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“

' The Political Economy of Retail
Wheeling, or How to Not

Re-Fight the Last War

Disparities in utility rates — observably the result of poor
supply-side resource planning — have been small before
and will be small once again. Retail wheeling’s promise of
short-run gains for a few would, ironically, destroy
integrated resource processes in place today that guard
against a repeat of yesterday’s planning mistakes.
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Armond Cohen and Steven Kihm
HPolitir:s." quipped Groucho ternative solutions. This article at-
Marx, “is the art of looking | tempts to sort out the underlying
for trouble, finding it everywhere, | causes of and interests at stake in
diagnosing it incorrectly, and ap- the retail wheeling debate, and as-
plying the wrong remedies.” The | sess the validity of the assertions
estimable comedian might have of retail wheeling proponents.
been describing the current “retail We conclude first that support
wheeling” debate in the United for retail wheeling is in significant
States. | part a reaction to the utility rate
For all the ink it has consumed differentials resulting from the
and passion it has aroused, the ambitious capacity constructicn
US. retail wheeling debate isstill | programs (most but not all of it
remarkably devoid of the key ele- nuclear) of the 1970s and 1980s.
ments of a rational policy discus- Ironically, these construction pro-
sion: a reasoned definition of the grams, and resultant cost over-
“problem,” an analysis of its hangs, were considerably smaller

Callibs, AN AN examinanon of al-

OT NONENASTENT Whene mere ex-

Aprd 1334

45



B4-11-1294 25:4141 FROM The Electric ity Journal TO

1E1 735885 P. 23

isted integrated planning of the ces offer most of the benefitsand | plained by the absence of retail

type which many retail wheeling few of the risks that retail wheel- competition, cross-subsidies, and
proponents decry. Driven by the ing poses. These include aggres- the development of integrated re-
desire to escape these embedded sive wholesale competition, judi- source planning requirements.
capadty costs, retail wheeling pro- | clous pruning of uneconomic
ponents are essentially still fight- | capadity, and serious incorpora- A. U.S. Retail Electric Rates

| ing the last war — the war over tion of environmental risks into 1970-93

i nuclear imprudence. Sunk cost- utility planning and regulation. In many jurisdictions where it
shifting, not prospective cost-sar- has been discussed, the practical
mgs, is their end. Political muscle | I Retail Wheeling: impetus for retail wheeling is the

| is their means. Imprudence Litigation by differential in retail electric rates

! Eve:n if this effort actually re= | Other Means? between utilities in selected furis-

: sults in significantly re- The now-familiar case for retail | dictions — especially the differen-

| duced rates to wheeling custom- wheeling rests on a chain of asser- | tial in industrial customer rates in

. ersin the short term (and there tions which are rarely scrutinized: | neighboring utility service territo-

© are many reasons to beliave that, ries. Table 1 represents a typical
m any fair system, it will not), inter-utility comparison, which is
over the long term the energy pol- derived from a list compiled by
icy implications of retail wheeling Charles Studness.®
are problematic indeed — a fea- Thus, an industrial customer of

» lure it shares with more thought- one of the depicted high-cost utili-

. ful and intellectually honest U.K.- ties could theoretically save, on

- style industry restructuring average, about 34 percent if it

© proposals. Spedifically, the re- were served by the neighboring

| placement of an electric power low-cost utility, Such a customer

| planning framework with one is likely to be unhappy that other

i dominated by Klateral contract is customers in the same region, pos-

| likely to be a poor fit in a world sibly competitors, are able to buy

| where the dominant drivers of electricity at such a discount rela-

| electric power policy are likely to tive fo the rate if pays. Hence the

i be environmental. It also runs that electric rates are a significant clamor for retail wheeling ameng
counter to the direction in which factor in U S. (or state) industrial some (but by no means all ora
technulogy is driving power sys- competitiveness; that high indus- majority of) industrial customers.
tems: toward smaller scale, dis- trial rates are due to the absence This leads us to wonder
tributed generation requiring of retail competition, industriabto- | whether these rate differentials
more system coordination and residential cross-subsidies, and - | have existed over time or whether
planning, not less. Finally; it fails the imposition of integrated re- they are a more recent phenome-
the test of political legitimacy that | source planning requirements; non. To answer this question, we
will be critical as environmental and that the dissolution of the re- examined first the 1570 retail in-
debate over the shape of the tail franchise will result in signifi- | dustrial rates of these utilitics (See
power system continues and in- cantly lower rates and therefore Table 1).
tensifes. higher industrial employment.! While the rates in the table are

In short, retail wheeling is a While all of these assertions are noticeably lower than rates today,

troubling answer to a mis-diagno- | shaky and unsupported,’ herewe | the key point is that the differen-
sis of vesterday's problemn. Webe- | focus on the assertion that current tials are much smaller, both abso-
licve that a vanety of uther poli- high embedded rates can be ex- lutely and relatively.
0 The Electricity journal
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The table shows why therewas | between nuclear utility and [FP environment, a belief in ascend-
little interest in retail wheeling in rates are likely to follow thesame | ing economics of scale, and the ab-
the past. In 1970 an industrial cus- | trends and patterns as compari- sence of requirements for whole-
tomer switching from a high-cost sons between high- and low-cost sale competition. In general, the

utility to a low-cost utility would utility rates, described below,) comparies lost those bets.
save only about seven percent, in Next we examine what happened In the late 19705 and 1980s the
| contrast to the 34 percent average | over the past two decades to cost of building nuclear plants es-
savings available to these custom- | cause the high-cost group’s rates calated dramatically. Utilities
ers today. Industrial customer to escalate so dramatically relative | with ambitious nuclear construc-
rate differentials between utilities | to the low-cost group’s rates to tion programs tended to see thelr
in the 1970s tended to be much generate today’s huge rate differ- rates increase substantially. Those
smaller than they arc today. entials. that avoided the nuclear option or
{(While some of the clamior for had a more balanced portfolio of
retail wheeling has cited the differ- | B+ The Cause of Rate resources, including DSM, saw
ential between current [PP mar- Differentials: Poor rates increase much more slowly.
| ginal costs and utility rates, in ad- Supply-Side Planning Given this backdrop one might ex-
dition to inter-utility rates, the The major cause of thess large pect that the high-cost utilities
likely medium-term retail wheel- ' rate differentials today is clearly have relatively more nuclear gen-
ing scenarios involve inter-utility  related to poor planning on the eration. They do. In fact these
competition, until much more far-  part of the high-cost utilities. companies have, on average, over
reaching deregrulation, divestiture | Many of these companies made three times as much nuclear gen-
| and spot market mechanisms big bets on nuclear power, encour- | eration as do their low-cost coun-
could be worked out, as in the | aged by what was then a rela- terparts (see Table 1).
UK Inany event, comparisons | tively “hands off” state regulatory
Table 1: 1983 vs. 1970 Retal Industrial Rates; Percant Nuciear Power in Generation Mx
Eg‘ ;ﬁ’ W (% Eﬁ‘ kﬁ mm
Kigh-Cast Lty (Coms)  (Cents)  Nuciear)  Low-Cost Neightor (Coms)  (Conts)  Nuciear
DQE Inc. 64 13 30 American Eleciric Fower 38 0.8 ¢
Philadelphia Electric 7.8 12 56 Poiomac Electric Power 55 1.7 0
Leng Isiand Lighting 1.8 20 9 Pennayivania Powerand Light 6.0 1.5 N
llinois Powsr Company 47 1.5 = IPALCO inc. 42 13 o
Ohig Edson E.2 14 -] LG&E Energy i3 08 0
NIPSCQC Inc. 4.9 14 0 P51 Resources Inc. 35 11 0
DPL Holdings 48 12 0 KU Energy 34 1.6 0
Cerlterior Energy 6.6 14 5 Cincinnati Gae and Beciric LX) 14 0
Commonwealth Edison B2 16 83 Whsconsin Energy a9 1.7 k}
Genersl Pubiic Utiities 60 12 B Aliegherry Power System 42 08 0
Pub. Berce New Mexice 62 11 3 Southwestem Public Service 36 13 0
Orange and Fockiand 8.3 20 0 Deimarva Powes and Light 48 1.1 18
Ertergy 59 08 48 Empine Dietrict Elacinic a8 14 0
IES Indusiies 48 18 24 Northem States Power 44 1.7 28
Detroit Edison 58 1.1 16 CMS Enemgy 51 13 14
Average 55 14 % Average i3 13 8

4 Soure Prusenfl Seourlies. Blectic Ues CompeStve-Fask Sudy Sept 24, 1950,

b Souor ivood's Public Uity Manual, 1971,
¢ Soums The Walie Lo nvessmant Suny.
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! Table 1 actually understates the Systems, a regime of market- relative to residential rates than
. effect of the nuclear problems of based wholesale competiien had | do the industrial customers of the
: the late 1970s and 1980s. Some been in place, or environmental low-cost utilities, Therefore if the
low-cost utilities that have rela- regulatory risks had been part of suggested subsidies do exist and
tively high amounts of nuclear regulatory evaluations, many of are corrected for all utilities, that
generation (e.g., Wisconsin En- the expensive nuclear plants would make the current rate dif-
. ergy) built their plants in the late would have never been built and ferentials larger, not smaller.
1960s and early 197Us before the the rate differentials would have The truth is that both residential
. Staggering construction cost esca- been substantially moderated * and industrial rates of the high-
; lations and construction delays oc- cost utilities are high relative to
- curred. And some high-cost utili- C The Current Rate their neighbors’ rates because
 ties (e.g,, Long Island Lighting) Differentials Are Not Due to these utilities invested in expen-
spent substantial amounts on nu- Cross-Subsidies sive, large, and risky supply-side
clear construction during the late Some retail wheeling advocates | resources supported by a regula- |
| 1970s and early 1980s, but failed claim that rate differentials are tory environment which showed
| to add the cost of the nuclear due to cross-subsidization of resi- | little interest In supply-side modu-
plant to the rate base. In spite of larity, environmental risk, or
. these potentially mitigating ef- wholesale competition. Supply- |
. fects, nuclear construction prob- side resource costs have been
i lems stand out as a root cause uf (and, as noted below, willcon- |
| the rate differences, tinue to be) the primary driverof |
’ o be sure, nuclear invest- rates. |
ments are not alone respon- Givgn this background, it is
sible for currently observed rate not surprising that somsa
. differentials: Expensive [PP con- industrial customers are utilizing
| tracts based on administratively whatever arguments and pressure |
{ determined avoided costs (often they can muster — including the |
' based un proxy nuclear costs) threat of retail wheeling — to
| rather than wholesale bidding achieve further rate relief from
also play a role in many jurisdic- high embedded supply costs be-
tions. In addition, current low oil yond what was achieved through
| and gas prices exacerbate these the nuclear imprudence litigation |
. dilfererces. dential customers by industrial of the 1970s and 1980s. Despite
| The key point is that conven- customers of the high-cost utili- the fact that in some regions of the |
| tional, pre-IRP, pre-wholesale ties.’ The evidence does not sup- country industrial interests sup-
| competition electric supply-side port such a claim. The ratio of ported large-capacity construc-
| planning practices, not demand- residential rates to industrial rates | tion projects to provide necessary |
| side management or inclusion of for the high-cost utilities is about reliability? the response of many |
~ externality values in planning, for | the same as it is for the low-cost retail wheeling proponents is es-
example, contributed most signifi- | utilities (sex Table 2). If any differ- | sentially: Someone else (utility |
cantly to the distorted rate picture | ence exists, it is that the high-cost shareholders or other ratepayers) |
we see tday, In fact it is highly utllities have a slightly higher ra- should pay for costly powerac- |
| likely that if good integrated n- o uf residential to industrial quired on their behalf now that |
| source planning had been done, rates. In other words, industrial the bill has come due’ “Stranded
such s in the case of Wisconsin customers of high-cost utilities investment,” and cost shiftingto |
Energy and New England Electric | have slightly greater discounts inelastic customers, is therefore i
52 The Electricity Jowrnal
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not an nddental problem of the re-
tail wheeling proponents’ agenda:
Itis the primary object of that
agenda.

As in all public policy discus-
sions, though, there is a danger in
rear-view vision, and making pro-
spective policy to solve yester-
day’s problem. Specifically, we ar-
gue, the retail wheeling argument
confuses transitory cost bulges
with long-term differentials, ig-
noTes necessary regulatnry ar-
rangements that will diminish the
attractiveness of system bypass,
and badly misreads the long-term
terrain that lies ahecad.

II. The Near-Term:
Diminishing Returns in an
Equitable Retail Wheeling
Regime?

The premise of retail wheeling
proponents is that substantial rate
differentials among neighboring

. market-based benchmark that

utilities will persist, and therefore
the freedom to “shop around” is
worth the price. However, there
are a number of reasors to believe
that these differentials will not
persist, or that they will not trans-
late into the imagined bargains.

A. Average Price/Marginal

Cost Differentials Will Narrow

First, even if there were no
changes in ratemaking, utilities
are not likely to repeat the “nu-
clear” mistake. Utilities that over-
built have not in general been
able lo spare their shareholders
from the consequences of their
poor planning, and corsequently
a new regulatnry bargain has
emerged. (See Table 2). Utility
managers have learmned that their
choice of new generation will be
scrutinized against a wholesale

there will be close regulatory scru-

tiny of the selected generation
portiolio, and that plant modular-
ity and environmental risks will
be a key element in that scrutiny:.
In this connection, claims that util-
ity DSM programs represent the
next iteration of the “nuclear syn-
drome™® are not credible: DSM
advocates and skeptics alike are
ensuring that DSM programs are |
heavily evaluated and scrutinized
for cost effectiveness; the pro-
grams have generally been accom-
panied by cost recovery penalties F
if the programs fail to deliver; and
such programs, unlike generating
plant, lend themselves to swift re-
vision or cancellation where
shown not to be cost effective.
Likewise, new supply-side capac-
ity commitments are likely to re-
ceive enhanced scrutiny for their
modularity, riskiness, and timeli-
ness.

Table 2: Ratio of Resicential Rates to Indusirial Rates®; Stock Price Change (1670-1690)°

High-Cost Utity Rafo % Change Low-Cost Neighbor Ratio %Change |

DQE Ine. 20 1 Amasican Elactric Power 1.7 ]

Phiiadeinhia Electric 1.7 -19 Potomac Electric Power 13 214

Long Islang Lighting 13 11 Pennsyivania Power and Light 14 BS

Illinois Power Compary 22 -53 IPALCO Inc. 14 1m0

Chio Edison 1.7 -14 LG&E Energy 16 i7

NIFSCO I, 2.1 -3 PS5 Resources Inc. 17 a1

OPL Holdings 15 17 KU Energy 13 44

Centencr Erwergy 1.7 WA Cincirmali Gag and Electric 15 22

Commeonwealth Edison 1.8 3 Yisconsin Energy 18 310

Ganeral Public Utilities 15 m ARegheny Power System .7 87

Putlic Servica of Naw Mexico 15 -3 Southwestem Public Service 1.7 156

Orange and Rockland 1.5 51 Deimarva Power and Light 18 1

Entergy 18 -10 Empire Districi Blectric 1.5 B9

|ES Indusines 21 NA Norhem Stales Power 16 180

Detroit Edisan 14 a7 CMS Energy 13 -7

Average 1.7 +2 Aversge 16 +9

L Sourms: Prucenia Seasitrs, Bocrie Uniltir Compattive-Fak Sy, Sept 24, 183

b hﬁﬁrmmmdﬁmwmwumm:ﬂmn#:mw Whum e st
mmnmnhmmﬂuﬂmn“mi Over T e Pl 9
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Secomd, as the assets acquired around will be largely unchanged | compunctions of a distant utility
during a period of expensive over- | except for their ability to get of IPP. But it is highly likely that
building are depreciated, the rate lower-cost generation. This as- maintaining current levels of sup-
differentials will return to maore sumption is wholly unsupported. | ply security will be difficult and
normal levels. While the python's First, we agree with the assess- come to such customers only at
digestion of the nuclear rodent is ment that “the obligation to serve substantially higher levels of cost.
likely to be slower than many that utilities traditionally have op- Second, a retail wheeling regime
would like — or slower than can erated under mustbeended ifre- | will inevitably require a more de-
be achieved through alternative tail wheeling is to be introduced tailed and very different pricing
political means — it is inevitable’ | rationally,” even for customers regime for continued utility sys-
Third, many of the utilities with | who elect not to shop.® Thishas, | tem support, which takes into ac-
low rates today (especially coal- in fact, been the rule adopted in count the cost and risks of provid-
based Midwestern and Mid-At- the UK. and Norway, where retail | ing various levels of capacity
lantic utilities) face large Clean Air firmness, reserves, transmission
Act compliance costs that will in- support, balancing, voltage sup-
crease costs and rates on their sys- port and other services. These fac-
tems relative to more nuclear-reli- Retail wheelin 2 advo- tu; t:; are likely to erode some-
| ant systems, . what the apparent generation
| Fourth, in markets such as the cates have the curious bargain.
Northeast and Midwest, much of ﬂggumptign that the hird, a retail wheeling Ebn.
the presently observed price dif- ime would no doubt lubri
il e Ayl e system will be largely | o .\ c et for substantial
| generating capacty. There arca HﬂC}Iﬂﬂgﬂf EICE‘PfﬁDr market-based reforms in transmis-
' number of factors, aside from the their ability to get | sion pricing. Itwould be hard for
- normal econumic recavery pal- : retail wheeling advocates and
. tern, that will tighten those mar- lower-cost generation. regulators to advocate and imple-
kets. These factors include prema- ment a system which forces utili-
| ture nuclear unit retirements I | e to “write down” the value of
| {recently Wall Stree! analysts have embedded generating assets to
| predicted up to 25 such unit retire- | wheeling has been introduced as market levels without at the same
| ments within the next decade)™? part of broader industry restruc- time “writing up” the value of the
| and premature retirement of exist- | turing. The corollary of the de- transmission and distribution sys-
. ing fossil fuel units due to the cost | mise of the obligation to serve is tem to market Jevels. Conceiv-
. burden of meeting Clean Air Act that customers who leave the sys- | ably such a “write-up” could :
| requirements. tem must return “under market- | offset entirely the initial “writc-
I determined - not regulated - down” of generating assets.
| B. System Price/Risk prices, terms and conditions.”? It Fourth, the “write-down” of nu- |
Realignment and Transition is anybody’s guess how many clear generating assets resulting |
Arrangements May Negate a US. industrial customers —par- | from retail wheeling is likely to
Substantial Portion of the ticularly large ones with sensitive | have some peculiar system and
Perceived Short-Term Gains production processes — would price effects. If the U.K. experi-
Among industrial retail whesl- prefer to take on the economic ence holds, the market value of |
ing advocates with whom we risks of a non-guaranteed power nuclear generation in a world
have spukeny, there seemslobea | supply secured only by thecon- | without the retail franchise is |
curious assumption that the sys- tractual Kability of retail power likely to be zero or negative due
temn in which they seek to shop brokers or the ethical and political to nuclear operating risks and de-
54 The Electricity Jownal
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commissioning costs. For some
utilities, the book value of nuclear
assets approaches or exceeds total
utility equity, making bankruptcy
a likely prospect. Will market
players emerpe to purchase and
operate these zero-value assets in
2 safe and reliable manner, and as-
sume the substantial unfounded
unit decommissioning costs to
bont? Again, if the UK. experi-
ence holds, the answer is "no.”
Accordingly, strategies will need
tn be devised to address this mar-
ket gap. The mosl Likely political
solulions are a federal bailout ur
all-customer “transition charges”
to cover unfunded nuclear decom-
missioning and operation costs.
In either case, wheelmg custom-
ers will pay as customers or as tax-
payers. And, if the plants are de-
comumissioned on an accelerated
basis, the disappearance of that ca-
padity will, in some regions of the
cnuntry, accelerate the conver-
gence of embedded costs and mar-
ket price discussed above,

ith, the dissclution of the re-

tail franchise is highly likely
1o increase dramatically the risk of
fmandng new generation (or refi-
nandng cxisting gencration) from
whatever source. Duwngrading of
utility francial ratings is already
occurring due to capital markets’
perceptions of ncreased retail fran-
chise risk within the electric utility
industry" Widespread retail
wheeling would likely exacerbate
this trend because of the increased
risks it creates for utility invest-
ments and operalions. It is folly to
believe that marginal generation
costs will not reflect this increased
financial risk.

FROM The Electricity Journal

O

In short, retail wheeling will not
be the cost-shifting bargain that
its advocates expect it to be — as-
suming that the above issues are
dealt with up front and in a fair
and raticnal manner. Apparently

. wheeling advocates have argued
| that these issues are “mere de-

tails” that “we can talk about
later” — after customers are al-
lowed retail wheeling. And some
have dismissed the above argu-

The dissolution of the
retail franchise is likely
to increase the risk of
financing new genera-
tion (or refinancing
existing generation)
from whatever source.

ments by contending that market-
based pricing of the transmission
system “def[les] accurate identifi-
cation measurement” and would
encourage “monopoly rents”; that
the presumption of an exdsting ob-
ligation to serve is “not realistic”
as a starting poinl; and thal il is el
fectively “impossible” to establish
a market-based rule for system
“retum dghts. ™

It is precisely this evasion by re-
tail wheeling advocates of critical
issues, and the consequent poten-
tial for piecemeal cost-shifting
and palitical manipulation, which
hae led even staunchly “pro-mar-

Le17Ic8ae38 P.2e

ket” power systemn economists to
reject retail wheeling as a credible

starting paint. For example, Ruff

states:
In the United States, competition
in electricity is being defined in
termns of “wheeling™ rather than -
in terms of the open pooling and
transmission model outlined
here. Asa logically consistent
statement of how an electricity
system can combine effective
com with economic effi-
dency, the wheeling model is seri-
mul{;daﬁuu'rt OF EVEN NOofrexis-
tent.

Similarly, Joskow posits that “a
regime that relies extensively on
competition can work reasonably
well if all of the right pieces are
put in place at the outset.” He
adds, “Retail wheeling in the US.
is likely to emerge without all of
the right pleces inplace and, as a2
result, will probably be costly and
inequitable.””

C. The Promise of Prospective

Real Cost Efficiencies Is Not

Credible

We have argued that the motiva-
tion for current retail wheeling

proposals is an attempt to redis-
| tribute the cost of pre-IRF, pre-

wholesale competition supply
mistakes — mostly nuclear. But
some advocates argue that retail
wheeling will have salutary pro-
spective pro-efficiency effects, cit-
ing recent utility downsizings.
On the supply-side, there are
certainly likely to be prospective
coet savings whenever a utility is
well-focused on obtaining the
most competitive prices for new
capacity. However, as we argue
below, that incentive can be cre-

April 1994
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ated more directly, and with far shifting is likely to be the radical quences for power system plan-
less damage to other interasts, shortening of system investment ning and regulation. This point
through a regime of wholesale criteria and hence substantial fore- | has at least been acknowledged
competition in which, prior toac- | gone medium- to long-term effi- by those proposing or examining
quiring new capadty, utilities ciendies at the end-use and sys- more far-reaching U.K-style util-
must demonstrate through bid- temn level. ity industry restructuring which
ding or other competitive tosts includes dissolution of the retail
that they have obtained the best D. Summary franchise.
pussible market deal. Retail We have argued that, evenin emerging picture of such
wheeling is unlikely to achieve the near term, cost-shifting-based a world contains some obvi-
any additional generation cost effi- | rate reductions to retail wheeling ous features. Generation and
dencies. Noone has argued, asfar | customers are likely to be signifi- transmission construction dedi-
as we are aware, that end-use cus- cantly diminished by factors driv- | sions will be driven by near-term
torners can obtain new capacity ing up system marginal costs, as bilateral contract dynamics rather
less expensively than utilities can. than by traditional planning con-

Apa.:‘t frumn generalion, there cerns of medium- to long-term sys-
could also be marginal effi- tem stability, diversification, fuel
' dencies in administrative and price risk, and newer concerns of
- general operations through down- No one has ﬂrg'ued; @as modularity, plan robustness and
sizing or other restructuring, far as we are aware, m'«*i;{;ﬁmﬂ regulatory nsr .
However, the effect of such gains Lacking long-term customer/util-
here is limited: Administrative that Eﬂd’”ﬁe CUSEOM- | o iationships, and driven by
and general expenses typically ac- | €S CAN ObEAIN NEW CA= | prices rather than costs, power sys-
count for a small fraction -— as lit- ; 4 tem investments in energy effi-
' Ue as 5% — of the overail utility 3 ﬂi:'li'y less Wfﬂlﬂy dency will disappear entirely, as
. revenue requirement, and will in fhan HtlhtIES can. they have in the U.K. and Norway.
any event have to be borne in Finally, environmental concerns,
some form by customers what- ORI S e e s variety of ways
ever their supply sources.”® The through IRP processes and state fa-
prindpal component of utility well as the realignment of system | cility-siting regulation, will be
rates will continue to be — as it opcrations, risks and component wholly externalized into the realm
has been historically — supply- pricing that would fiow from any | of taxation and end-of-the-stack
side costs. rational retail wheeling regime. regulation. In short, much of what
The most that can be said for We now turn to the long-num im- we call “energy policy” — that is,
the prospective impact of retail plications of retail wheeling for the stuff which fills the pages of
wheeling on supply costs is thatit | power system policy and opera- this journal — will be replaced or
may permit a future shifting of tons, marginalized by the imperatives
costs away from customers with of bilateral contract.
short- to medium-term contracts I Long-Run Impacts of While the broad implications of
to generators who have made Retail Wheeling: The Road this post-retail wheeling world
“bad bets” as defined by short-to | Better Left Untaken are addressed by other contribu-
medium-term markets, although While retail wheeling is surely tors to this issue, here we focuson
it will not prevent the social ex- an opportunistic, near-term strat- three questions: '
penditure of capital on those bets. | egy by its proponents to shift em- o Is such a world compatible
In addition, as described below, bedded capacity costs, It willhave | with a sensible and cost-effective
the price of such prospective cust obviously longer-term conse- appruach tv energy-related envi-

|
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ronmental problems in the com- Current [RP and utility-plan- clated fossil fuel plants as long as
ing century? ning approaches at least openthe | possible. For new capadity, util-
® [s such a trend likely to fit possibility of integration of these ties and other producers will —

| with an emerging world of tech- emerging environmental concerns | #s they have in the UK. — prefer
nological opportunity emphasiz- with traditional cost- and risk- investments with low capital re-
ing economically effident distrib- | minimizing generation and other | quirements and short lead times,
uted generation? system-planning concerns. “such as natural gas-fired combus-

» And does such a world satisfy | NEES's recent NEESFLAN 4com- | tion turbines and/or combined-
the tests of political legitimacy mitments to DSM, renewables de- | cycle generators. Retail wheeling
and transparency? velopment, and sophisticated op- | will also — as we have noted ear-

Hons-based whalesale power lier — likaly pose severe chal-

A. Invironmental Implications contracting® — which seek tobal- | lenges to continued operation of

We start by noting that the most | ance near-term system rate con- nuclear plants. Whether thisisa
critical economic and public pol- cerns with medium- to long-run “good” ora “bad” thing environ-
fcy challenges assodated with the mentally on its own terms, nu-

i power system in the coming dec- clear shut-downs could require

] ades are likely to be environ- significant construction of new

| mental in nature. Current Clean ; ; capadity to fill the gap — which,

| Air Act compliance directives in In a retail Whﬂ"-'hﬂg under the pmuu.tf qu a frag-

| the area of 0zone smog and acid world, the utﬂﬂy with mented retail market, is likely to

| rain are just the beginning. A vari- be exclusively fossil

! ely of additional power system-re- f'ht? CWESf n&ﬁzr-_tmn are a number of prob-

| lated environmental concerns are price wins. This is lems raised by this scenario.

| at the beginning or the middle of First, while gas-fired plants are

E the regulatory gxpd.m.u. and are hd?"i‘ﬂy hkdy to hEIP cleaner than other fossil plants,

! likely to emerge with unexpected the environment. they most likely will not consti-

f rapidity. These include, at a mini- tute by themselves an answer to
muum, toxic air emissions; small significant environmental chal-

- particulate emissions (now be- lenges; for example, based on
lieved to cause maore annual US. environmental risks — stand as New England data, it appears that
fatalities than auto accidents); and | an example of how this integra- even substantial gas repowering |

- evidence that existing ozone tion can occur. would not bring the region into

. smog and local sulfate standards In a retail wheeling world, by compliance with the 50% or more

| are insufficiently protective of contrast, the utility with the carbon emissions reduction goal
public health. The science of and cheapest near-term price wins. believed by most climate scien-
regulatury response to the climate | This is hardly likely to encourage tists necessary to achieve climate
change issue could overwhelm medium- tu long-range develop- stabilization. Second, a predomi-
even these significant regulatory ment of power system end-useef- | nantly gas future would expose
concerns; already, the global insur- | fidency or development of low- customers to the risk of rapid in-

| ance industry has begun lo plan environmental-impact capacity in | creases in the price of natural gas
as if the climate change risk were anticipation of future environ- as well as environmental and cost |
real Living sustainably withinen- | mental regulation where such in- | risks associated with increased !
vironmental limits will likely re- vestments result in a somewhat regulation of fossil fuel emissions.
quire a substantial increase in en- higher near-medium term price. Third, there is the risk that a sub-
ergy efficiency and renewable 1t is instead likely to encourage stantial amount of societal capital
energy sources,? the continued operation of depre- | will be wasted should the environ-
April 1994 5
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mental picture in tum require sub-
stantial replacement of new
“clean” coal and gas plants with
renewables and efficiency — or, al-
ternatively, that such a necessary
transition will be resisted by pow-
erful interests with a direct stake
in preserving the economic viabil-
ity of this “first wave” repower-
ing.
. " he standard response lo the
concerns over incompatibil-
ity of sustainable energy decisions
with a short-term retail price-
driven environment is that such
considerations can be dealt with
through external taxation
schemes — either emissions taxes
or T&D taxes to support DSM
and renewables — or through di-
rect emissions controls. But such
an approach is unlikely to avoid
the problem of costly investment
in generation made subsequently
obsolete by successive waves of
environmental regulation or
laxes, or the practical problem
that newly vested interesis will
successfully resist such regulation
and laxes. Inaddition, taxation
schemes are more likely to pro-
duce unly token “set-aside” for re-
. newables and DSM (as in the
U.K.) than is an environment
which requires a rigorous cost-
and risk-weighted utility-specific
comparison of these resources to
conventonal generating options.
Decoupled from power system
| economics, such investments will
| be firmly ghettoized as “sodial
| programs,” as if they offer no in-
' ternal puwer system benefits.
. This marginalization of environ-
~ mentally cleaner opbons runs con-
lrary to the worldwide corporate

18173524858 F.11

trend towards “industrial ecol- plants in remote Ioad areas, fuel
ogy,” and related approaches. cells mounted in hotel basements,

It is indeed ironic that, just at customer-site cogeneration, and
the moment when cost-effective rooftop PVe.® Aside from lower-
“pollution prevention” ap- ing the environmental burden of
proaches have gained promi- today’s electric power systems by
nence in national, state and corpo- | reducing emissions and local
rate policy, we would abandan transmission- and generation-sit-
perhaps the most powerful oppor- | ing impacts, the transmission facil-
tunity available to implement that | ity savings assoclated with such
approach — in the electric power strategically distributed genera-
sector. tion are likely to be substantial =

Yet it is unlikely that utilities or

B. Compatibility with other entities would make invest-

Distributed Generation ments in such distributed re-

‘I'he retail wheeling vision of the | sources in a retail wheeling envi-
US. power industry’s future ronment, since their economics
imagines a world in which undif- | restin large part on system-wide
ferentiated commodity bulk strategies to avoid transmission
power from units sized and opti- investment and upgrades, and op-
mized to short-medium term con- | timize the deployment of genera-
tract flows are wheeled to the tion system-wide, In a balkanized
highest bidder. Itis hard torecon- | world of retail wheeling, these in-
cile this vision with the emerging vestments might make little sense
opportunities inherent in distrib- on a stand-alone basis. Unless
uted generation, which relies on elaborate market mechanisms can
strategically placed modulargen- | be developed to capture and inte-
erating technologies such as wind | grate the system value of these

Grandvile 76 top |

Fave utilities tamead the scoutge of soaring potoer supply costs?
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distributed technologies, a large
ecanomic and environmental op-
portunity will have been pre-
cluded.

C Political Legitimacy

The very existence of this jour-
nal is testimony to the high polit-
cal saliency of electric power sys-
tem issues, and particularly their
interface with environmental con-
cerns. Public concern aboul and
reaction tu power system environ-
mental impacts and generation-
and transmission-siting decisions
have ransformed the electric
power scene in the last decade.
Those concerns are likely to inten-
sify rather than fu abate. By wide
margins, the American public con-
Hnues to ardculate a preference
for exhausting lower-impact re-
newable energy sources and en-
ergy cffidency before conven-
tional generating technologies are

| depluyed, even at a somewhat

' higher cost®

Ihe institutional and political re-

| sponse to these environmental

and conswmer concerns has been
the creation of public energy facil-
ity-siting processes and integrated
resource planning. While there is
rarely complete public satisfaction
with the results of these reviews,
there is broad acceptance of the
process. Retail wheeling and
broader industry restructuring
proposals with a retail wheeling
component locate generation and
siting decision making in the
realm of short- tu medium-term
retail markets, and therefore nul-
lify public participation in the re-
source selection process. Under
retail wheeling, there is no forum

or criterion i or by which to jus-
tify a particular generating plant
or transmission line as “least
cost,” or the best of the long-run
alternatives. There is only the ag-
gregation of thousands of retail
generation contract decisions. In
a retail wheeling world, there is
no "big picture” into which any
incremental generation or trans-
mission decision can be eoher-
ently explained ar justified: A fa-
cility Is “needed” because a
developer belleves he or she can
make money on it.

Aside from presenting the legal
problem of recondiling this bal-
proach with existing state siting
statutes requiring balancing of en-
vironmenial, cost and “need” fac-
tors, retail wheelmg thus presents
a major political legitimacy prob-
lem. It remains to be seen whether
the public will accept major siting
decisions without the opportunity
for meaningful public participa-
tion and discussion of facility eco-
nomics and need, Our
suggests that, given the high level

of public literacy and concern
about energy issues, they will not.

At their core, retail wheeling
and more ambitious U.K.-style re-
structuring schemes rest not anly
on short-term (and, we argue, mis-
taken) self-interest, but also ona
particular political philosophy:
the view that markets always
“know best” and that the aggrega-
tion of private contract decisions
is by definition democratically su-
perior to plarning of any sort. At
a minimum, some retail wheeling
advocates argue, efforts to influ-
ence the long-run shape and envi-
ronmental impact of the electric
power system should be confined
to the legislative arena, and may
not be internalized through eco-
nomic regulation.

hile it is difficult to di-
rectly dispute this

Hayekian article of faith, as it is
any political philosophy, we note
here simply that this radical mar-
ket vision is quite inconsistent
with the lived American consen-
sus and experience. First, the
notion that the outcome of the
shifting and instantaneous “refer-
endum” of the marketplace is by
definition good public policy runs
directly against key elements of
American public life — not least
the reflective filtering process of
republican representation and the
tradition of delegation to expert
agencies to resolve detailed mat-
ters which legislatures are not pre-
pared fo decide. Second, a signifi-
cant number of American states
hape given explicit legislative di-
rection to utilities and their regula-
tors to consider and balance long-
tarm cost and environmental
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goals, while leaving the details to
the commuissions to work out.
Third, despite thetorical clairns
that integrated resource planning
represents the “capture” of utility
comrnissions by envirorunental
“special interests,” the move fo-
wards energy effidency and
greater environmental concemn in
the regulatory process in recent
years is in fact, as noted above,
quite broadly congruent with the
views of the American public —
hardly evidence of an “undemo-
cratic” insider conspiracy. Finaliy,
we find it somewhat contradic-
tory that political economists who
consistently bemoan the intrusion
of environmental considerations
into the econumic regulatory proc-
ess are rarely shy about suggesi-
ing that economic analysis should
be a major focus of the environ-
mental regulatory process.

In short, a pragmatic political
economy — the nolion thal mar-
kets should be used as an efficient
means but not always to deter-
mne important ends — rather
than mechanistic ideology has
been the hallmark of the evolu-
tion of the power system debate
and regulatory practice. The politi-
cal legitimacy of that practice will,
we belisve, be drawn into serious
guestion under a retail contract-
driven regime.

IV. The Road From Here

As we noted at the outsct, there
is always a danger in fighting the
last war. Designing an clectric
power regulalory system lo ad-
dress the problems of nuclear im-

prudence costs rather than the
Fmblmu and :JPP-urtu.r'l.itiH that

lie ahead would, in cur view, be a
tragedy. The choice is not be-
tween the pre-IRP and pre-whole-
sale competition regulatory sys-
tem of the 1970s and retail
wheeling. It is between retail

wheeling and the emerging real-

| ity of a regulatory system which
| incorporates aggressive wholesale
| competition and forward-looking

environmental risk mitigation to
ensure that cost and risk are mini-
mized. (Indeed, where such con-

| trols were in place, as we have

noted, rate differentials about
which retail wheeling advocates
now complain are significantly
smaller today.)

The outlines of that alternative
system have begun to emerge,
and have been debated exten-
sively in these pages. First, sucha
system would require or encour-
age cost-effective wholesale com-
petition, an agenda which is far
from universally implemented.
Serond, write-dowrs of utility
plant or termination of existing
IPP generation commitments
should be addressed politically
head-on where the winners and
losers can be openly identified
and can debate, ather than

through the indirect device of re-
tail wheeling. In wishing for the
latter, as noted, retail wheeling ad-
vocates may well be disappointed
that they got their wish.

Third, medium- to long-term en-
vironmental risks need to be more
effectively reconciled with power
system strategies to avoid con-
secutive wasteful waves of power
system investment and sub-
sequent obsolescence.

These recommendations surely
lack the sex appeal of breathless
trade press accounts of retail
wheeling. Butbuilding peaceis
always less interesting than wag-
ing war, especially when it's the

lastone. ®
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