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Every date that chose to restructure its dectric industry and deregulate generation did so
in the hope that tangible benefits would result. The generd assumption was that retail
electricity prices would decline reldive to what rates would have been under regulation.
Yet, dmost every one of these states now faces risng dectricity prices. And dates tha
did not restructure, such as Washington and Oregon, are experiencing higher prices due
to soillover effects from deregulaion in Cdifornia In Cdifornia itsdf, deregulation has
helped to create rolling blackouts and has caused exorbitant eectricity prices, threatening
the financid hedth of the date. In New York, Con Edison now refuses to build new
generding plants even though blackouts are threatening and their legd “obligation to
srve’ has not been removed. In generd the gods of restructuring go unfulfilled: the
price of dectricity is much higher than before, and the qudity of service has declined
dramatically. In response to these developments, FERC Commissioner Massey observed
that, “We need a time-out in the dysfunctiond dectricity market.”> We agree. There is
no good reason to stay on the current course. The country needs to serioudy reassess
how it wants to restructure the eectric industry.

This preiminary proposa is an atempt to simulate a nationd didogue and provides a
workable approach to providing consumers with a codt-of-service based source of
wholesde dectricity, as an dternative to market-based contracts for power. This is
necessary because the limited price cap approach that FERC has proposed for the
wholesdle power markets will never result in fair prices. Our proposa would re-establish
“just and reasonable’” wholesale rates as required under the Federal Power Act.
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Before we discuss what has gone so serioudy wrong with deregulation, we will look back
to not too distant days of rate regulation. We will ask if conditions at that time warranted
the enormous risks associated with attempting to deregulate prices for the generation of
eectricity. Aswe will explain, the answer is“no.”

Section One: A Benchmark - The Regulation of Electric Generation

In light of the power falures and shamdess price gouging associated with deregulated
dectricity markets, a renewed respect for the accomplishments of old-fashioned rate
regulation is in order. Typicdly, under traditiona regulation, the utility was granted
monopoly status and was provided a reasonable return on its investments. In exchange,
the utility was obligated to provide safe and reliable dectric service a reasonable rates.
To do this the utility was required to plan ahead and build enough power plants and
transmisson and didribution lines to ensure adequate supplies of power no matter how
fast demand grew. And the utility was required to do this in a codt-effective manner
through least-cost or integrated resource planning. In more recent years, the socia costs
of environmentd harm and other economic “externdities’ associated with eectric
generation and distribution was often integrated into the decison-making process.

How successful was this traditional arrangement?

Under traditional rate regulation, the operating reliability of dectric service was generdly
beyond reproach. There were few blackouts. And those that occurred were isolated
events, not the dmogt daly occurrences that now plague Cdifornia  Rdiability under
traditiond regulation was excdlent because the sysem was desgned to meet explicit
reliability criteria The generad rule followed was that the probability of a generdion
caused outage should not be grester than one day in ten years. Using this framework,
regulators established oecific reserve capacity requirements for the utilities, specifying
the need for new power plants to meet anticipated peak demand, plus some extra capacity
to cover planned and unanticipated outages and other system emergencies. The Utilities
would then build power plants and sufficient transmisson lines to meet the rdidbility
requirements the regulators set. This congtituted the utilities' “obligation to serve”

Redl dectricity prices declined for the last two decades because the actua average cost of
generation was declining. Average cost (not market prices) is what determined eectric
rates under traditiona regulation. Since generation plants depreciated over time, and the
cos of margind new generation was not particularly high (largey because of dedining
fuel prices), the average costs tended to decline, and so did dectric rates in most parts of
the country. (SeeFigurel.)

At the dawn of the push towards eectric industry restructuring in the mid-1990s,
conditions in the eectric industry were quite good, and improving rapidly. Red prices
were declining and rdiability was excdlent. Moreover, the economic efficiency of the
industry was adso improving due to the growing implementation of cod-effective energy
conservation programs.  All of this was taking place because regulators were beginning to
ings that utilities congder al resource options and cost factors in their planning



processes. There was gill much room for improvement, but the regulatory and planning
framework was certainly not a falure by any means. Unfortunatdly, the onset of dectric
utility restructuring destroyed much of this progressive planning framework, and much of
this stability and progress.

Figure 1. National Average Retail Rates for Electricity
(corrected for inflation - 1996%)
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Source: Energy Information Administration, 2001.

Why the push to deregulate electric generation?

The short answer is that the proponents of deregulation believed that cheaper power
would be avalable, if only they could edablish deregulated dectricity markets. In
paticular, large indudriad consumers of eectricity wanted to bypass the high price of
nuclear power, as naturd gas prices declined. If they could contract directly and
individudly for power from new gas-fired combined cycle units, and leave the higher-
priced power for other consumers to buy (primarily reddentid customers and smal
busnesss), they naively thought they would be better off. The posshility for industrids
to get cheaper rates by contracting directly for gas-fired power would, of course, depend
on fud prices staying bw. The industrial consumers aso needed a fair power market, but
that requires the absence of market power in both the wholesde and retail power markets.
However, by the year 2000, the combination of rising fud prices and market power had
removed any potentid cost savings due to deregulation, even for large industrid
customers.

In summary, then, traditiond cod-of-sarvice regulation of verticdly integrated utilities
was generdly characterized by declining and dable retall prices, excdlent system
religbility, increased atention to environmentd impacts, and improved long term

planning.



Section Two: The Consequences of Deregulation

As described above, the consequences of the deregulation of eectric generation have
been shocking to most independent observers.  Unbeievably high wholesale dectric
prices throughout the Wes, deteriorating system rdiability, litle congruction of new
tranamisson lines, too little condruction of generating units in some parts of the country,
threstened roll-backs to ar qudity standards, and higher retall prices for many customers
with additiond increases looming quite soon, have dl resulted from deregulation. Even
on the most supeficid leved, the edablishment of retall competition by many Sates has
falled.

Little retail competition exigds in any date Even Pennsylvania, which initidly was abdle
to jump-dat a retal maket for the high-priced utilities by leveizing sranded cost
recovery and setting high “shopping credits” is now loang any red degree of retall
competition. Thus far, it is difficult to point to any podtive accomplishment of the
deregulation of dectricity. As ye, there are no eectricity markets, retall or wholesde,
that are comptitive.

The idea behind dectric industry deregulation was to create separate prices and, where
possble, separate markets for each component of eectricity service (e.g. generation,
transmisson, digribution), ingead of having one sngle price for al services provided.
The assumption was that this was a reasonable and desirable goa because markets exist
for mogt goods and services in society, and it was generdly believed that markets
promote economic efficiency better than regulation. Why would this not be true for
electricity, as wel? As aconsequence, then, of setting up markets for eectric generaion
and for some trangmisson savices exiding utiliies were often ether formdly or
informaly relieved of their obligation to serve, in other words ther obligation to ensure
that the supply of power would keep up with the demand for power.  Effectively, the
electricity markets were now entrusted with this responsibility.

Electricity is a unique product

As demondrated by our disastrous experience with dectric industry deregulation, the
reeson that markets for dectricity do not promote economic efficiency is that dectricity
iS a unique product. Electricity service is redly a set of unique and complex services, and
is not a ample commodity. The specid characteristics of dectricity make it extremdy
difficult to creste a viable, competitive market in any one or dl of the many sarvices
required to ddiver dectricity in adequate quantities, with a high degree of rdiability, a
reasonable prices as required by law, and with sufficient environmenta protection. These
gpecid characterigtics of dectricity include, a lack of a comparable subgtitute for most
end-uses, an ingantaneous need to match supply and demand with little or no supply
dorage and large changes in demand during the course of every day, and ggnificant
bottlenecks for ddivering dectricity, especidly in the trangmisson grid. Another
important characteristic of dectric systems is that they require a lot of lead-time for
planning, in part because they are very capitd intengve. Thus market entry for new



generdtion usudly takes severd years, and the condruction of new transmisson lines
usualy takes amost a decade. Markets are often not good a handling capitd intensve
technologies that require long planning lead-times so that supply and demand can reman
wdl-baanced a al times.

Market power

One of the worgt consequences of dectric industry deregulation has been the extra and
new cost due to the development of market power that has been imposed on cusomersin
many parts of the U.S. One type of market power is caused by capacity withholding,
which results from reducing the amount of available generating capacity in order to raise
market prices so much that the higher priced energy sold from dl the other generating
units owned by the same generator would have more than made up for the lost output
from the units withheld. It has been documented that the availability of power plants has
suddenly decreased dgnificantly both in Cdifornia and New England snce deregulation
took effect.

Another way to exercise market power is for generators to drategicadly raise ther market
bids consstently so that al the power they sdl in dl hours of the year fetches prices
above what the competitive price would have been, without triggering a bidding war. It
does not require actud colluson for generators to find a bidding pattern that alows this
to occur. The existence of drategic bidding has dso been clearly demondtrated to be true
in Cdifornia, and esewhere. The most notable study of market power in eectric
generation markets was done by the Cdifornia 1SO, which reveded $6.8 hillion in over-
charges. The existence of market power in the dectricity market of Cdifornia is, then, no
longer a matter for debatee Even FERC has concluded that the wholesde prices in
Cdiforniaare not “just and reasonable,” and that the market is* dysfunctiona.”

Section Three: Why the Administration’s Response to Deregulation is | nadequate

The Adminidration is wrong abou the reasons for the price increases in the aling
Western and Northeastern dectricity markets. The problem is not due primarily to an
inadequate supply of generdtion capacity and fued. The Adminidration’s response s,
therefore, completely inadequate to the seriousness of the problem. They have just
assumed that increasing the supply of generating capacity and fuel is the best response.
In addition, the Administration’s strong oppodtion to the imposition of price cagps, or any
other mechaniam for enforcing the “just and reasonable’ pricing standard of the Federd
Power Act, is wrongheaded. Of course, increasing generation capacity and solving fue
supply problems is important, and will, probably, help to mitigate the present levd of
market power somewhat over the long term.  However, the current exorbitant prices in
the dectricity markets must be dedt with directly, and quickly. The Adminidration is
unwilling to acknowledge that it is the deregulated dectric indudry dructure in
Cdifornia (with some hep from the deregulated naturd gas industry) which has created
much of the supply problem in the firg place, and deregulation has created the



opportunity to manipulate prices. Smply adding generating capacity at this time would
be like taking aspirin which subdues the fever, but which only hides the raging infection.

Market power, not the scarcity of resources, isthe primary driver of high prices

The scarcity of generating capecity and natura gas are catdysts for risng prices, but
most of the economic damage is smply the product of market power. The Cdifornia 1ISO
has shown that most of the price increases seen in the state between April of 2000 and
February of 2001 occurred when there was no shortage of capecity a al. The 1SO
showed that market power had been exercised in 98 percent of the time periods studied.
The rexult is that ratepayers will have to pay $6.8 hillion in overcharges, even after
adjuging for any “scarcity rents’ when supplies were short, which dso is a form of
market power. In other words, the scarcity of generation capacity may have been a
caadys for market participants to exercise market power, but scarcity aone did not
justify nearly thisleve of overcharges.

The same is true for the shortages in naturd gas supply. When hydropower supplies
literdly began to dry up, and additiond gas-fired generation was required to compensate
for the loss, the sudden increase in demand for natural gas creasted a supply bottleneck in
Cdifornia Much like the tight supply of generation capacity, this created an opportunity
for market power in the dectricity market, just as a tight supply of natura gas creates the
same opportunity to exercise market power among natural gas producers and pipeline
owners.

Nuclear energy can not yield an effective response to the crisis

It is bewildering that the Adminigtration would imply that new nuclear power plants may
be a viable option for solving the current dectricity criss, or that more nuclear power is
even a viable option to consider for the long run. More nuclear power is not a solution
because no long-term solution exists for the storage of radioactive spent fud. In addition,
is the persgtent occurrence of “minor” accidents and procedura violations a nuclear
power plants that congantly remind us of the potentid danger of nuclear power. Even
more importantly, nuclear power can not help with the problems crested by deregulating
the éectric industry because it has dways been very expensve itsdf, and it would tend to
drive market prices for dectricity up further. Indeed, the high price of nuclear power in
the past helped to mativate the movement for deregulation in the first place.

Cheap, sustainable alternatives are ignored by the Administration

Fortunately, generating technologies that are neither dangerous nor polluting, as are
nuclear- and fossl fud-based generation, do exist. For example, wind energy is a viable
dternative that was economicdly competitive with any other type of new generdion,
even before the recent increase in natural gas prices occurred. The capital cost of wind
power is less than one-hdf of the cepitd cost of building a nucleer power plant.
Furthermore, there is no fud codt, and operation and maintenance costs are much lower
for wind power. Findly, there is no cogt for processng or disposing of spent fud.



Developers of wind energy are currently signing contracts at about 2.5 to 6 cents per
kilowatt-hour, depending on the location. Despite dl these advantages of wind energy,
the Adminisration has ignored promoting wind power dtogether. To make its spiteful
attitude toward dl clean energy sources absolutely clear, the Adminigtration has proposed
a budget that reduces funding for renewable energy technologies like wind power.
Ironicdly, the Adminigration has touted nuclear energy’s vaue in curbing globd cimate
change, but have downplayed the even greater potentid benefits of wind power in this
regard.

FERC has misused price caps in wholesale electricity markets

As an immediate, emergency measure to control the price impacts of current market
conditions throughout the West, hard price caps on wholesdle energy market prices might
have limited ussfulness. However, the Federd Energy Regulatory Commission has
recently implemented wholesde price cgps in Cdifornia only under very limited
conditions when reserve margins are periloudy low. As a result these price caps are too
narrowly applicable in time, and they are not yet goplicable on a consstent geographica
bass throughout the West. FERC has dso proposed to investigate price caps for the
remainder of the Western power markets on an even more limited bass than those
goplied in Cdifornia

The Adminigration’s action to implement price cgps is only likdy to make matters in the
West worse. In generd, market power mitigation measures need to be comprehensive in
order to ensure that al market participants in an interconnected region are playing by the
same set of market rules. Cgps must dso apply a every moment, so that market power
can never excape sorutiny and mitigation.  FERC's verson of price caps violate these
basc principles.  In summary, we agree with those critics who say that FERC is just
refusng to do its job to ensure “just and reasonable’ prices in the wholesadle power
markets. If generators exercise market power 98 percent of the time, as the Cdifornia
ISO report shows, and if they collect most of their overcharges when no scarcity of
capacity exigs a dl, the new FERC price cgp policy will only make a grave sStuation
worse. The sameistruein New Y ork and New England, as well.

There are many things that FERC could and should do now to ded with market power in
the West, and esewhere, this summer, if our overal proposd is not adopted by then.
Instead of imposing price caps, FERC should take the following two actions:

Address Withholding of Cepacity. Generators who teke units out of
sarvice must be subject to inspection by State or federal authorities.
And where ingpection shows withholding, they must be subject to
serious pendties. For a least the next 18 months, refusal to cooperate
with such requests for inspection, or a finding by FERC that
withholding occurred, should result in loss of market-based rates for a
generator in bilateral contract markets, and additiond fines.



Force Markets to Behave as if They Were Competitive. The operation
of compdiitive generation markets should result in sdlers pricing
electric power at or near their variable cost of production. For at least
the next 18 months FERC should require generators sdlling under
market-based rates in spot markets to behave like “price takers’ not
“price makers’ by limiting ther bids to variable cogt plus 10%. A
finding by FERC that a generator's bids were above this level should
result in a subgantid fine.

Finaly, of course, we must recognize that market power is being and has been exercised
in many other wholesde dectricity markets throughout the U.S,, including New England,
and in the southern New York State region. Even in the Mid-west, wholesale power
prices exhibit a high degree of volatility which is unlikey to be cos-based. Clearly,
something must be done soon to dlow citizens throughout this country to be assured that
FERC will carry out Section 206 of the Federd Power Act by ensuring that wholesde
electric rates will be “just and reasonable’ everywhere. Achieving that goa would be the
progressive pro-consumer solution to the current problems in our dectricity markets. But
how can we achieve that goa permanently?

Section Four — The Progressive Pro-Consumer Solution to the Current Crisis

The deregulation of the wholesdle dectricity markets naiondly, and the retall dectricity
markets in certain sates, has proceeded with little comprehensive and consistent effort to
ensure that the rates charged by generation owners (and transmisson owners) will be just
and reasonable.  All the market power monitoring and mitigation methodologies that
FERC has approved are extremey weak. As noted earlier, in Cdifornia, FERC found
that wholesdle dectric rates were not just and reasonable some time ago. However, to
date, FERC has not taken effective action to ensure that market prices in Cdifornia, or
elsawhere, will be just and reasonable. Congress must act now to rectify this Stuation,
ance Congress is the only ingtitution that can do 0.

Charges for dectricity are just and reasonable if they have as their point of reference the
underlying costs of generdting the power.  Providing that linkage will ensure that
generators do not earn unreasonable or excess profits.  The linkage between “cost-based”
prices and “just and reasonable’ prices is the bedrock upon which regulated rate-setting
has aways been based. Market-oriented schemes need to produce outcomes that are
condsent with the underlying cogt bass of the indudtry, including a far profit. In light
of the continuing problems in Cdifornia, the high dectricity prices dsawhere in the
Weg, the difficulty in mantaining adequate sarvice leves in transmisson constrained
areas such as New York City and Delaware, and a myriad of related problems, it is now
time to abandon unfettered dectricity markets, and to re-establish just and reasonable
rates for generation and transmisson everywhere, as the Federd Power Act requires. If
just and reasonable rates are re-established a the wholesde leve, then it is quite likdy
that state public utility commissons will be able to ensure that just and reasonable rates
will exig a theretal leve, aswall.



However, there is an even more fundamental issue that the U.S. needs to address. The
issue that needs to be thoroughly addressed, date-by-state, and region-by-region, is
whether or not establishing deregulated dectricity markets will ever lead to greeter leves
of economic efficiency. The country needs to consder whether restructuring the dectric
industry will likdly lead to higher or to lower dectric rates, before any decison is made
to continue with deregulation. In our rush to redructure the industry over the last few
years, it is quite surprising these key questions have not been fully addressed, but they
have not. Now is the time to do so, before further damage is done to the American
economy. We bdieve that careful analyss has shown and will show tha deregulation
amog certainly will cause dectric rates to be higher than they would be under cost-based
regulation.

The progressve solution to the present criss that was crested by rushing to restructure
and deregulate the dectric industry & for the U.S. Congress to require a return to just and
ressonable rates for al consumers. The dectric utility and dectric generation indudtry is
too big and too important to the American economy for us to continue to careen from
crigs to crids, trying to patch up a poorly thought out piecemed set of market structures
in various parts of the U.S. before the next problem occurs. Congress needs to act while
more than hdf the country has chosen not to restructure a dl, and while many other
states are waiting to see the outcome of the present criss before continuing with their
plans to restructure. We believe that establishing a cost-based generation dternative as
described beow, without diminating market-based dternatives, will aso represent a
better balancing of regulatory and market-based approaches to enhancing economic

efficiency.

Without disrupting the economy any further, we can continue to have an dectric supply
market operating in which buyers and sdlers of dectricity are free to drike mutudly
acceptable dedls and, at the same time, ensure that eectricity is avalable a just and
reasonable rates. The key to accomplishing this god is to creste “markets’ a the regiond
level into which generators not sdling some or dl of ther output under contracts priced
a maket rates must sdl this resdud output at cost-based rates. This would dlow entities
that wish to purchase dectricity for their own use, or for resde, to be able purchase a
cost-based prices, as a lagt resort. With such markets in place, buyers will not be
dependent upon ether bilaterd contract markets, or de-regulated “spot markets’, in
which generators can exercise market power. Ingead, dl wholesdle buyers will have a
cost-based alternative. This will dso be true for retail buyers in states where such direct
retall purchases are permitted. The recommendations presented here are designed to
create such an dternative. We aso bdieve that the current pricing rules and market
gructures that FERC has established for transmission services need to be reconsidered to
determine a market sructure that protects consumers, by resulting in just and reasonable
rates for those services, aswell.

Mog, if not dl, exiging sate PUC regulations and laws governing dectric utilities will
be unaffected by these recommendations. This includes exiding retal rate cgps and
“glandard offer” rates that have been established in dtates that have chosen to restructure,



as wel as current rate dructures in dates that have not redtructured.  All exiding retall
and wholesdle power contracts will dso remain in force. Where date law or regulations
dlow retall cusomers to contract directly with suppliers for power, they may continue to

do so.

Specific recommendations are presented below on a preiminary basis.

1.

Generding units must report dl fixed and vaiable costs to FERC,
planned and unplanned outages, and total generation produced, on a
monthly bass

Generators with output not required for contract saes, and not prevented by
planned or forced outages, must offer that output into a FERC-assgned RTO
Market. (An RTO is a regiond transmisson organization.) The RTO Market
will pay each unit's actual costs, as reported by the generator, and as reviewed
by the FERC. In addition, depreciation rates, the return on common equity
(profit), and any other costs which require adminidraive determination will
be paid based on FERC-gpproved pricing formulas. These formulas will be
dructured using the same ratemaking principles as FERC has applied to
utility-owned power plants in the past. The RTO will recover these costs
through sdes to locd dectric didribution companies, load serving entities, or
directly to retall dectricity consumers, where dlowed. These sdes will be
based on the average cost-of-sarvice of dl the generating units providing
electricity to each RTO Market in any given month.

Each RTO shdl edtablish a generation reserve margin for its region based on
generdly accepted reliability criteria as edtablished by The Nationa Electric
Rdiability Council. If the amount of generation avalable is projected to fdl
below the required reserve margin, then the RTO shal be required to contract
for or build new generation supplies. To ensure an adequate supply of least-
cost dectric generation, each RTO shdl be required to set up an RTO Supply
Agency which will, as a last resort, invest in, condruct, and supply any
required incrementa generation into the RTO Markets on a least-cost basis.
RTOs will dso peform trangmisson planning, and other functions consstent
with this proposal, as specified in FERC Order 2000.

The Congress should dso implement a nationd Resource Portfolio Standard
that mandates increased use of renewable eectric generation technologes
throughout the U.S. These renewable resources, as with any generation unit,
could sl into the RTO Market on a cost basis, or may contract to sdl a
mearket rates on a bilaterd basis.

The RTO Market should incorporate demand-sde management options for dl
customers. This could include demand-side bidding a or below the cost of
generation that will permit customers to ddiver timdy, cod-effective, and
price-responsive load reductions to the wholesale power markets. The RTO
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must permit demand-sde resources to participate on a fair and competitive
bass with supply-side resources.

This proposal is a firg atempt to address the extremely complex issues raised by the
current crigs is a timey way. Clearly, many important related issues and detalls need to
be worked out to bring eectricity prices under a reasonable degree of control, prior to
determining to what extent, if any, any greater degree of the deregulation of dectricity
markets than that outlined above is in the best interest of U.S. consumers. The Telus
Ingtitute welcomes the necessary didogue that will be required before draft legidation to
achieve these god's can be written.

11



