. NEM is cognizant
of the concern that consumers should be protected from erratic price swings and the
ability to mange price risks and offer fixed or variable priced contracts should be a
competitively offered retail product. If utility consumers are pern1ittcd to respond to
accurate pricing signals they could adjust their consumption thereby lessening the impact
of price spikes or choose competitive offerings from alternative suppliers.

NEM submits that capped utility rates do not reflect the fully embedded costs of serving
retail load and undermine the ability of competitive suppliers to invest in serving Virginia
consumers. Staff. in its May 2003 Report in Case No. 2002-00645, stated that there is
substantial uncertainty as to the feasibility of an entity other than the incumbent utility
providing default service until the end of the capped rate period. The Report indicated
that a factor contributing to its view was the current capped rate and wires charge
structure that severely undermines competitive pricing. NEM urges the Commission to
open the market for default service because requiring the utilities to provide default
service at capped or artificially subsidized rates sends distorted and normally cross­
subsidized price signals to consumers. NEM submits that it is the structure of Virginia's
energy market and not current marketer competence that is restricting marketers from
supplying these services. Marketers have the ability and experience to supply default
services to customers. Marketers have long been involved in developing and aggregating
generation and providing utilities with energy related services and technologies. In many
cases~ marketers have supplied utilities with energy and related services on an outsourced
basis for years.. Consequently~ marketers have the ability to provide default service and
should be allowed the opportunity to do so in the Commonwealth.

If the CommIssion decides that the utilities should continue to provide default service~ the
requirements of section 56~585(C)(l) that~ "the rates for default service provided by a
distributor shall equal the capped ratesH until the expiration or tem1ination of capped
rates, presents a significant obstacle for the market. As has been evidenced by lackluster
customer participation in choice programs in the state~ the capped rates instituted for the



utilities have stifled competition. Capped rates are set artificially low and competitive
suppliers cannot offer competitive prices when utility offered competitive services are
cross-subsidized. Additionally. since capped rates do not change to reflect changes in the
wholesale market or the added costs of serving last Ininute, no notice default services.
there is little opportunity for retail suppliers to compete on the basis of price or quality of
service provided. Default service pricing mechanisms that allow prices to change over
time in response to wholesale market conditions as well as the true costs of delivering
"last resort." no notice default retail services better reflect real con1petitive markets.
provide more accurate price signals~ and help level the competitive retail playing field.

The provision of default service based on capped or subsidized rates will not foster the
development of the competitive market. If the Commission mandates the selection of the
incumbent utility for all customers who fail to make timely supplier elections and sets a
non-con1petitive price for no notice default service~ it will create a significant barrier to
new suppliers while perpetuating the sanle non-competitive energy services that
restructuring is designed to replace.

B. Wires Charge Must be Competitively Neutral

NEM submits that the wires charge is a significant barrier to entry in the Virginia market.
The manner in which the wires charge is calculated and implemented makes it virtually
impossible for competitive suppliers to compete with the utilities. NEM recognizes that
the recovery of prudently incurred and aggressively mitigated stranded costs is a valid
concern for the utilities. However. NEM urges that a competitively neutral means of
collecting stranded costs should be instituted. NEM recommends that any costs that are
unavoidable because utilities must incur such costs to perform Provider of Last Resort
(POLR)-related services should be recovered through adjustments to the rates charged for
POLR related services. Any costs and/or lost revenues not connected with the utilities'
provision of POLR-related services and fully bundled sales service should be added to
distribution rates in a competitively neutral fashion.

NEM is encouraged by the current proposal to allow large commercial and industrial
(C&I) customers who are willing to commit to market-based pricing, should they ever
return to the incumbent utility. to switch to a competitive supplier without having to pay a
wires charge. NEM encourages Virginia legislators to propose the required amendment
to the Restructuring Act to allow large customers the ability to avoid a wires charge and
receive the benefits of competition.
True price competition benefits all customers~ not just those who shop for lower prices.
The first and foremost benefit provided is the econon1ic stimulus provided by
economically efficient competitively priced energy as well as the ability to exercise
choice beyond the regulated service they have traditionally received. Imposing a wires
charge on switching customers is unfair and unwise because it penalizes those customers
who attempt to lower their energy costs and defeats the entire purpose of permitting price
competition III the tirst instance. If a charge applicable only to retail access customers is
set too high~ no one will be able to participate in the market. Assessment of stranded cost
charges only against retail access customers will not only punish migrating customers.
thereby slowing migration and the development of functional retail markets, but it will
also encourage utilities to continue to invest in competitive services thereby further

3



increasing future potentially Itstrandedtt costs. In the end. society will pay a far higher
transition cost the longer utllities provide con1petitive services. I

2. With respect to potential obstacles, what is the outlook for future natural gas
prices and the impact on wholesale electricity prices and a competitive retail
market? Please comment on the postulation by several natural gas industry
experts of a growing structural demand/supply imbalance with demand
outstripping supply over the next several years. What actions, if any, could be
taken to mitigate the potential impact of an over-dependence on a single fucl
source?

NEM is aware of the current projections for higher natural gas prices and their potential
impact on gas fired generation. However. government intervention or mandates as to fuel
sources have normally had unintended significant adverse impacts. Promoting a
competitive energy market in Virginia will help to mitigate the potential impact of higher
fuel prices by pennitting customers to see and select the lowest cost alternative supplies
including properly priced demand reduction~ load shifting and energy efficiency products
and services.. Additionally, in markets that are open to competition, "green suppliers"
have entered the market to provide renewable energy to customers who desire this niche
product. Customer demand should determine the types and varieties of competitively
provided products, services. information, and technology offered in the Virginia
marketplace. NEM recognizes that some consumers will be interested in reducing
demand or purchasing power from green sources, and the market should give them both
the opportunity and accurate price signals to do so. NEM urges the see to avoid costly
mandates on competitive suppliers (such as mandatory renewable portfolio standards)
that could impede the growth of competition and consumer choice.

Additionally, retail competition wi)) allow customers to shift the risk of higher gas prices
on to competitive service providers who are in a position to better manage the risk.
Without retail access, bundled utility customers are bearing the risk and cost of higher
gas prices through fuel adjustment clauses or other mechanisms imposed to take the risk
off of the utility.

3. In light of recent legislation, how can the Commonwealth be assured of a
continuing reliable electricity system when control of transmission is governed
by an RTO? What factors should be considered during the cost/benefit analysis
required prior to Commission approval?

RIO membership effectively addresses reliability concerns. When the transmISSIon
network is operated regionally under independent management, without financial
conflicts of interest among the owners of affected transmission. distribution, and
generation assets, operational decisions can be made solely upon operational
considerations. NEM urges the Commission to require the utilities to transfer control of
their transmission systems to an RTO as soon as possible in light of FERC's White Paper
on a Wholesale Power Market Platform, which proposes mandatory RTO membership.

I See Also, NEM's Initial Comments In the Marter of Developing Consensus Recommendations on
Stranded Costs, PUE-2003-00062,
w\vw.energvmarketers.com/documents/NEM stranded cost cmts finaLpdf
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An accurate cost/benefit analysis of RTO menlbership should recognize that a key
element in linking geographically separate electricity markets is the integrity of the
transmission network. A RTO operated transmission network facilitates the movement of
bulk power transactions 10 ensure reliability. econonlic efficiency and market liquidity.
Given the current commercial bottlenecks in transmission service. transmission owners
should be monitored to avoid the use of these constraints unfairly as market power to
their own financial advantage. The Commission can also consider incentive based rates
to accelerate recovery of investments n1ade to elinlinate congestion.

4. Later this month, the Federal Energ}' Regulatory Commission is expected to
issue its ""white paper" addressing certain issues debated the past severa) months
regarding Wholesale Electric Standard Market Design (SMD). Additionally, the
Department of Energy is expected to issue the results of its cost/benefit analyses
of the impacts of SMD. Please provide your initial thoughts and reaction to such
releases and identify any significant issues of concern.

NEM is concerned that without nationwide standards for data exchange. ATC
determinations~ delivery terms. operating procedures and practices. interconnection
standards., etc .. the full value to consumers of true price competition will be harder to
achieve. NEM believes that the following steps should be part of any plan to restructure
the U.S. energy markets:

• Uniform, national technology standards can and should be implemented
as soon as possible.

• Transparent, auditable, transactional price data must be available on
an equal, non-discriminatory basis to an market participants.

• All electricity should be treated as native load.
• Regions and utilities must eliminate seams that are created by

differences in information and operating standards and protocols.
• Wholesale generators, marketers and traders must know precisely

what practices are proscribed before, not after, transactions are
completed.

• Local distribution rates must be unbundled to permit consumers to
see the actual, fully allocated, embedded costs they are paying for
each element of bundled utility service or default services.

• Consumers must be empowered to use these embedded costs as credits
against their utility bills to shop for competitive supplies and services.

• Utilities must be incented to outsource competitive services and to
reinvest in upgrading infrastructure, delivery services and reduced
congestion.

• Lastly, energy efficiency and demand side resources must be priced
competitively.

5. Are the Commission's Rules Governing Retail Access to Competitive Energy
Services conducive to promoting effective competition in the Commonwealth? If
not, how should they be modified? Is there any way in which these rules can or
should be improved, in any event?
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The Commission's rules governing the various aspects of retail access to competltlve
energy service should be adjusted as described below to more effectively promote
competition in Virginia.

A. Default Service Should Be Priced To Reflect The Fully Embedded Costs of
Serving No-Notice Retail Load

Default energy suppliers must stand ready to serve any custonlcr. new or old, at any time,
twenty-four hours a day, seven days a week, 365 days a year without any advanced
notice. This is an important obligation and it requires a number of inlportant assets and
supplier skill sets. However. such no no-notice service is far n10re expensive than other
types of service and it is critical that consumers understand and see the real costs of
relying on no-notice default service.

The pricing of default service is also critically important to the development of a
competitive market because the default price serves as the "price to compare" - the target
against which all competitive offers are judged by consumers. Therefore. default service
should be priced to reflect the fully aJlocated embedded costs associated with no notice
retail related services for each customer class. If a subsidized or artificially low rate is set,
true competition will not develop. NEM submits that default pricing for electricity
should at a minimum include transmission charges, scheduling and control area services,
and distribution system line losses. a share of pool operating expenses, risk management
premiums, load shape costs, commodity acquisition and portfolio management, working
capital, taxes., administrative and general expenses, the costs of metering, billing,
collections, bad debt infonnation exchange, compliance with consumer protection
regulations., and customer care.

NEM submits that if a bid process is properly structured it could encourage a competitive
market. NEM believes that bids should not be based solely on the wholesale price of the
energy comnl0dity. NEM submits that bids should include all of the energy supply and
related costs plus all the commercial costs of rendering this type of service. NEM urges
the sec to design a bid process that selects suppliers to directly serve retail customers
because implementation of a bid system for wholesale contracts will not contribute to the
ultimate development of a competitive retail market. Under a wholesale only bid process
consumers will be unaware of the competitive suppliers serving their supply needs and
prevent direct supplier-customer relationships which are vital to building brand
awareness.

Additionally, the Commission should allow alternative suppliers to provide default
service as soon as reasonably practicable and convert the utilities' obligation to serve into
an obligation to deliver.2

B. Competitive Adyanced Metering Should Be IIJ~tituted for An Cu~tofrlel·s As
Soon As Practicable

2 See NEM's Answer to Question I. Paragraph A. and NEM's National Guidelines for Designing and
Pricing Default Energy and Related Services.
http://www.energymarketers.com/Documents/FinaJDefaultPaper.pdf
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The Commission issued an order in Case No. PUE () I0298 on Aug 19, 2002. approving
rules regarding competitive electricity metering services for the elenlents of meter data
availability and accessibility effective January 1. 2003. The Comnlission is currently
considering proposed rules regarding financial ownership of meters by large C&I
customers. The ConlI11ission stated in its Decc111ber 10. 2002 Order on Electricity
Metering, that it is premature to develop rules for additional elements of competitive
metering, beyond 111eter ownership for large customers, at this time. NEM agrees that the
opening of customer choice in ll1etcring services depends on the operational readiness of
the associated support systems. However. NEM submits that atTordable advanced
metering and related information technologies are currently available to bring consunlers
and small businesses the benefits of advanced rcal-time data collection and energy supply
and cost management.

The competitive unbundling of advanced lnetering and related technologies will enable
efficient management of both energy supply and denland through timel y ~ accurate
dissemination of critical real-time energy usage information. Additionally. advanced
meters will permit suppliers to more accurately Dlatch supplies to meet demand and avoid
imbalance penalties ultimately reducing costs and bringing customers savings on their
energy bills. Therefore~ NEM urges the see to in1plenlent a timeline~ which provides
utilities with targeted, time-sensitive. performance-based incentives to implement the
operational systems necessary to support competitive metering so the benefits of these
upgrades can be realized at the earliest possible date.

c. Competitive Billing Should Be Implemented As Soon As Practicable

Competitive Service Provider (CSP) consolidated billing~ was scheduled by the Act to
become effective January 1, 2003. The Commission's August 21, 2002, Order adopted
final rules to govern the implementation and provision of CSP consolidated billing. ~lith

respect to implemcntation~ the COInmission has accepted an interim system workaround
approach that will be replaced with standardized business practices and EDI protocols as
the competitive market develops and the volume of competitive billing increases.

NEM submits that CSP consolidated billing should be implemented as soon as rcasonably
practicable. Encouraging the development of a conlpetitive market for billing services
will allow competitive marketers to provide consumers with enhanced, value-added
services. Suppliers should be able to present bills in order for consumers to have better
access to innovative product offerings. It normally is not possible for CSPs to provide
many of these choices to consumers when the LDC presents the bill. Without the option
for suppliers to present bills to conSUlners. consumers are prevented from enjoying these
innovative possibilities in product choice.

Billing is an important point of contact for a CSP because it enables the supplier to
promote and rmuket its elll;:rgy servil:~s. Inasmuch as conSUlners cannot choose their
distribution company, billing simply does not serve the same function for the regulated
utilities. Therefore, NEt\1 urges the sec to fully implement the provisions of CSP
consolidated billing at the earliest possible date.
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D. Minimum Stay Requirement Should Be Eliminated

Under the Comnlission's current regulations, custonlcrs with a demand of 500 kW or
higher are subject to a twelve-month mininlUI11 stay period upon returning to their
incun1bent utilities for capped rate service after receiving service from an alternative
supplier. NEI\.1 asserts that minimum stay requirements unnecessarily restrict customers
from exercising the option to choose another supplier. NEM urges the Commission to
elinlinate the lninimun1 stay requiren1ent for all custonler classes. NEM is encouraged by
the current proposal to eliminate the minimunl stay requirenlent for returning customers
that agree to purchase electric energy at lllarket based rates fronl the incumbent electric
utility.

6. What should be the level of consumer education when the program is resumed
on July 1, 2004? Should it he as visible, more visible or less visible than when the
campaign was suspended? Upon resumption of the campaign, what focus, theme
or message should be communicated? Since TV advertising is the most expensive
component of the program, what level of TV advertising should be included in
the resumption of the campaign?

Consumer education about customer choice is an invaluable conlponent of implementing
successful choice programs. NEM submits that upon implementation of the
recommendations set forth in NEM's responses to foster market development, customer
education initiatives must be redoubled to overcome customer inertia that may have
developed due to lack of initial competitive offerings because of current market structure
and conditions.

NEM submits that an appropriate message to proolote the competitive energy market is
that in every market that has opened for competition and provided customers with choice,
consumers have received the benefits of lower prices and access to innovative new
offerings of products, services, information and technology.3 NEM urges the
Commission to work with NEM and the marketer community to fashion an effective.
accurate and competitively neutral public educational message.

7~ Are there an)" other actions that have been taken or are being considered in
other states that may be used to advance competitive activity in Virginia?

NEM urges the SCC to implement innovative programs similar to the ones Orange and
Rockland Utility (O&R) is using to stimulate competition in New York. O&R customers
have switched at nearly four tinles the statewide average switch rate for residential gas
customers. A significant reason for this level of activity is their Switch and Save
Program. Under this program the utility actively solicits cllstonlers to volunteer for the
program and guarantees them a certain percentage of savings over the utility commodity
price for two months. O&R assigns the customers to an Energy Supply Company
(ESCO) on the basis of the ESCO's progranl participation level. The cuslonlers in the
program can switch to another ESCO or back to utility commodity service after the two
months if they so choose. ESCOs have been able to continue delivering savings to

'; See Text for NEM's Ad, "ABCs of Energy Competition. Attached as Exhibit A.
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customers after the initial two-month period. The Switch and Save progrmTI has proven
to be highly effective for customers and participating ESCOs.

Another innovative program O&R uses is its guaranteed payment for ESCO services.
Except for O&R, other New York utilities have opted to allocate customer payments to
their receivables before the ESCOs. The result has been the streaming of nearly all bad
debt related to serving energy choice custonlers to the ESCOs. Bad debt rates aOlong
ESCOs in excess of 100/0 have been comnlon and have made the business environment in
New York State very expensive while the ESCO's ability to provide savings to customers
has been severely damaged. However. ESCOs participating in the O&R program have a
bad debt rate of 0%. Since O&R's delivery service rates include an allowance for bad
debt on commodity service, the utility is at no nlore risk for non payment from ESCO
C0111ffiodity service customers than for customers receiving utility commodity service. In
effect. O&R is not ham1cd fronl a bad debt perspective by migration of custon1ers to
energy choice. On the other hand. most other utilities are benefiting to some degree by
collecting an allowance for ESCO commodity bad debt while they have no exposure.

NEM encourages the sec.to incorporate innovative progranls~ similar to the ones O&R
uses. to facilitate competition in the Con1ffionwealth.

Conclusion

NEM appreciates this opportunity to comment on the facilitation of effective retail
electric competition in Virginia and reiterates our commitment to working with the
Commission and the other stakeholders to devise fair and effective ways to implement
competitive restructuring in the state.

Sincerely,

c·!u~a
Craig G. Goodman, Esq.
President
National Energy Marketers Association
3333 K Street. NW
Suite 110
Washington~ DC 20007
Tel: (202) 333-3288
Fax: (202)333-3266
Email: cgoodman(a~energyn1arketers.com
Website-www.energymarketers.com

Dated: May 23, 2003.
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Choice - In every market that has opened for competition and provided
consumers with a choice, consumers have received the benefits of lower
prices and access to innovative new offerings of products,
services, information and technology.

Offerings - There are a host of energy information and technology
providers that have developed products such as real-time meters, home
control systems and distributed generation that allow consumers to
control the amount of energy they use so they can control how much
they pay.

Monopoly - Monopoly pricing is never lower than competitive pricing.
It's just that simple.

Price Reduction - It is estimated that wholesale power markets are already
saving customers $13 billion per year. As a result of federal legislation
and regulation opening wholesale gas markets, the price of natural gas to
LDCs and large industrial consumers declined on average by as much as
50%. In Texas, it is estimated that retail customers have saved, at a minimum,
over $1.5 billion in electricity costs during the first year of competition
as compared to the regulated rates in effect during 2001. In
Pennsylvania, it is estimated that consumers have saved $3.8 billion from
rate reductions since the beginning of the electric choice program in 1997
through 2001. In Massachusetts, since the passage of the electric restructuring
law in 1996, the retail price of electricity for commercial customers
has dropped 12%.

Energy - Energy is the lifeblood of the economy. All consumers benefit
when competitive forces are brought to bear on energy prices.

Technology - When competitive forces enter energy markets, it results
in an array of technological advances.

Innovation - Real-time meters are the "cash registers" of the new
energy economy. Distributed generation is the portable, cost-effective
"cell phone" of the emerging energy industry.

Time-of-Use - New time-of-use offerings give customers control over their
bill by allOWing them to vary their usage based on rate differentials
throughout the day.

Information - New energy services prOVide consumers with the information
they need to take control of their energy bill.

Options - As more alternative energy suppliers enter the market, competition
will be enhanced to prOVide consumers with better price and service
options.

New Jobs - Lower energy prices offered by competitive suppliers permit
states to attract new businesses, increasing job opportunities and state
tax revenues.

11



C H R 1ST I A NIB ART 0 Nt LLP

A ttorncys At Law

Phone: 804-897-4120
Fax: 804-697-6120
E~mail: lmonacell@cblaw.com

May 28~ 2003

David M. Eichenlaub
Division of Economics and Finance
State Corporation Commission
1300 East Main Street
Richmond, VA 23219

Phone: 804.697.4135
Fax: 804.697.6395

E-mail: epetrini@cblaw.com

Re: Con,ments Concerning ti,e Status ofCompetition - Compliance by tile State
Corporation Commission witl, § 56-596.B ofthe Code of Virginia

Dear Mr. Eichenlaub:

Thank. you for your letter of April 16, 2003, requesting comments on various topics
pursuant to Virginia Code § 56-596.B relating to the status of competition in Virginia. l We
respond on behalfof the Virginia Committee for Fair Utility Rates and the Old Dominion
Committee for Fair Utility Rates (collectively, "the Committees"), which consist of large
industrial customers ofVirginia Power and AEP-Virginia, respectively. The Committees have a
vital interest in the development of competition in Virginia and in the region.

I. INTRODUCTION

In Virginia at present, retail competition for generation services essentially does not exist.
With the exception of a miniscule number of customers that purchase power at above-market
rates from a competitive service provider e'CSp") that has stopped offering the service to new
customers, there is no retail competition at all. Thus, in tenus ofthe existence of retail
competition, little, if anything, has changed since last year, when, in response to the
Commission's inquiry into the status of competition, the Committees submitted comments, dated
May 28, 2002 ("Committees' 2002 Comments"), that offered a number of suggested remedies
for the dearth ofretail competition in Virginia. The chart below summarizes key suggestions in
those comments and their subsequent disposition.

1 Section 56-596.B of Virginia's Electric Utility Restructuring Act ("Restructuring Act"), Va. Code § 56·596.B,
requires the Commission to recommend actions to be taken by the General Assembly. the Commission. electric
utilities) suppliers> generators> distributors and regional transmission entities that the Commission considers to be in
the public interest, including actions regarding the supply and demand balance for generation services, new and
existing generation capacity, transmission constraints, market power, suppliers licensed and operating in the
Commonwealth, and the shared or joint use of generation sites.

909 East Main Strc.~¢t, Suit\: 1200 Richmond. Virgini., 23219·3095

804.697.4100 tel 804.697.4] 12 fax



CHRISTIAN & BARTON, LLP.

David M. Eichenlaub
May 28,2003
Page 2

COMMITTEES' PROPOSALS DISPOSITION

Wires Cltarges.. Remedy the lack of The sec reiterated its prior legal conclusion in
headroom for customers of "h"ginia Power its report to the General Asselnbly, dated
by reconsidering the legal conclusions on August 30,2002 ("2002 Report"), and, in its
which the present methodology for the Final Order in the wires charges case, dated
calculation of wires charges is based. October 11, 2002.2 In the latter order, the sec

declined to adopt a new methodology that uses
Adopt a new methodology using projected projected retail market prices for generation.
retail market prices for generation.

Wires CI,arges. If, upon reconsideration, the The sec declined to make such a
sec reached the same legal conclusions, it recommendation in its 2002 Report.
sbould recommend to the General Assembly
amendment of the Restructuring Act to The sec recommended in the 2002 Report
elarify tbat its discretion in determining the that the General Assembly consider amending
projected market price of generation is not the Act to allow a large commercial or
constrained by the goal of achieving industrial customer that is willing to commit to
"revenue neutrality." market-based pricing should it ever return to its

incumbent utility, the ability to switch to a CSP
without paying a wires charge.3

(Legislation, SB 891, subsequently was
introduced in the General Assembly but did not
pass.)

Wires Charges. Deny requests by utilities to The sec denied AEP-Virginia's request on
subtract from the Commission's projected other grounds but granted Virginia Power's
market prices for generation the cost of request for a transmission cost adjustment.
transmission that could have been avoided if Neither utility has joined or established an
they had joined or established a regional RTO.4

transmission organization ("RTO" or
"RTE). (The General Assembly later amended the

2 Commonwealth a/Virginia at the Relation ofthe State Corporation Commission Ex Parte: In the matter of
considering requirements relating to wires charges pursuant to the Virginia Electric Utility Restructuring Act, sec
Case No. PUE-2001-00306 ("'Wires Charges Case"), Final Order, dated October 11,2002, at 5, 6; 2002 Report at
20-23.
3 2002 Report at 65.
4 Wires Charges Case, Final Order, dated October 11, 2002, at 22.



CHRISTIAN & BARTON, L.L.P.

David M. Eichenlaub
May 28, 2003
Page 3

Restructuring Act to prohibit utilities from
transferring control of transmission assets to an
RTO prior to July I, 2004.)

Alleged Stranded Costs. Analyze whether The LTTF adopted a resolution requesting the
tlle existence and amount of "just and COlmnission to establish and convene a work
reasonable net stranded costs" warrant the group to develop "consensus"
recovery of such costs through wires recommendations among interested persons
charges. regarding a definition ofjust and reasonable

net stranded costs and methodologies for their
calculation and recovery; however) utility
members of the work group have urged, in
essence, that neither just and reasonable net
stranded costs nor their recovery under capped
rates and wires charges be estimated.

RTOs. Consider instituting show-cause The sec recommended, in a supplement to the
hearings to require compliance by Virginia 2002 Report, that the General Assembly decide
Power and Appalachian Power Company promptly whether to proceed with or delay
with their obligations, as incUhlbent electric implementation ofthe Act (including retail
utilities under the Restructuring Act, to join customer choice), citing the FERC's proposed
or establish a regional transmission "entity" standard nlarket design ("SMD") rulemaking,
on or before January 1, 2001" worsening financial distress among utilities

subject to restructuring, merchant generators,
and competitive retail suppliers, as well as the
lack of development ofretail electric choice in
the U.S., including Virginia.

The General Assembly enacted HB 2453~

which, inter alia, eliminated the January 1,
2001, deadline and prohibited utilities from
transferring control of transmission to an RTO
prior to July 1,2004.

Fuel. To ensure that CSPs have sufficient The 2002 Report does not propose to change
advance knowledge of the "price to beat," the schedule for establishing fuel factors and
establish fuel factors and wires charges well wires charges, and the sec has not adopted
in advance of September 1 of each year. any changes in the schedule previously adopted

in its wires charges and fuel factor orders.5

SId., Final Order. dated November 19,2001, at 27; Final Order, dated October] 1,2002. at 13; 2002 Report at 24
(explaining that the annual July 1 filing date for fuel factor applications and applications for wires charges for
utilities wishing to impose them is to allow wires charges detenninations to be ~'fInalized)' in October).
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Fuel. Discontinue annual re-calculation of While acknowledging that the proposal '~may
fuel factors and wires charges; consider have merit," the 2002 Report stated that "it is
fixing them for two or three years. unclear" that the proposal would ~'accomplish

the goal of advancing competition" and further
stated that legislation "appeared" to be required
to allow a fuel factor to be set for more than
one year.6

The sec in its order authorizing Virginia
Power's 2003 fuel factor later rejected a
proposal to "freeze" Virginia Power's fuel
factor stating that the proceeding ~~did not
encompass the notice required by § 56-249.6
prior to dispensing with the adjustable fuel
factor"; however, the sec noted that "such a
fixed fuel factor may have certain merits,
including increased judicial economies,
changed incentives on the part ofDVP~ and
increased electricity cost certainty for
customers during the freeze period. As such
we remain open to proposals of this nature.,,7

Fuel. Consider time-of-usc fuel factors - The 2002 stated that the sec "stands ready to
e.g., fuel factors that would vary by season - investigate reasonable proposals that may
as an alternative to the use of single fuel provide improved regulated price signals," and
factor as a means of "matching~more it noted tha~ in a recent order~ it encouraged a
closely wholesale and retail prices, allowing work group assisting Staffto study the
CSPs more opportunities because their possibility of utilities establishing (and/or
beadroom during each season would be expanding) voluntary time-of-use rate
more closely tied to the wholesale market. programs.

62002 Report at 25. The report quotes from the provisions of Va. Code § 56-249.6, which requires each utility that
purchases fuel for generation of electricity to submit to the Commission its estimate of fuel costs for the twelve­
month period beginning on the date prescribed by the Commission and requires the Commission, upon investigation,
to direct each company to put in place tariff provisions designed to recover the fuel costs determined by the
Commission to be "reasonable for that period ..." But see Va Code § 56-582.B, which authorizes the Conunission,
"'[n]otwithstanding § 56-249.6," to "authorize tariffs that include incentives designed to encourage an incumbent
electric utility to reduce its fuel costs by pennitting retention of a portion of cost savings resulting from fuel cost
reductions or by other methods determined by the Commission to befair and reasonable to the utility and its
customers." (Emphasis added.)
7 Application of Virginia Electric and Power Company to revise it'ijfuelfactor pursuant to Va. Code § 56-249.6,
sec Case No. PUE-2002-00377, Order Establishing 2003 Fuel Factor, dated October 16,2002, at 5.
8 2002 Report at 42. The sec also noted that it would be hesitant to reallocate fuel cost responsibility among rate
classes in light ofthe Restructuring Act's capped rate provisions.



CHRISTIAN & BARTON, LL.P.

David M. Eichenlaub
May 28, 2003
PageS

Trallsmi.fsion. Obtain data on transmission
constraints and load pockets for Virginia's
utilities.

The 2002 Report stated that, in accordance
with § 56-578 G of the Restructuring Act, the
sec "would be responsible for monitoring
market power over the sale of electric
generating capacity or energy to retail
custoluers." It noted, however, that, "to the
extent that market power is exercised by a
generating facility dispatching into a wholesale
market, the mitigation of that market power
will likely be the responsibility of the'~ FERC.9

The Report stated that the sec "will perform
its statutory obligations under § 56-578 G with
respect to market power ex.ercised in Virginia's
retail markets. In doing so, it might retain the
use ofa consultant.~'

The 2002 Report also described the Energy
Infrastructure Study underway pursuant to
Senate Bill 684, which was enacted in the 2002
Session of the General Assembly and which
required the sec to convene a work group to H

...study the feasibility, effectiveness, and value

... " ofcollecting infonnation relative to energy
infrastructure facilities, including electric
transmission facilities. 1o

The sec's report ofNovember 20,2002, to
the LTTF, submitted pursuant to SB 684,
stated that "given the ongoing evolution of the
electric utility industry and potential for
significant jurisdictional shifts relative to the
oversight ofVirginia's generation/transmission
reliability, it is "difficult to make absolute
statements as to the value/effectiveness of
collecting this information." 11 The report
further stated that "basic infonnatjon" relative
to generation adequacy could be collected; .

9 2002 Report at 64.
10 Id., at 56.

II Report to the Legislation Transition Task Force ofthe Virginia General Assembly: The Feasibility, Effectiveness,
and Value ofCollecting Data Pertaining to Virginia's Energy Infrastructure Pursuant to Senate Bill 6684 Enacted
by the 2002 Session afthe General Assembly ojVirginia, daledNovember 20,2002, at 17.



CHRISTIAN & BARTON) LL.P.

David M. Eichenlaub
May 28,2003
Page 6

[d]ata relative to transmission facilities could
also be provided if the need for more detailed
infomlation arises." The report stated that this
"flexible approach may be more practical in
the current environmellt and would certainly be
less burdensome to those entities providing the
infomlation."

Mininlunl Stay. Permit customers tbat shop The 2002 Report agreed that the proposal has
and return to the incumbent to pay the nlerit, concluded that legislation may be
incumbent a market-based price, instead of required to implement it, and recommended
capped rates, upon return in order to avoid that the General Assembly consider whether an
the 12-month minimum stay requirement. d . ded .. 12amen ment IS nee to permit It.

(Legislation, SB 892, subsequently was
introduced in the General Assembly but did not
pass.)

Demand side options. Permit customers to The 2002 Report does not adopt the
receive, on a voluntary basis, more accurate recommendation.
price signals so that tbey may adjust their
demand accordingly and receive market-
based compensation for doing so.

The 2002 Report reviews the signing of the
Generation. Grant expeditious and memorandum ofagreement between the sec
favorable treatment to applications for the and the Department of Environmental Quality
construction of new generation that will regarding coordination of reviews of the
assist in the development of competition. environmental impact ofelectric generating

plants and associated facilities. Since the
report, the sec has issued a number of orders
approving the construction ofadditional
generation in Vir~inia.13

12 DA.eport at 26, 65.
13 See, for example, Application CPV Cunningham Creek, LLC, For a certificate ofcon.ven;ence and necessity
pursuant to Va. Code § 56-265.2 for an exemptionfrom Chapter 10 afTitle 56, undfor interim authority to make
financial expenditures, sec Case No. PUE-2Q01-00477, Final Order, dated October 7,2002; Application of
Tenaska Virginia II Partners. L.P.. For a certificate ofconvenience and necessitypursuant to Va. Code § 56-265.2,
an exemption from Chapter J0 ofTitle 56. and interim approval to make financial commitments and undertake
preliminary construction work, sec Case No. PUE-2001-00429, Final Order) dated January 9,2003; Application of
CPV Warren, LLC, for a certificate ofconvenience and necessityjor electric generation in Warren County,
Virginia, see Case No. PUE-2002- 00075, Final Order, dated March 13,2003.
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II. COMMENTS AND RESPONSES TO QUESTIONS

We address below the questions posed in your letter that appear to be of particular
importance to the Committees.

1. What are tlte current obstacles to tile developnlent of a robust cotllpetitive
retail electricity market for residential custonters? For comntercial and
industrial custolllers? floJV call these obstacles he overcome?

As indicated, the Committees' 2002 Comments identified and discussed key obstacles to
the development of a robust competitive retail electricity market in Virginia. Obstacles included
the lack of "headroom" for CSPs, transmission constraints, the adequacy of generation not
owned by incumbents, and the lack of a regional transmission entity ("~RTE" or "RTO"). Such
obstacles remain. As indicated above, the Committees) 2002 Comments suggested a number of
remedies for alleviating or removing them. With the possible exceptions of the working group
on stranded costs, commenced pursuant to the LTTF's resolution of January 27,2003, which has
begun investigating that subject, and the recent orders granting approval to the constmction of
generation, none ofthe suggested remedies has been implemented.

Importantly, the Committees' 2002 Comments contended that the current methodology
for the calculation ofwires charges represents a significant obstacle for Virginia Power's
customers and that that methodology is flawed because it requires would-be competitors to
provide generation at retail prices significantly below prevailing wholesale prices. The
comments urged the Commission to reconsider the legal conclusion..c; on which the present
methodology is based and adopt a new approach that would pennit competition to develop.

In the Commission's 2002 Report~ and in its Final Order, dated October 11, 2002, in the
Wires Charges Case, the Commission reiterated its prior position that c"revenue neutrality" is
intended by the Act. Accordingly, it has left the current methodology essentially undisturbed.

The Committees recommended in their 2002 comments that if upon reconsideration the
Commission reached the same legal conclusion, it should recommend amending the
Restructuring Act to clarify that its discretion in determining the projected price of generation is
not constrained by the goal of achieving "revenue neutrality." The Commission's 2002 Report,
however, did not include such a recommendation. The Report instead suggested that wires
charges be eliminated for large customers willing to forego their current right to return to the
incumbent's capped rates upon tenninating service with a competitive supplier. While the
Commission"s recommendation, ifadopted, probably would have improved the outlook for
competitive entry, no such legislation was enacted.

In a supplement to its 2002 Report, the Commission recommended that a decision by
policymakers be made on whether customer choice should be suspended, along with Virginia
utilities' then-existing obligations to join regional transmission entities. While the General
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Asselnbly did not suspend custolners' right to choose under the Restructuring Act, it did enact
I-Iouse Bill 2453, which an1ended the Act, a1110ng other things, by (i) eliminating the January 1,
2001, deadline by which incumbent electric utilities with translnission capacity were to join or
establish an RTO; (ii) prohibiting such ul.ilities from transferring ownership or control of, or
operational responsibility over, any transmission system to any person prior to July 1,2004; and
(iii) modifying the standards to be applied by the COlumission in approving such transfers.

Enactnlent of HB 2453 may delay RTO menlbership for Virginia utilities that have not
already joined an RTO; it is unlikely to hasten the development of competition.
Reconlmendations for suspension of customer choice will not do so. In sum~with the major
obstacles identified by the COlmnittees stilt in place, with few efforts underway to alleviate or
relnove them, and with enactment ofHB 2453 and proposals for suspending the right to choose,
the present absence of retail competit.ion is likely to continue.

2. With respect to potential obstacles, what is tlte outlook for future natural
gas prices and tlte impact on wholesale electricity prices and a competitive
retail market? Please conrment on tlte postulation by several natural gas
indllstry experts of a growing structural demand/supply imbalallce witTz
demand outstripping sllpply over tile next several years. HI/,at actions, if
any, could be taken to lnitigate the potential impact ofan over-dependence
011 Q singlefuel source?

The Cotnnlittees have not prepared a projection of future natural gas prices; however,
they are acutely aware of the recent increases and the views of sonlC observers that a structural
change in the natural gas market has occurred such that higher-than-historic prices can be
expected in the future. Virginia's Restructuring Act does not provide for a remedy, other than
market forces, for over-dependence upon a single fuel source.

3_ In ligllt oj recent legislation, how can the Contmonwealtll be assured of a
cOlltinuing reliable electricity system when colttrol of transmissioll is
governed by an RTO? What factors should be considered during the
cost/benefit analysis requiredprior to Contmission approval?

The new Virginia legislation, House Bill 2453, requires the Commission to develop rules
under which incumbent electric utilities owning, operating, controlling, or having an entitlenlent
to transmission capacity in Virginia, may transfer control or ownership to an RTO upon such
tenus and conditions that the Commission detennines are consistent with, among other things)
"ensuring that consumers' needs for economic and reliable transmission are met."t4 The
Commission's procedural order in response to AEP-Virginia's application to join the PJM

14 Va. Code § 56-579.A.2.d.(i)
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includes a number ofrequireulents that address reliability issues. I5 The order also contains
specific requirements for a cost/benefit analysis. The order represents a good start in fulfilling
the Con1missiQl1' s revised responsibilities under the new legislation.

As a general matter, membership in an RTO should enhance reliability by easing access
to generation sources across an entire region. For that reason, among others~ utilities'
menlbership in RTOs has been an iUlportant element in Virginia"s Restructuring Act. 16

4. Later this 11101Jill, tl,e Federal Energy Regulatory Comnzission is expected
to issue its ·'wltite paper" addressing certain issues debated the past several
mOlJtlls regarding WI101esaie Electric Standard Market Design (SMD).
Additionally, the Departnzent ofEnergy is expected to ;sslle the results ofits
costlbenefit analyses of the impacts of SMD. Please provide your initial
tlloughts and reaction to such releases and identify any significant issues of
concern.

The Committees have not taken a position on the recent "white paper~' or reviewed the
Department of Energy analysis.

5. Are the ConJmission's Rules Governing Retail Access to COlnpetitive
Energy Services conducive to promoting effective conrpetition ill the
Commonwealtll? Ifnot, how should they be modified? Is there any way in
which these rules ca.n. or should be intproved, in any event?

The Committees have no suggestions at this time for changes in the Conunission's Rules
Governing Retail Access to Competitive Energy Services.

15 Commonwealth ofVirginia At the Relation ofthe State Corporation Commission Ex Parte: In the matter
concerning the application ofAppalachian Power Company (d/b/a American Electric Power - Virginia) for
approval ofa plan to transfer functional and operational control ofcertain transmission facilities to a regional
transmission entity, sec Case No. PUE-2000-00550, Order for Notice, dated March 7 I 2003, at 11; see also,
20VAC5-320AO.
16 We note that the Federal Energy Regulatory Commission's ("FERC's") recently issued '~whitepaper" in its
standard market design rulemaking proceeding addressed resource adequacy and transmission plaIUling. It states
that "nothing in the Final Rule will change state authority over these matters [referring to resource adequacy
requirement and the reg~onal transmission planning requirement in the proposed standard market design]."
Remedying Undue Discrimination through Open Access Trommission Service and Standard Electricity Market
Design, FERC Docket No. RMO1-12-000, White Paper, Wholesale Power Market Platform, issued April 28, 2003,
at http://www.fere.gov. According to the white paper, the RTO or ISO may implement a resource adequacy
program "only where a state (or states) asks it to do so, or where a state does not act." (Id.) The white paper states
that RTOs and ISOs will be directed to develop a periodic regional transmission planfor submission to relevant
state and local siring authorities and to assist states in whatever manner they desire, including evaluating the impact
ofnew generation, transmission, energy efficiency and demand response on regional reliability and resources
adequacy. (Id.) (Emphasis added.)
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6. What should be the level of COllsumer education when the progra.m is
resumed Oil July 1, 2004? Should it be as visible, more visible or less visible
titan wlten the canlpaigll was suspellded? Upon resumption of tire
canlpaiglZ, what focus, theme or nlessage should be COl1JmUllicated? Since
TV advertising is tlte Inos! expensive COlllpOllent oftile progranl, what level
of TV adve,.tising should be included ill the resumption ofthe campaign?

The Conunittees recommend that the consumer education progranl be less visible until
competitive entry of retail suppliers has real prospects to develop in Virginia. No such prospects
exist today.

7. Are there any otlzer actions tltat have been taken or are being considered in
otller states thatmay be used to advance conlpetitive activity in Virginia?

See the Committees' response to question 1.

8. Do yOll have any ideas that have not beelt tried elsewhere that may
facilitate competitive activity in Virginia?

See the Committees' response to question 1.

III. CONCLUSION

The Committees appreciate the opportunity to comment, and they look forward to
continuing to assist the Commission in its response to the mandate contained in Va. Code § 56­
596.B.

Sincerely,

.~
Louis R. Monaccll

#637394



VIRGINIA ENERGY PROVIDERS ASSOCIATION
c/o August Wallmeyer Communications, Ltd.

707 East Franklin Street, Suite D
Richmond, Virginia 23219

Tel 804.788.4931 I Fax 804.775.2136 ! Email augie(fi)wallmeyer.nasmail.net

May 23~ 2003

Mr. David R. Eichenlaub
Assistant Director. Econonlics
State Corporation Commission
Division of Economics and Finance
1300 E. Main Street
Richmond, VA 23218

VIA EMAIL

Dear Mr. Eichenlaub:

The comments of Virginia Energy Providers Association (VEPA) in response to
your letter of Apri116, 2003 follow.

In addition. we do plan to attend the June 6th informal discussion on the
development ofcompetition.

Very truly yours.

lsi

August Wallmeyer
August Wallmeyer Conlmunications. Ltd.
707 East Franklin Street Suite D
Richmond~ VA 23219
Phone: 804.788.4931
Fax: 804.775.2136
augie@wallmeyer.nasmail.net

vep0523a

/s/

Ralph L. "~BiJl" Axselle. Jr.
WiJJiams Mullen
1021 East Cary Street
Richmond~VA 23219
Phone: 804.783.6405
Fax: 804.783.6507
baxselle(ll)willianlsnlullen.cOlTI



Comments of Virginia Energy Providers Association (VEPA)

May 23,2003

VEPA continues to observe that the most significant obstacle to the development
of robust competition in Virginia is the delay of Virginia's incunlbcnt electric utilities in
gaining state approval to join an approved Regional TranSl111Ssion Organization (RTO) to
serve whoJesale markets~ ultimately to the benefit of retail custonlers. Without the
participation of Virginia' s incumbent utilities in a fuJly functioning, truly independent
unbiased regional transnlission organization, effective wholesale cOlnpetition can not
develop. And without effective wholesale competition. retail competition is impossible.

Since the Conlmission's last annual report on competition. a vigorous national
debate has occurred involving the Federal Energy Regulatory Commission~s(FERC)
proposed Standardized Market Design (SMD). FERC·s vision of SMD is to encourage
electric utilities to combine their high-voltage transnlission systenlS into regional and
super-regional power grids operating with standardized rules and procedures. FERC·s
proposed rules, however, generated considerable opposition from some Western and
Southern states, leading FERC to announce recently that it will wait until after the federal
Congress adopts pending energy legislation before finalizing its SMD approach.

VEPA's primary suggestion, therefore, is for the see to work cooperatively with
neighboring states in the region and with FERC to resolve all issues in dispute. so that a
satisfactory market design can be agreed to. leading to the entry of our incunlbent utilities
into regional transmission organizations as quickly as possible. This approach, reflected
in FERC's recent ""White Paper," can be used to address state and regional issues and to
provide additional local implementation flexibility, where necessary.

Particularly important is the need for FERC and the states to work cooperatively
to establish clear and definite agreements on jurisdictional responsibilities, so that
wholesale restructuring under federal supervision and retail policies of the states are
coordinated to yield clear benefits to wholesale and retail customers. RTOs with
responsibility for administering both transmission service and standard market rules
within regions are necessary to support the investment in and provision of efficient and
advanced electric infrastructure and services, efticient development and use of energy
resources, and lowest cost of supply to consumers in the long run.

VEPA urges the Commission and the Commonwealth to support development of
a standard market design in Virginia and this region that includes the foHowing elements.
at a minimum:

• A congestion management system using both day-ahead and real-tinle
Locational Marginal Prices (LMPs) and financial congestion charges.



• Flexible financial tools which allow hedging of day-ahead congestion charges.
and a mechanisnl for getting those tools into the hands of market participants
in order to promote an open. transparent and liquid market.

• Stable capacity requirenlents to assure the existence of reliable levels of
capacity over the long fun.

• Econolnically efficient delnand response progranls in all appropriate markets.

###
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