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ELECTRIFYING CHANGE:
STRATEGIES FOR STRUCTURAL
REFORM IN THE ELECTRIC INDUSTRY

EXECUTIVE SUMMARY

The Electric Generation Association (EGA)
is a national ade association representing
independent power producers (IPPs) and sup-
pliers of goods and services to the competitive
wholesale elecmric generadon industry. EGA
contributes this paper to the debate concemn-
ing the current restructuring taking place in
the electric industry. Electricity is vimal wo
nearly all sectors of the United States econo-
my, and the evolution of regulatory policy
will therefore have an important effect on the
nation’s economic competitiveness.

The role of independent power in the U.S.
electric industry expanded dramatically with-
in the past decade. Competition in wholesale
power markets resulted primarily from signifi-
cant changes in the economics of generation,
favoring smaller, shorter lead-time projecs
than were commonly built by utilities in the
1970s. As of year-end 1993, independent
power is approaching ten percent of the
nation’s installed generating base. Through-
out the 1990s, [PPs have accounted for a

majority of new generating capacity being
added to the nation’s electric grid each year.

Changes in the economics of generation
have been the driving force behind a series of
legislative and regulatory reforms aimed at
removing impediments to 2 more competi-
tive power market. The modem [PP indus-
try effectively came into existence with the
passage of the Public Utility Regularory Poli-
cies Act of 1978 (“PURPA"). PURPA rep-
resented the first step of stuctural reform
the vertically-integrated utility indusory. It
provided, for the first time in the modem e,
an alternative to the traditional rate-base,
rate-of-return formula for private generation
invesrments. The process of reform was car-
ried forward in the states through a variety of
experimental and innovative approaches to
implementing PURPA. More recently, many
states have converged on the view that new
sources of capacity should be selected
through some type of competitive procure-

ment process.
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Federal legislative reform took a significant
step forward with the passage of the Energy
Policy Act of 1992 ("EPAct”). This statute
explicitly adopts the principle of competition
at the wholesale level of generation as the
new comerstone of U.S, electricity policy.
This Act represents the most fundamental
federal policy development in this area in
almost 60 years. The implementation of
EPAct will take place over the next several
years, and its implications are not yer fully
apparent in state-level regulation. Thus, the
process of structural reform in the electricity
market is incomplete and ongoing.

m:le:umu&.mha#umadrﬂ“muk

largely within the investor-owned utility
industry. Utilities often criticize independent
power on the basis of defects in the imple-
mentation of PURPA at its early scages.
Although such defects have largely been
cured with experience, nevertheless, many
utilities view independent power not as a
source of cost-effective supply but as a source
of competition, and are anxious about incur-
sions into their raditional markes. Some
strategies to weaken the position of IPPs on
their systems. Power procurement procedures
often reflect an apparent bias against inde-
pendent power, even when it is less costly and
mbjecumupnﬂnmlmmkfhmuﬁhw-
constructed capacity.

The resule is a heightened contentiousness
and proliferating litigation in the power plan-
ning and procurement arena which, if
efits of vigorous competition to the general
public. Decisions with an important bearing
on the nation's economic and environmental
future are being deferred. Meanwhile, on the
other side of the electric meter, large industri-

al customers are acting on their frustration
with the high cost of electric service. Many
are beginning to pursue options for cbtaining
electric service that would bypass the con-
ventional utility rate structure, threatening to
unravel the concept of the franchise system.

The solution to these problems requires a
rethinking of fundamentals. The difficulty and
cost of restructuring is likely to be minimized
to the extent thar it is guided by consistent
principles and not simply a random, balkanized
sequence of regulatory decisions and market
events. Restructuring will proceed in a more
orderly fashion, in other words, if it is guided by
a shared vision of the furure. This will require
that industry stkeholders forge a consensus
around cermin basic issues. [t is impossible, of
course, to project the exact form the indusetry
will assume. The mere fact that it will be open
to competition suggests that the industry will
be in continuous evolution. This vision must
be based on broad outlines rather than details
50 as to accommodate a broad range of direc-
tions in which the industry might evolve. At
a minimum, in EGA's view, this vision should
include the following elements:

® It must reflect the realities of market-
'l l - - in&u -
sector within the larger framework of
regularion.

* [t must be open to a rich variety of ser-
vice options at competitive cost.

* It should be based on an appropriate
allocation of risks and incentives for all.

The current debate, in short, is an effort o
revise the “regulatory bargain" To be suc-
cessful, this process of redefinition must
reflect a more discerning approach to the cur-
rent realities of each segment of the industry
than the existing framework, which has sur-
vived largely intact from the 1930s.
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Many of the conflicts in planning and pro-
curement that are experienced in today’s elec-
tric industry appear to arise from the conjunc-
tion of two factors: the application of cost-of-
service principles to utility-constructed gener-
ation facilities, and the implicit acceprance of
vertical integration of utility operations. The
interplay of these factors makes genuine com-
petition among all resource options problem-
atic. One of the most promising and widely-
discussed approaches to reform currently
under discussion in the indusery would entail
the functional unbundling of the generation
sector. While this term suggests a variety of
possible approaches, all would entail the sepa-
ration of generation from core utility services,
at least for cost accounting and ratemaking
purposes, if not also from the standpoint of
corporate structure and ownership. The term
“core utility services” in this redefined context
includes services such as ransmission and dis-
tribution, which would retain the character of
a natural monopoly and continue to warrant
some form of waditional regulation.

The development of a truly competitive gen-
eration market that supplies power to utilities
as providers of transmission, distribution and
other services, holds the promise of improved
efficiency, lower costs to ratepayers, a reduced
need for regulatory intervention and over-
sight and, accordingly, a reduced burden on
regulators themselves. Many urilies have
begun to restructure their internal operations
into wholesale and retail groups, or along
functional lines, to promote their viability in
the marketplace and in the expectation that
this type of regulatory structure will evolve. It
is now common in overseas power markets,
and EGA expects this type of reform w
become more prevalent in the United Scates
in the coming years.

As competition has taken hold in the gener-
arion sector, the role of state regulators has
evolved, and will conrinue to evolve. Eco-

nomic regulation will continue to encompass
general ovemsight of utility asses. In the
future, however, a progressively more impor-
tant component of regulators’ responsibilities
will be the ovemight of competitive marker
conditions and processes. Through an order-
ly and progressive separation of generating
assets from core utilicy assets, and the over-
sight of the development of rates for each dis-
tinct component of utility service, regulators
will be better able to foster conditions in
which all generators are subject to a common
discipline. An environment in which all gen-
erators abide by a common set of principles
will better ensure optimum long-term invest-
ment and short-term production decisions. It
also will enable utilities and other market par-
ticipants to identify, plan for and properly
price the variety of creative companion ser-
vices that is expected to emerge as competi-
tion unfolds.

The regulatory bargain cannot be updared to
respond o modem competitive realicies wich-
out short-term consequences, potentially
benefiting some companies and customers
long-term. efficiency benefic promised by a
mransition to a more fully compertitive genera-
tion sector are compelling, behaviors in the
regulatory arena are too often driven by fears
of the short-run consequences of moving in
this direction. It is essential to acknowledge
such concerns and deal equitably with the bal-
ance of interests between utilities and ocher
stakeholders. While the pressure for procom-
petitive reform is significant, EGA believes
that certain constraints must be observed in
the process:

* overall societal costs should be mini-
mized in the transition toward a more
fully competitive generation industry
and, if possible, should not exceed
anticipated costs under the status quo;

Restructuring will
proceed in a more
orderly fashion ...
if it is guided by a
shared vision of

the future.
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* financial burdens should be broadly
shared; and

* the reliability of utility service must
be safeguarded.

It is time for stakeholders in the electric
industry to come to a commeon understanding
of the forces that are changing the industry,
and to develop a new regulatory framework
that can accommodate those forces. Partici-
pants in this process must not take for grant-

ed — indeed, should explicitly challenge —
the traditional regulatory framework. To pro-
mote efficient decisions, the new framework
must reflect the current realities of each seg-
ment of the indusery. To be politically stable
in the long run, it must synchronize ratepayer
and shareholder interests. The need for such
a consensus-building effort is compelling in
light of widespread customer dissatisfaction
with the status quo. EGA offers this paper in
the hope that it will move the consensus-
building process forward.



INTRODUCTION

The Electric Generation Association (EGA)
is a national trade association representing
independent power producers as well as sup-
pliers of goods and services to the competitive
wholesale electric generation industry.! EGA
seeks to advance the perspective of competi-
tive wholesale power generators in an indus-
try undergoing rapid change. Although these
generators are commonly referred to as inde-
pendent power producers or [PPs, the sector
encompasses both non-utilities as well as util-
ity-affiliated entities. The common feature of
its participants is that they provide electic
energy and capacity at wholesale rates pur-
suant to contracts negociated within the dis-
cipline of the markerplace, rather than
according to the traditional rate-base model
of regulation.

This white paper is the work product of
EGA's Emerging Operational [ssues Commit-
tee. This Committee is charged with idenri-

ity of IPPs to provide efficient wholesale

power service to utilities.

EGA’s objective in issuing this paper is to
help cryswllize a series of issues at a pivotal
point in the evolution of the electricity mar-
ketplace. The singular importance of the
elecric power sector in the United States
economy is illuscrated by its size and relation-
ship to other types of economic activity. Poli-
cies governing generation investment and
operating decisions thus have a significant
bearing on the nation’s productivity and glob-
al comperitiveness, as well as upon environ-
meneal qualicy.

For most of its history, the electric power
industry has been subject to perhaps more
pervasive government control than any other
major industry in the U.S. economy. The
current reform process is being forced by

I The members of EGA's Board of Directors include the following companies: CMS Generation Company; CNG
Energy Company; Cogenrix, Inc.; Constellation Energy, Inc.; CSW Energy, Inc.; Dickstein, Shapiro & Morin;
Dominion Resources, Inc.; Duke Energy; Enengy Initiatives, Inc.; HYDRA-CO Enterprises, Inc.; ]. Makowski
Associates, Inc.; LGFE Power Inc.; Mission Enevgy Company; NRG Energy, Inc.; Southem Elecrric Inger-
nasional; Tenneco Power Generation Company; and U.S. Generating Company.
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NEW ADDITIONS IN UTILITY AND NON-UTILITY CAPACITY

1990-1996
Capacity (GW)
12
[ Utility
L Non-Utility
10
8
6
‘ ==
2 R
0
90 9] 92 93 94 95 96
(6W) Projected
90 91 92 93 94 95 96
Non-Utility | 5.746 4.538 5.000 6.809 8.180 8.328 1.711
Urility 6566 | 5434 | 2516 | 4361 | 4783 | 5925 | 6428

Source: Utility Data Institute, # UDI-032-93 (February 1993).

rapidly changing circumstances in the mar-
ketplace, the inexorable march of competi-
tion, and the demand for a variety of new ser-
vices. For several years there has been lively
debate on how regulation should adapt.
However, the actual pace of regulatory
reform, which typically involves a lengthy
deliberative process, has lagged behind the
pace of change in the industy iself. In some
pars of the counay, large industrial cus-

tomers, unwilling to accept the cost alloca-
tions of taditional utility ratemaking, are
pursuing a variety of alternative arrangements
that bypass the conventional rate structure.
A debate is intensifying on the issue of how
best to promote competition in order to
ensure that the electric power industry can
continue to meet its historic mandate to pro-
vide reliable, clean and economical power at
equitable rate levels for all customers.
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In our market-oriented economy, the preva-
lent cost-of-service framework of urilicy regu-
lation is an exception to the rule. This sys-
tem, which awards profits to urilities in pro-
portion to the size of their rate base, has the
potential for resulting in reduced efficiency
and skewed incentives. Yet it was adopred as
a matter of pragmatic necessity. In its early
stages of development, the industry clearly
bore the characteristics of a natural monop-
oly. Within this framework, the vertical inte-
gration of utility operations across functional
lines, including generation, transmission and
distribution, has come to be an accepted fact.

Conditions in the industry have undergone a
dramatic change in recent decades, bringing
into question the basis for this form of regula-
tion. As the electic industry has matured,
there has been a dramaric increase in the role
of independent power. Competition in
wholesale power markets has resulted from
significant changes in the economics of gen-
eration, favoring smaller, shorter lead-cime
projects than were commonly built by udli-
ties in the 1970s. The inroduction of com-
petition has sparked a wave of innovation.
Atrracted by profit opportunities and driven
by competition, independents have been in
the forefront in developing generating pro-
jects with improved efficiency, cost and envi-
ronmental characteristics. As competitive
conditions strengthened, power contracting
practices became highly sophisticated. In
contrast to the traditional cost-plus approach,
deriled and explicit contracs provide a
means of identifying and allocating risks and
benefits efficiently among suppliers, urilities
and customers 50 as to reduce the overall cost
of power to the ultimate ratepayers.

THE ELECTRIC INDUSTRY:
KEY FORCE IN THE U.S. ECONOMY

The total value of net utility planis, one of the most
capital-intensive induseries in the nation, is $518.8
billion, or almost $2,000 for every citizen in the
United States.2

Annual revenues from the sale of electric power to
ultimate consumers are approximately $200 billion
per year, or approximately three percent of the
nation’s entire GNP

An ever-increasing portion of end-use energy con-
sumption in the United Scates is in the form of elec-
tricity. In 1970, electricity comprised 25% of end-
use energy consumption; this figure rose to 36% by
1989 and has been projectad to reach 46% by
2010.4

Choices regarding electricity production also have a
significant impact on our natural environment.
While electric output constitutes three percent of
GNE it accounts for two thirds of the nation’s sulfur
dioxide (SOZ) emissions, as well as one third of
nitrous oxide (NOx) emissions.’

While driven by market forces, the develop-
ment of the independent power industry has
been facilitated by a series of landmark leg-
islative and regulatory actions. These include
the Public Utility Regulatory Policies Act of
1978 (“PURPA"™), competitive procurement
policies implemented by numerous smte com-
missions, and, most recently, the Energy Poli-
cy Act of 1992 (“EPAct”). The success of the
IPP industry calls into question the benefits of

. Ibid.
. Ibd.

e b

Futures,” Ralph Cavanagh, October 1993, p. 4.

. Stasistcs abstracted from various U.S. Energy Information Admimistration annual reports.

- Natural Resources Defense Coungl, “The Great 'Retail Wheeling' [lusion —And More Productive Energy
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vertical integration as well as the suitabilicy of
the taditional cost-of-service regulatory
framework to utility investments in generat-
ing facilit;

Experience shows that, once unleashed, the
progress of competition is irreversible; efforts
to thwart it will ultimarely fail. The record of
the past two decades amply demonstrates that
a workable competitive wholesale power
industry can exist. The passage of EPAct, and
the intensity of competition in regions that
have experienced capacity needs, have called
into question the continued suitability of the
traditional monopoly model of rate-base reg-
ulation in the generation sector Within our
economic system, direct regulation of prices is
a second-best approach to disciplining mar-
kets, suitable only in situations prone to mar-
ket failure. [t has been an article of faith
throughout our nation's history that, if it is
achievable, customers are best served by a
well-structured system of open competition.
Such a system yields allocative, productive as
well as administrative efficiencies which
often are sacrificed when the govemment

Infervenes.

The electric industry has entered a period of
restructuring. EPAct’s broad legislative man-
date to embrace competition is clear; it is
universally recognized that the taditional
industry structure, featuring vertically-inte-
grated utilities operating solely under strict
cost-of-service regulation within monopoly
franchise territories, is outmoded. Neverthe-
less, because the rate-base system of regula-
tion is so firmly encrenched, it will be difficult
to unwind this structure without disruptive
effects. Regulatory reform has proceeded
largely through incremental measures and
case-by-case decision making. The result is
an unstable situation of confusion and
heightened financial risk for IPPs, the uili-
ties, and their ratepayers.

Unguided market forces may lead to wide-
spread customer defections, destructive forms
of competition and higher costs to society.
Therefore, EGA believes it is useful for all
stakeholders to come to a more precise under-
saanding of che forces driving the current trans-
formarion of the industry. A common under-
standing of these forces will enable the indus-
try to defuse the contentiousness of the current
situation which, if unresolved, will deprive
consumers of the full benefits of competition.



THE RATIONALE FOR REGULATION:
A BRIEF HISTORY

The American system of electric utlity regula-
tion, while accepted as a given among those
close to the industry, represents a salient excep-
tion to a general rule in our nation's economy.
[n other economic sectors, a basic tenet holds
that markets should be open w all producers,
what price. The economic regulation of urili-
ties on cost-of-service principles is a system
originally bom not out of theoretical preference
but as 2 marrer of pragmatic necessity because
of a peculiar set of conditions.

The rationale for monopoly
regulation

Cost-of-service regulation originated in
response o an urgent set of problems. From
its inceprion uncil the early 20th Century, the
electric industry developed in an unruly fash-
ion. While electric service expanded and
technology developed rapidly, the process
entailed a good deal of waste and abuse. Not
unlike the railroads of the late 19th Century,
and for similar reasons, the elecric indusay

was faced with the specter of expensive and
unnecessary duplication of facilicies. It
became apparent that each of the principal
functions of the industry, including genera-
tion, transmission and distribution, based
upon the technology of the era, were charac-
terized by declining costs and fit the “natural
monopoly” model. Thar is, if left unsuper-
excessive concentration, with the possibility
that one provider would dominate the market
and provide an inadequate level of service at
excessive prices s0 as (o maximize profic.
However, a single provider operating with an
exclusive franchise and assured revenues
under government supervision would have
sufficient incentive to plan for facilicies and
services necessary to deliver electric service to
all customers in a given area.

1900s - 1930s:

The origins and development
of the franchise system

This recognition led o the adoption of the
monopoly franchise system.  Under dhis sys-
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tem, in exchange for exclusive franchise
rights, utilities were placed under an obliga-
tion to serve all customers in their territory,
and constrained by rates established so as w
afford an opportunity to recover their prudent
operating costs plus a reasonable recurn on
invested capital. At first a matter of local
control, utility regulatory oversight was later
shifted to state bodies; these public ucility
commissions were given authority by delega-
tion from their state legislatures. Between
the tum of the century and the early 19305,
virtually every state adopted this system.

The last pieces of the regulatory framework
governing utilities in the modemn era fell into
place with the enactment of the “New Deal"-
era legisladon, including the Public Udlity
Holding Company Act of 1935 (“PUHCA”),
which govemed several aspects of corporate
structure, and amendments to the Federal
Power Act the same year, which governed the
increasingly important interstate trade in elec-
tricity as isolated utilities became progressively
more interconnected. Together with the regu-
latory oversight of retail ransactions provided
by state commissions, these statutes reflectad
an acceptance of vertical integration as a fact
of life in the utility industry, and aimed at pro-
viding a “seamless web" of consumer protec-
tion through supervision of the entire chain of

1930s - 1960s: A period of
tranquillity

Although the utility indusay continued to
pose unique challenges to govemment policy-
makers, nevertheless, these issues seemed
be satisfactorily addressed within the classic
regulatory framework throughout the mid-
20th Century. Rate-base regulation, despite
the fact that it created inefficient incentives
and required active policing by utility com-
missions, produced acceptable results for uril-

ities as well as regulators. Serious considera-
tion was not given to imposing the discipline
of market-based mechanisms.

Until the early 1970s, the electric utility
industry throughout the nation enjoyed
steady expansion, financial strength and sta-
ble or declining rates. To some extent, this
happy confluence of circumstances may be
artriburable to effective regulation. Howev-
er, in rerospect, industry historians note
thar several factors unrelated to the form of
regulation contributed to the environment
of stability. These included stable fuel costs,
steady technological improvement, and the
continuing realization of economies of scale
in the construction of generating units.
These exogenous factors made the mono-
poly franchise system appear to be a “win-
win"” situation for utilities and their cus-
tomers alike, and mitigated pressure to
explore alternatives.

The tumultuous 1970s:
Breakdown of the natural
monopoly framework

Starting in the early 19705, however, the oa-
ditional stability of the electric urility indus-
try began to break down. Beginning with the
Arab Oil Embargo of 1973-74, world energy
prices became increasingly voladle. With
inflation and interest costs on the rise, con-
struction financing costs skyrocketed. A long
period of steady and strong growth in electric
power demand came to an end. The U.S.
economy matured, losing much of i heavy
services. Given the new pattern of commer-
cial activity, growth in power demand fol-
lowed a more sporadic path and became more
regionally differentiated. As a result, the
appropriateness of the classic regulatory
framework began to be questioned seriously
for the first time.
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From economies to
diseconomies of scale

Finally, and perhaps most importantly, limirs
were reached in exploiting the economies of
scale in generating technology. The
approach of building ever-larger central gen-
erating starions, particularly nuclear and coal-
fired units, no longer was suited to this new
environment.5 The intense concentration of
new generating capacity in a small number of
units with long lead times and uncertin per-
formance, particularly in light of erratic
demand growth, led in many insmnces to
severe mismatch between load and available
capacity. In a few instances, urilities experi-
enced economic catastrophe when largely
completed or even operational facilities were
abandoned due to delays, capiml cost over-
runs, and other problems arising from the
sheer size, complexity and technical fragility
of such plants. Beginning in the 1960s, envi-
ronmental concerns became critical in the
equation as well. Concemns about the envi-
ronmental impacts of generating projects
related to their size and technology led to pro-
liferation of new hurdles, costs and delays,
and community opposition.

At the same time, smaller, decentralized
sources of electric energy appeared in the mar-
kerplace. A new genemation of projecs
emerged, based on the concepts of smaller size,
shorter lead times, modular construction, and
simpler technology. Examples of these tech-
nologies include renewable energy resources
(wind, solar, hydropower, geothermal bio-
mass), combined-cycle, and cogeneration.
Such projects could produce energy proficably

given the umbrella of high energy costs preva-
lent at the time. However, prospects for suc-
cess by these new enmants to the generation
marketplace were limited by the monopsonis-
tic market stucture in place. The franchise
system precluded remil sales in competition
with utilities. Therefore, these altemnate
providers' only effective outlet for sale of their
output was on a wholesale basis to electric
utilicies. Yer urilicies, for a variety of reasons,
were frequently unwilling o buy electic
power, even when the cost of alternare
providers' power was below that of urilicy sys-
tem resources. This unwillingness led to pres-
sure to reform the traditional framework and
ensure a market for cost-effective supplies.

Policy responses fo the new
environment:
The Public Utility Regulatory
Policies Act of 1978

This reform took the form of a brief provision
in PURPA, lictle-noticed at the time of pas-
sage in 1978. The overall intent of PURPA
was to promote conservation of energy and
reduce oil imports. In keeping with this
objective, Section 210 of this legislation
mandated the purchase of cutput from facili-
ties at a rate based on the utilities’ avoided
cost of generating power themselves. These
facilities which are principally generators
using waste fuels, renewables and high-effi-
ciency cogeneration processes are known as
Qualifying Facilities (QFs).

This unheralded provision arguably had the
grearest long-term impact of any section of
PURPA, as it represented the first tentative

6. This observation is not meant to imply that economies of scale in generation have been altogether exhausted; the
reversal of course and preference for smaller wunits was a response as much to ecomomic and load uncertainey and
high financing costs as it was to the technological limitations associated with very large nuclear stations. The pos-
sibility carmoe be discounted that, in funme years, conditions could change again, with large central stations or

other large-scale technologies gaining renewed appeal.

11
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section of PURPA

... opening the door

to competition
within the utility

industry.
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Congress extended
to uilities and
others the
opportunity to
compete freely in
new generauon
projects while
guarding against

opportunities for
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step by the U.S. Congress at opening the door
to competition within the utility industry.
After a series of legal challenges were resolved
in the early 1980s, industry activicy in
response to PURPA took off. A full range of
new industries sprang up to pursue particular
technologies and opportunities that were
afforded favored treatment under PURPA.

Rethinking the benefits of

The initial efforts of Congress o open the
utility markets to altemative power suppliers
reflected not only the changing conditions of
the generation marketplace, but also a broad-
er philosophical change in government poli-
cy toward the regulated industries. This
change brought about a reexamination of the
mmuﬂbﬂuﬁudvuﬁnlwm

For decades prior to the 1970s, electric urili-
ties, gas pipelines and telecommunication
companies operated under a monopoly fran-
chise system that cut across functional areas.
Franchise agreements granting exclusive
rights across a range of activities reflected an
assumption that these companies not only
enjoyed economies of scale relared to size,
bur also economies of scope related to their
notional ability to provide a range of services
on a combined or “bundled” basis more effi-
ciently than if these services were offered by
separate providers on an “arm's-length” basis.

During the 1970s, the seeds of a new era of
competition were sown in cermin segments of
each of these industries. Yet the vertical inte-
gration of utdlity activities into areas featuring
nascent competition seemed to be remarding
the introduction of new technologies or
lower-cost supplies. AT&T, for example, was
resistant to allowing innovative equipment
manufactured by other companies to be con-
nected to its system, or to permit access to

alcemative long-distance carriers. Inremstate
gas pipelines were likewise unwilling to carry
lower-priced gas supplies not under contract
to them. The general unwillingness of elec-
tric utilities to purchase the lower-cost output
of facilities they did not own presented a
structural obstacle to lowering the cost of
generation and made these lower-cost pro-
jects unfinanceable.

While these situations arose in different
industries and jurisdictional contexts, a com-
mon thread ran through each. Policy makers
recognized that large socieral benefic were
being lost because, in each instance, the com-
bination of a sanctioned monopoly position

than protecting ratepayers, was perceived
instead to confer upon the regulated entity an
unwarranted competitive advantage, to the
ratepayers’ detriment.

As policy makers considered options for deal-
ing with these situations, a common feature in
&m:mpumm&medﬁummW

tion of the building blocks of the service and
an exploration of the prospects and problems
T wilh A
of monopoly vs. competitive services. The
objective of this approach was w facilicate
competition where possible, thereby making it
possible to employ light-handed regulation or
even withdraw regulatory oversight and rely
instead on market forces to bring greater disci-
dline. Tniclatives % srion in
long-disance telecommunications, wellhead
gas supplies, and wholesale electric power,
while differing widely in specifics, reflect this
commeon theme.
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The early evolution of the IPP
industry

PURPA was unexpectedly successful in rein-
vigorating the elecric generation industy.
By the end of the 1970s, the conventional
wisdom was that power planc siting was virtu-
ally impaossible and thar the costs of new gen-
erating capacity were spiraling upward.
Beginning in the early 1980s, however, a
diverse industry fearuring new technologies
and refinements on existing technologies
arose to take advantage of the market oppor-
tunities created by PURPA. Progressive
refinements in existing technologies and con-
tracting practices driven by open competi-
tion, led altemnative power producers to offer
more economically efficient and environ-
mentally accractive supplies. The shift toward
independent power helped two stabilize and
reduce power costs from the historic highs of
the late 1970s and early 1980s.

The need for further reform:
The Energy Policy Act of 1992

In the longer term, the very success of
PURPA brought recognition of its inherent
limitations. The market for cogenemtion
projecs linked to large-scale thermal hosts
was inherently limited in size. As the best
opportunities were developed and competi-
tive generation opportunities became scarcer,
pressure for further reform grew. By the late
1980s, the success of the competitive power
marketplace influenced a growing number of
policy makers and legislators to broaden their
embrace of competition and undertake a
retooling of the federal policy framewark thar
had essentially been in place since 1935.

This new, pro-competition policy is codified
in two narrow but crucial reforms contained
in key provisions of EPAct. First, the EPAct

creates a new category of competitive power
producer, the Exempt Wholesale Generarar
(EWG). Any person or corporate entity,
including elecrric uriliry-affiliated entities,
may invest in such facilities without invok-
ing the cumbersome strictures and reporting
requirements of PUHCA. An EWG need
not be a PURPA QF, and does not enjoy the
rights of PURPA starus; it must be a cruly
stand-alone generation facility selling in the
competitive markerplace. Congress extend-
ed to utilities and others the opportunity to
compete freely in new generation projects
while guarding against the opportunities for
abuse that gave rise to the passage of
PUHCA in the first place. Second, the
EPAct implicitly recognized the natural
monopoly character of ansmission service,
and authorized the Federal Energy Regularo-
ry Commission (FERC) to order cransmission
owners to wheel power for others at just and
reasonable rates, upon receipt of a good-faith
request.

The original basis for organizing the electric
utility industry in the form of vertically-inte-
grated companies subject w cost-of-service
regulation, it will be recalled, was based on
assumptions that fit the world of the early
20th Century. These included the notion that
urilities enjoyed economies both of scale and
of scope, the hallmarks of narural monopoly.
A consensus remains that transmission and
distribution are functions that retain the char-
acter of natural monopoly. The appropriate-
ness of applying this form of regulation in
blanket fashion to all segments of the industy,
however, has come under challenge as a resulc
of recent developments. By the 1980s, market
forces were dictating the constuction of facil-
ities in a size range in which vigorous compe-
tition is not only possible bur a demonstrared
reality. Furthermore, the nature of utlity sys-
tem operations had evolved wo the point
where it became feasible to harvest the bene-

[1]¢ is possible to
dispense with the
“second-best”

approach of cost-

based regulation ...

and to realize the
efficiencies

associated with a

true market-based

system.
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fis of competitive selection of generating
units in long-term system planning decisions,
as well as in short-run daily dispatch decisions.
Within the generation sector, in shor, it is
possible to dispense with the “second-best”

approach of cost-based regulation, with its
skewed incentives and inefficiencies, and w0
realize the efficiencies associated with a rue
market-based system.
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CONFLICTS IN TODAY’S
GENERATION MARKETPLACE

The dramatic change in conditions discussed
in the previous section made it possible to
contemplate the discipline of competition in
place of the traditional cost-of-service regula-
tory framework. MNevertheless, the disheart-
ening reality is that the changing and confus-
ing environment has given rise to more con-
flict and litigation than ever before.
Throughout the nation, utlities and [PPs are
engaged in a souggle o determine who will
supply generation services, who will profic
from this activity, and how the costs of gener-
ation will be determined and paid, under an
ill-defined and evolving set of rules. This
struggle occupies the attention and divers
the resources not only of the market partici-
pants but of overburdened regulatory com-

missions as well.

Many utilities welcomed independent power
as an avenue to meet service obligations
without taking on excessive financial risk.
Others, however, resisted the incumion of
the [PPs into their traditional markets.
Many objections to independent power
reflect concerns regarding its impact upon
utility operations and finance. These con-

cerns are often framed in terms of the defects
of the PURPA regulatory framework, which
imposes a mandatory obligation that urilities
purchase the output of QFs. Candor requires
that certain of these defects be acknowl-
edged. The mandatory purchase require-
ment of PURPA, one of the chief sources of
utility objections to that Act, may no longer
be useful once the marker evolves to a vol-
untary contracting environment. Most of
the typical objections to independent power
raised by urilities, however, relate o prob-
lems that have been mitigated or remedied as
the market has evolved.

Perceived defects of the
PURPA structure

At the time PURPA was drafted, the com-
mon expectation was that independent
power generation would never constitute
more than a marginal addition to the nation's
grid, principally in the form of cogenerators
harvesting waste heat at industrial facilicies
and small power producers employing waste
materials as fuel. [t was not widely expecred
that IPP operations would have a significant
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impact on the overall system but would
instead be accommodated in the general flow
of power through the grid. In time it became
clear that [PPs would constitute not merely a
marginal fraction but indeed a majority of
new capaciry. As a result, a number of the fol-
lowing operational and financial concemns
assumed growing importance.

Dispatchability. The fact that early con-
tracts with cogenerators included no dis-
patchabilicy provisions gave rise to important
and legitimate operational concerns. Cogen-
erators’ operations were keyed to the thermal
requirements of their steam hosts and not
necessarily synchronized with their intercon-
file. The growing number of such contracts
gave rise to concerns about potential impacts
on utility system economy and reliability. As
the proportion of independent power
increased, utilities began to specify dispatch-
abilicy as a criterion in selecting new
resources. The marketplace has proven
responsive. Experience proved that this con-
cern can be addressed contmactually; more
recent power contracts feature partial or
complete dispatchabiliry.

High rates of project attrition and unrelia-
bility. In the early phases of PURPA imple-
mentation, hundreds of developers appeared,
ranging widely in their capabilities and level
of sophistication. Many proved unable to ful-
fill contract obligations, and udilities com-
plained of the burden of having to guarantee
adequate service in the face of high rates of
project attrition or the failure of IPP projects
to perform to expectations. As the indusery
has marured, however, it has entered a period
of consolidation. A smaller number of com-

panies has emerged as sophisticated and effec-
tive competitors with proven track records.
Moreover, a variety of contracting techniques
were developed to safeguard against project
failure. These included cash deposits, finan-
cial guarantees, and milestone schedules for
project completion, as well as availability and
tistics for the IPP industry now show that it is
not merely on a par with regulated uriliries,
but in fact achieves higher availabilities for
comparable units.?

Administratively-determined avoided-cost
tariffs. At the time PURPA was originally
implemented, the costs of urility-constructed
generating facilities were at an all-time high.
Early wariffs esmblishing buyback rates in
many states were keyed to these high costs
through administrative proceedings. Critics
contested these avoided-cost methodologies,
contending that they led to inflated buyback
rates and contributed to capacity surpluses in
some markers. Unquestionably, PURPA
implementation policies in several states in
the early and mid-1980s were promotional,
reflecting PURPA's strong policy preference
for cogeneration in the face of an enduring
national energy crisis. Indeed, the express
intent of Section 210 of PURPA was to foster
an infant industry. This goal was perceived as
appropriate, given the promise of long-term
energy efficiency and security benefis. In
fact, the nationwide growth of the PP indus-
oy vastly exceeded expecmtions. In some
regions, projects were brought on line in an
aggregate capacity that exceeded forecasted
utilicy needs.

Nevertheless, criticisms of the linkage of [PP
buyback rates to urilities’ own avoided costs

7. See, for example, “The Reliability of Independent Power: Operating, System, Planning, Fuel and Financial,”
National Independent Energy Producers, Sepe. 1991; “Survey of Cogeneration in Texas and Lowisiana,” Gulf
Coast Cogeneration Association, Oct. 1991; “Performance of Combined-Cycle NUG Planss Edges Somiler
Uity Units," Independent Power Report, February 26, 1993 (detailing a survey of gas turbines performed by

GE Industrial & Power Systems).
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have become decidedly less relevant as the
market has mamred. Bidding and other
forms of competitive procurement have sup-
planted the administrative determination of
buyback rares in an increasing number of
states. This development has led to more
efficient pricing and, in general, dramatically
lower price levels for ourpur. More recently,
sophisticated integrated resource planning
has been used by many state commissions to
address capacity needs, providing an impor-
tant protection against the building of excess
capacity.

Buy vs. build: bottom line impact. Perhaps
the principal source of contention between
utilities and [PPs arises from conventional
rules of utility accounting. As providers of
generation under the maditional rate base for-
mula, utilities have an opportunity to eamn
returns for their shareholders in proportion o
their investment in plant. As the practice has
developed since the passage of PURPA, how-
ever, utilities in their role as purchasers of
independents' output may not eam a margin.
Rather, they are required to treat such pur-
chases as a line-item expense, generally recov-
ered on a strict dollar-for-dollar basis from
ratepayers. Given that construction of rate
base facilities is utilities’ principal source of
eamnings, the lack of incentives to purchase
power is rantamount to a disincentive, and
can engender a conflict of interest in weighing
the cost and profimbility of different resource
options. The issue of incentives for power
purchases remains unresolved, although
incentive-based mechanisms have been
explored in several stares. It is discussed fur-
ther in the next section.

Many disputes between utilities and IPPs
focus not on the inherent economics and
other merits of their facilicies, but rather on
such arrificial regulatory distinctions. Such
disputes reflect continuing, real differences in
market power. Too often these conflicts

reflect a perception among utiliries that [PPs
are 3 nuisance or a serious threar, rather than
a valuable source of supply. [PPs, for their
part, are frustrated by the appearance thar
urility resource decisions are driven by the
conflicting forces of regulatory imperatives
and the utilities' need to protect their share-
holders, and not by sound business principles
of buying the best product at the lowest cost.
As a result, [PPs themselves are often driven
to inflexible, defensive positions and litiga-
tion. This cycle of conflict feeds the percep-
tion that a reciprocal, good-faith relationship
is not possible.

Issues facing operating plants

The relative unattractiveness to urilities of
contracting with IPPs would appear to be a
key factor in the spread of mctics aimed at
weakening the independent suppliers’ posi-
tion if not breaking long-term contractual
commitments altogether. As purchased
power contracts have grown in importance as
a proportion of the utilides' mix of resources,
access to information has become a critical
issue, and certain utilities have inclined
toward administering these contracts to the
letter rather than in the spirit of a murually
beneficial relationship.

In a competitive environment, information
has value. Regretrably, but unsurprisingly,
utilities have been genermlly unwilling to
share certain types of data with IPPs in a spir-
it of cooperation, unless compelled to do so
by the force of regulation. Reluctance to
share information is often premised on con-
cems for system reliability. Yet, in the view of
[PPs, broader access to system planning and
operating data could assist in more optimal
dispatch and siting of new facilities, improv-
ing system economy and reliability.

Certain urilities looking to evade or minimize
PURPA, purchasing obligations have initiated

Many disputes
between utilites
and IPPs focus not
on the inherent
economics and
other merits of their
facilities, but rather
on artificial
regulatory

distinctions.
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programs of stringent contract administra-
tion. Some have sought to implement pro-
grams to monitor QFs compliance with the
FERC's efficiency standards for cogenerators
that, critics contend, usurp FERC preroga-
tives. By their terms, petitions to implement
such programs have sought broad authority to
cancel contracts with projects upon a deter-
mination of non-compliance by the ucilicy.
Some utilities have also sought authonity to
curtail QF purchases on the basis of opera-
tional circumstances during periods when QF
rates exceed the utility’s marginal production
costs, even though such purchases may be
well below the urility’s avoided cost on a
longer-run analysis.

It has become common practice for urilities
besieged with complaints about high rates to
focus public attention on the allegedly high
cost of [PP power. Often, comparisons are
drawn between the energy-only cost of utili-
ty generated power and the total (energy
plus capacity) price of IPP purchases. At the
same time, these same companies extend
great efforts through the regulatory ratemak-
ing process o ensure the continued recovery
of costs associated with utility-owned gener-
ating plants, even where a head-to-head
comparison might show that [PPs’ costs are
significantly lower.

Issues in new resource
selection

Similarly, many utility procurement processes
aimed at obtaining new resources feature ele-
ments that seem to thwart effective competi-
tion. As the competitive power marketplace
has matured, frivolous, unsophisticated and
undercapitalized bidders have been thinned
out. Participation in the process has come to
require the completion of extensive work on
projects and, therefore, the incurrences of sig-
nificant expense. Yet, on several occasions,

utilities have suspended or unilaterally can-
celed Request For Proposals (RFP) processes
after bidders have incurred considerable
expense to participate. Often the rules of a
solicitation appear skewed toward a particular
result. In many resource solicitations, utilities
act both as player and referee, participating
directly through the submission of bids and
also conducting the bid review. The utility’s
presence on both sides of the table in such sit-
uations calls into question the impartialicy of
its evaluation. [PPs often face more rigorous
bid requirements than the utility self-build
option. Frequently, selection criteria are not
announced, so that potential suppliers are left
to guess at the customer’s wishes. Many of
the procurement processes implemented by
state commissions in recent years have been
highly prescriptive in nature. A common
complaint of utilities and other participants is
that such processes can be cumbersome and
time-consuming. Utilities also voice the
objection that mandated competitive pro-
curement processes can result in the purchase
of unneeded power, and deprive them of lati-
tude to determine the timing and type of
capacity needed for reliable and economical
operation of their systems.

Dual roles and dual rules

This sampling of concemns with the current
structure of wholesale competition highlights
the conflicts inherent in having two sets of
entities — vertically-integrated utilities oper-
ating under cost-of-service regulation, and
market-responsive [PPs — operating in the
same marketplace in accordance with differ-
ent sets of rules. The existing framework pits
utilicies and IPPs against each other in an
uneven and acrimonious relationship.

A system that is most responsive to the best
interests of customers would afford to utilities
an undiluted incentive to acquire resources
on a least-cost basis, and would not rely upon
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a mandatory purchase obligation such as was
imposed by PURPA. Generation, uldmartely,
is merely one of several inputs into the utili-
ty's final product, delivered energy service.
To the extent thar marker-based approaches
supplant cost-of-service regulation in the
increasingly competirive environment of the
future, utilities will look o competitve pro-
curement of bulk power in the same way that
they have maditionally locked to competitive
procurement of transmission poles and cables,
employee health care, and all ocher inputs —
that is, as an opportunity to control cost.

Success in competitive procurement of gener-

ation will ranslate into a source of comperi-
tive advantage and increased proficability,
and not the specter of “vanishing rate base.”

The natural role of the competitive wholesale
power penerator is as a supplier to the grid,
and not as a competitor against utiliries. If the
rules of the marketplace made it explicit chat
utilicies and IPPs operate in different but com-
plementary market segments, both parties
would have an increased appreciation of the
importance of a cooperative relationship.

The natural role of
the competitive
wholesale power
generator is as. a
supplier to the grid,
and not as a
competitor against






TOWARD A MORE DISCERNING
MODEL OF REGULATION

The disparity between the regulatory meat-
ment of utility-owned and independent
sources of generation resuls in conflicts of
interest and opportunities to abuse market
power. An unstable and unduly adversarial
environment has developed because of the
lag in adapting these policies o the newly
competitive environment. Because utilities
are by their nature responsive to prevailing
regulatory policies, regulatory reform can
have a profound effect in defusing this ten-
sion by clarifying the blurred lines berween
competitive and monopoly services. Several
states have begun formal or informal process-
es to sort through these issues.8

Distinctions in cost treatment
for build vs. buy

As noted in the previous section, the histori-
cal evolution of rate base regulation and the
PURPA framework along distinct paths has
resulted in an arbitary distinction. As uili-
ties evaluate new resource options, this dis-
tinction leads to a systemartic bias. Broadly
speaking, one category of resources, urilicy-
constructed rate base plants, is typically
priced on the basis of actual final cost, irre-
spective of original estimates, plus an
allowance for the utility’s cost of capital. The
other caregory, purchased power resources

8. Among the mast notable and advanced efforts aimed at regulatory reform is one undertaken in California. See,
for example, “California's Elecrric Services Indusery: Perspectives on the Past, Serategies for the Funire,” Daso-
vich, J., Meyer and Coe, Division of Strategic Planning, California Public Utlities Commission, Feb. 1993.
More recendy, on December |, 1993, California Governor Pete Wilson filed a legislarive proposal to revamp
and streamline energy regulation in the state, disengaging the state government from close supervision of the elec-
tric supply indusory, and taming o reliance on competitive market forces. Governor Wilson noted in a letter w
legislative leaders that “(e)lecomicity genevation is now open to competition, with non-uglity providers offering a

dynamic alternative to raditional ualicy activicy.”
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CONVENTIONAL ACCOUNTING TREATMENT
OF UTILITY-BUILT VS. IPP-BUILT GENERATION

FIGURE A

Udlity-built  [PP-built
Plant Plant
Reum o Allowed ROEon Mo retum
Udlicy net investment
Shareholders
Cost of Power Cast-of-service Market-determined
Fixed price or Formula
including independent power plants, is priced

on the basis of firm bid prices that reflect mar-
ket condidons. The IPP's cost of capital must
be factored within its bid price. Conventions
of regulatory accounting exclude any profit to
the utility. The distinctions between these
methods of cost treatment are illustrated in
Figure A.

Addressing the purchased
power disincentive

The nature of these discrepancies illustrated
in Figure A suggests at least two paths to
address the inconsistency. One approach thac
has been advanced in recent years would treac
the underlying costs of each respective type of
resource in accordance with the current
approach (cost-of-service for utility genera-
tion, market-based pricing for IPP genera-
tion), but would institute some type of mech-
anism that creates a return to utility share-
holders as a function of purchased power
expense. Another approach would apply the
same market-based pricing discipline to all
sources of generation. This would require a
new method, applied consistently to all
resources, by which the utility would derive
earnings associated with its performance of

the supply function so that it could continue
to atrract necessary capital investment.

The first of these approaches is illustrated in
Figure B (see page 23). [t would leave the
existing ratemaking treatment of utility-owned
generation in place but provide a direct incen-
tive for purchased power. Various forms of
such an incentive have been proposed. It
could wke the form, for example, of a “split-
the-savings” mechanism or an adder o a urili-
ty's cost of service, either associated directdy
with power purchases or more generally with
the utility’s capital structure.  Alternatives
include an increase to the allowed reum on
equity (ROE) or an increase in the imputed
equity ratio. The effect of such a mechanism
would be to give to purchased power the “lock
and feel,” at least superficially, of utility-con-
structed, rate-base power Such an approach
would involve a fairly mechanical adjustment
to existing ratemaking policy, and a principal
artraction of this approach is thar it would be
relatively simple to implement.

However, where such mechanisms have been
proposed, regulatory commissions have gen-
erally found that they lack a sound theoreti-
cal basis and can, in fact, have anticompeti-
tive effects. Although the issue of the effect
of power purchases on urilities' cost of capitl
has been aired before virtually every state
utility commission pursuant to a requirement
of the EPAct, no commission has recognized
a systematic link between the two. An apt
criticism of such a direct incentive mecha-
nism is that it would rend ro replace one form
of distortion with another; it would be a mat-
ter open to question whether utilities should
include or exclude the incentive payment to
their shareholders in determining the costs of
different options as actually seen by matepay-
ers. Ultmately, such an approach addresses
the symptoms rather than the cause of the
problem of skewed incentives, as it leaves in
place the underlying rate-base framework for



P e —

urilicy-sponsored generation. Regardless of
shareholder impacts, the qualimarive differ-
ence berween rate-based and competitively-
bid projects is so fundamental thar a direct
comparison between the two would be prob-
lematic if not impossible.

For these reasons, this incremental type of
reform is widely regarded as a palliative mea-
sure at best. Proponents of a more fully com-
petitive power marker generally contend that
ouly efficient competition cannot exist as
long as different categories of generating
resources receive different types of treatment
because of arbitrary regulatory distinctions.

Revisiting the rate base
concept

The approach to resolving this conflict in
treatment of rate base and competitively-bid
options presented in Figure C presumes a
departure altogether from the historic rate base
formula for utlicy generation investments.

The application of the model presented in
Figure C to prospective resource decisions
would, in effect, result in future generation
investments being segregated from the rate
base and accounted for on a stand-alone basis.
Ower time, as resources under contract sup-
plant existing resources included in rate base,
generation would be gradually and progres-
sively unbundled from the vertically-integrat-
ed structure. In lieu of cost recovery through
the monopoly rate structure, individual gen-
erating plants would establish prices for ener-
£y, capacity and any other services they pro-
vide on the basis of a clearly-articulated con-
tractual relationship and would be corporate-
ly distinct from the purchasing utility.?

FIGURE B

INCENTIVE PAYMENTS FOR IPP-BUILT

GENERATION
Utility-built IPP-built
Plant Plant
Retumn to Allowed ROEon  Additional payment
Utility net invesoment to shareholders
Shareholders Higher ROE
Higher equity ratio
“Addidonal sum”
Caost of Power Cost-of-service Market-determined
Fixed price or Formula
FIGURE C

EQUIVALENT TREATMENT OF ALL RESOURCES

Utility-built TPP-built
Plant Plant
Return to New basis for New basis for
Utiliey calculation calcularion
Shareholders
(e.g., performance vs. benchmark; some type of
subjective assessment; some other approach
applied uniformly to all resources regardless of
ownership)
Cost of Power Market-determined Market-determined
' Fixed price or Formula Fixed price or Formula

At present, the supply function affords to uil-
ities the opportunity to eam retumns principal-
ly as a function of the level of mvesmment in
plang in the future, by contrast, supply-relat-

9. Itis expected that some endtes will seek to sell power from groups of generators on a porfolio basis. Such
wmuuappmcﬁas.‘mddheawagd provided that the grouping of a portfolio of generators does noc

introduce problems of market power.
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ed eamnings would be linked to some alterna-
tive measure of performance (excepe to the
extent that some generating facilities remain
in rate base). In all likelihood, the mraditional
utlity rate soucture would continue t be
employed to recover costs associated with core
monopoly services such as transmission, distri-
bution and other services that the uriliry is
uniquely positioned to provide. The provision
of open-access, cost-based ansmission ser-
vice would be a critical element in ensuring
the success of this model, so that generation
procurement decisions can be guided by the
real economic costs of generation altemarives.

Functional unbundling:
experience in other industries

The approach of functional unbundling of
competitive and monopoly services, as has
been previously mentioned, has antecedents
in other regulated industries. In the telecom-
munications industry, the continued preva-
lence of vertical integration in the 1960s and
1970s impeded the development of new ser-
vices at a time when technological innovation
was exploding. The unbundling of the verti-
cally-integrated AT&T telecommunications
monopoly in the early 1980s fostered the
development of highly competitive markets in
long-distance communicarions, eguipment
manufacturing, and a proliferating range of
new services, many of which were not even
envisioned at the time of rescructuring. In chis
unbundled environment, telecommunications
customers are free o specify the services they
actually need, and the marketplace responds
cost-effectively.

Likewise, for several decades, the natural gas
industry was based upon the model of
pipelines buying supplies in the field and
offering bundled merchant service. The
complex and frustrating wellhead price con-
trols imposed in the early 1950s were inef-

fective in preventing price increases, bur
instead led to recurrent shortages, fears of
impending resource depletion, and a 25%
shrinkage in the size of the market from its
peak year of 1970 to 1985. The complete
unbundling of the pipeline industry pur-
suant to a series of landmark FERC orders
between 1985 and 1992, and the complete
elimination of wellhead price controls, have
restored significant growth, introduced mar-
ket discipline and expanded choice in the
industry. Martural gas customers enjoy the
benefit of ample sources of supplies at com-
petitive prices that are a fraction of those
projected in the late 1970s before this
process of reform began. A range of innov-
ative natural gas services, including pricing,
storage, balancing, and other services, will
be made available in this environment.

Models for unbundling are not confined sole-
ly to analogous situations in other industries,
but can be found in the electric industry glob-
ally as well. Several governments have priva-
tized national electric power systems in
recent years; consistently, they have wmken
the approach of unbundling, rather than sim-
ply re-creating vertically-integrated structures
in private hands.

Impli for resources:
future, committed, existing

The paradigm of an unbundled generation
es a variety of questions. For obvious reasons,
this model is being applied first o new
resource commitments. Except in extraordi-
nary circumstances, it should be possible to
ensure that all future investments in generat-
ing resources are made within the framework
of market discipline, in which prices or a
price formula that escablishes the parameters
of risk allocation will be determined at the
time the resource is selected from among
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competing offerings. Competitive power pro-
ducers are likely to continue to contest all sig-
nificant efforts by urilities to evade comperi-
tive market tests for new generating plant
investments for which they seek rare base
treatment.!C  In the current environment,
utilities are the sole category of generator
that, by virtue of their regulated status, enjoy
the unilateral right to petition for rate
increases based on a need to recover prudent-
ly-incurred but unanricipated coss. [n an
environment in which all power supplies are
procured competitively, contract reopener
rights for all parties would be established and
limited explicitly by the terms of each suppli-
er's contract.!! The fact that some partici-
pants but not others have recourse to dhis
right at present undermines effective compe-
tiion, and if the premise of a workably com-
petitive generation industry is accepted, such
a distinction will become unnecessary.

Utility participation in the
market

A related issue is the form and extent of util-
ities’ participation in the market for new gen-
eration resources. At the present time, utili-
ties may build capacity to meet their own
needs on a cost-plus basis pursuant to the rate
base approach, or contract with third parties
to purchase generation at market-based
prices. The issue of whether a urility may pur-
chase generation from itself through a non-
regulated affiliate structure at market-based
prices is addressed in the EPAct, which estab-

lishes guidelines by which an entity armins
EWG status. Regardless of ownership,
EWGs, as stand-alone wholesale generartors,
may compete for opportunities in any markert
where they can demonstrate an absence of
market power. Cases presenting a salient
exceprion involve a urility-affiliated EWG
seeking to sell power in (or adjacent to) the
urility’s service temritory. In brief, under
EPAct, such transactions are presumptively
banned. However, a state commission may
grant an exception if the proposed transac-
tion meets a public-interest test chat includes
a finding that the ransaction is market-com-
petitive and that the affiliated relarionship
conferred no undue advantage on the EWG.

Treatment of committed and
existing utility plants

While it will be relatively straightforward to
treat future resource on an unbundled basis,
more complex issues are certain to be raised o
the extent that utilities and their commissions
seek to apply the unbundling approach illus-
trated in Figure C (See page 23) to udlity gen-
eration assets anrendy in the construction
pipeline or in operation. With respect to pro-
jects to which utilities have commitred funds
with the expectation of conventional rate base
treatment, a variety of case-specific factors
would have to be considered if the ratemaking
treatment of such investments were to be
changed; no single prescription is possible. It
is worth noting that there are relatively few
utility generation projecs currently in the

10. It cannot be ruled out a priori that some furure generating resource or technology would exhbit naneal monop-
oly characteristics and would warrant an exemption from the competitive process, Nevertheless, a strict bur-
den of proof would be placed upon proponents of rate base treatment for any futire genevation investment.

11. While the logic of level competition requares that wilities a3 generators not enjoy preferendal rights to seek reg-
ulatory relief for unandicipated costs associated with the generarion function, a stronger assirance of cast recov-
ery, i the form of cost-of-service regulation or some variant of it, remains appropriate for utlites i therr other

_ capacites. As providers of essengal, natural monopoly services such as transmission and distribution, wnlities
accept the obligation to sevve, as well as comseramis on thefr expectations of financial renam.
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pipeline. The very fact that little new wcilicy
construction has been initiared in recent years,
and that the construction programs launched
in the 1970s and early 1980s are largely com-
plete, creates a “window of oppornumity”
revamp the mnvmunml u:mzlung
substantial amounts of pending investment in
plants at risk for change in regulation.

The greatest challenge in implementing the
model of functional unbundling involves how
existing resources currently carried as rate-
based assets would be treated. Participants in
the debate over industry restructuring have
proposed a full range of possibilities, ranging
from complete divestiture of generating
assets, to the spin-off of existing rate-based
generating units into new subsidiaries, tw the
continued rate base teatment of existing
plants on a “sunset” basis, among other possi-
bilities. Critical issues to be addressed within
each of these proposals include how the cor-
porate structures of integrated utilities might
be changed, as well as the valuation of exist-
ing plants in the event of a change from cost-
based to market-based pricing.

Perhaps the most conservative approach,
which would sidestep many of these issues,
would be to continue the rate base treatment
of existing facilities on a “sunset” basis for the
remainder of their currently projected depre-
ciation lives. In order to be consistent with
the goal of market-based pricing for new
require that expenditures of any substantial
level to repower (i.e., increase the rated out-
pur) or extend the life of these faciliries, or
bring them into compliance with future envi-
ronmental or other regulatory requirements
that would otherwise require their retirement,
should meet some rype of market test and not
automarically receive rate base meatment.

A key benefir of this conservative approach is
that it would avoid disruptive changes to util-
ities' balance sheets in the short term while
accomplishing the long-run goal of a more
competitive power market. This model for
process can and will occur gradually and pro-
gressively over time. Existing plants would be
spun out of rate base as they become fully
depreciated.

Others are less sanguine about the durability
of the current ratemaking system in the face
of competitive market pressures. Skeptical of
regulation cannot continue to protect utili-
ties against additional losses on certain exist-
ing units as customers seek ways to avoid pay-
ing the rates necessary to support these facili-
ties. Adherents of this view expect that util-
ities will, by force or by choice, take write-
downs and possibly remove some or all of
their facilities from the rate base on a more
accelerated schedule as the market moves
toward a structure in which services are
offered and priced on an unbundled basis.
Rather than allowing rate base regulation of
generating assets to fade away gradually, they
advocate a more activist approach with
defined schedules and deadlines for action,
such as was established for the breakup of the
AT&T monopoly in 1984 or, more recently,
for the natural gas supply and transpormation
industries through wellhead decontrol legisla-
tion and FERC Order 636.

The functional unbundling of generation,
and the separate identification and pricing of
distinct utility services, may involve but does
not require the corporate divestiture by utili-
ties of existing assets. Decisions regarding
the disposition of assets removed from a util-
ity's rate base, including the schedule of such
actions, will in all likelihood be dependent



T

upon a variery of local factors. Such deci-
sions should be the prerogative of a utility’s
management, subject to the agreement of its
state commission.!? Competitive conditions
in generation markets can be comparible
with urility participation, and in fact the
effectiveness of the comperitive process may
be enhanced, provided that the form of uril-
ities' participation in this market is govemned
to ensure strict structural separation of gener-
ation from transmission and diseribution
activities.

The natural gas industy present an appro-
priate model and analogy. The FERC's Order
636 abolished the pipeline merchant function
and required that pipelines act strictly as
transporters of others' natural gas. At the
same time, it permirted pipeline companies,
despite their continuing monopoly position
in ransportation, to mainmin affiliatons

with companies engaged in the marketing of
natural gas. Conditions governing the ear-
ment of affiliated marketers, laid out in FERC
Order 497, require thar pipelines treat their
affiliated marketing companies and other
shippers in every respect as equals. Divesti-
ture is not necessary provided thar guidelines
comparable to Order 497 can be enforced so
as to ensure equitable trearment of all gener-
ators under contract to a utilicy.

It is likely, nevertheless, that many utilities
will choose the path of divesticure as they
respond to market forces and opportunities.
The influence of competition is likely to lead
to a variety of corporate restructuring activi-
ties, including mergers, division of some
activities and recombination of others, and
ultimately, a greater degree of specialization
in the activities utilities pursue beyond their
core utility functions.

12. This applies both to those assets whose book value exceeds thefr market value, as well as those undervalued
assets thar would command a premium over book value in a fully competitive market.
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TRANSITIONAL ISSUES

Market forces and technological change have
created the possibility of a ouly competitive
generation marketplace. The pronounce-
ments of urilities and state commissions recog-
nize the reality of competition in today’s envi-
ronment. Yet the adapration of economic reg-
ulation to harvest the full benefis of competi-
tion has been slow, and is not uniformly
embraced by the utility industry. By and large,
utility regulation continues to presuppose the
classical but now obsolete 1930s-era model of
verrical integration and a cost-of-service, rate
base treatment, with comperitively-procured
power treated as the exceptional case.

The “stranded asset” problem

The principal difficulty in plotting any depar-
ture away from the current vertically-integrat-
ed, cost-of-service framework toward an
unbundled environment in which compo-
nents of service are priced and offered sepa-
rately is the issue of transitional weatment of

existing high-cost sources of generation.!’
Cost-of-service regulation has allowed the
accumulation of a variety of such problems,
including high-cost sources of generation,
high-priced contracts, and deferral accounts
currently handled as regulatory assets on some
utilities’ balance sheets that may not be recov-
erable in a fully-competitive environment.

The problem of high-cost generation is, to a
certain extent, localized. Many urtilities will
be able to acclimate to the new environment
without a significant change in the ratemak-
ing trearment of existing units, unless this is
required by government policy. Some com-
panies, however, may find it necessary or
advantageous to take write-downs on their
rate base, or spin existing generating units out
of their rate base altogether, in order to be
able to price their generation services more
competitively in an unbundled environment.
The question of how to assign value to
uncompetitive rate-based assets in the process

13. An addigonal problem, discussed fusrther in this chapter, involves the numerous existing generating facilites,
including numerous federal faciliies| whose ourpus is priced ar below replacement cost.




30

EGA believes that
an overriding goal
in developing a
transition policy
should be to
minimize the overall
cost of the
transition to the

nation s

economy....

ELECTRIFYING CHANGE: STRATEGIES FOR STRUCTURAL REFORM IN THE ELECTRIC INDUSTRY

of transition, and where to assign the other-
wise unrecoverable costs, has come to be
known as the “stranded asset” issue.

This issue has become a marter of preeminent
importance since the passage of EPAct, as evi-
denced by attention paid to the issue by urili-
ty credit rating agencies, investment houses,
and other analysts. The dimensions of this
problem have been variously estimated from
the tens of billions to the hundreds of billions
of dollars, and there is no broad agreement on
how much uneconomic investment is at stake.
EGA's objective in this paper is not to delin-
eate the precise scope of this problem in terms
of dollars. Rather, it is to note the imporance
of addressing the issue fronmlly as part and
parcel of reform efforts aimed at harvesting
the benefits of a more fully compettive
wholesale generation market. Some possible
approaches for dealing with the issue are sug-
gested below in broad and qualitative cutlines;
before being implemented, any approach must
be evaluated in considerably greater detail
than is possible here.

The term “stranded assens™ encompasses a
variety of fixed costs, perhaps principally
investments in large and costly nuclear and
coal-fired generating facilities developed in
response to the electricity shortages of the
1960s and fossil fuel crises of the early 1970s.
Utilities face exposure to stranded invest-
ment to the extent thar the costs of such
facilities are included in rates but exceed the
current and projected market value of power,
or o the extent that these costs have been
kept out of rates bur allowed tw accrue as reg-
ulatory assets subject to future recovery.

The problem of stranded assets or stranded
investment can assume different forms.
Many existing generating units are highly
competitive on a variable-cost basis, yet are
encumbered with high fixed costs related to

initial construction cost overruns, Were such
facilities to be spun off in the open marker
and priced on a stand-alone basis, it is likely
that a portion of the fixed investment cost
would become “soanded”™ and subject w a
write-down, but the unit could otherwise
remain competitive on a going-forward basis.
Other units, particularly nuclear unis with
high fixed operating coss and fossil units
with poor combustion heat rates, may prove
to be uneconomical in a fully comperitive
environment. If subjected to competition,
these facilities would cease to be useful and
the acrual asset would become stranded. The
risk of stranded investment is not confined to
utility units; in several states, existing, exe-
cuted and approved purchased power con-
tracts have come under pressure for termina-
tion or renegotiation because the contract
rates have ceased to reflect competitive mar-
ket conditions. In such instances, market
mechanisms exist for bringing costs to market
through arm's-length negotiations between
the utility and the [PP seller.

The prospect of a further round of write-
downs and write-offs in the utility industry is
unwelcome, particularly since the industry
has already been penalized over the past two
decades as a result of plant cancellations and
the construction of facilities thar achieved
operation at costs well in excess of initial pro-
jections. Nevertheless, the fact remains that
significant embedded costs have yet to be
recovered through current utility rates, and
the likelihood of recovery of these costs is
only diminished as competitive forces drive
down the costs of new sources of generation.
Fear of the loss of these investments drives
many utilities o intransigent opposition to
reforms that would expand compertition. Just
as major investments remain embedded in
utilities' balance sheets, likewise, certain
habits of mind among utilities, regulators,

independent power producers and other
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stakeholders have become embedded features
of the landscape, and impede progress toward
resolution of this issue.

If anything, developments in the marketplace
suggest two trends thar could exacerbate this
situation. First, there appears t be a marked
resurgence of interest among utilides in adding
rate-based facilities in recent years to compen-
sate for the phenomenon of “vanishing rare
base,” possibly leading to a future buildup of
unrecoverable costs in the event that these
new facilicies' costs exceed target levels.
Meanwhile, in che absence of far-reaching reg-
ulatory reform, some customers, particularly
large industrial and municipal customers, are
positioned and motvated o pursue strategies
such as alternative sources of generaton,
bypass, municipalization, and negotiated rate
discounts. The common result of these actions
is that utilities and their other customers are
threatened with the prospect of large shifs in
responsibility for the stranded costs that may
result from this evolution toward a compettive
wholesale generation market.

The inevitability of risk

The industry's adjustment to these new con-
ditions must be premised on a recognition
that, independent of the course of regulatory
reform, competitive pressures have placed ar
risk all generation investments. Any course
of action — including inaction — will affect
the financial interests of utilities and millions
of shareholders representing the entire spec-
trum of society. As the traditional regulatory
bargain is recast and some method of dealing
with high-cost assers is developed, it is certain
above all else that not all stakeholders can be
satisfied. Given this fact, EGA believes that
an overriding goal in developing a transition
policy should be to minimize the overall cost
of the mansition to the narion's economy, by
achieving an early resolution of the stranded

investment issue and by avoiding protracted
litigation and uncerrainey. It is reasonable o
expect that policy makers will seek to ensure
that costs are broadly distributed. Finally, as
the generation segment of the industry
evolves in a new direction, the viability of the
core utility tansmission and distribution
functions must be assured. Issues of cost
passthrough and cost absorption may arise as
urilities pursue such strategic initiatives as
asset sales, mergers and corporate restructur-
ing to address competition.

[t bears noting at the cutset dhat the costs at
issue have, for the most part, been approved
by regulators and are already included in rate
base; customers, in short, are currently paying
for these facilities. Nevertheless, the onset of
competition in such forms as self-generation,
retail wheeling, and municipalization shows
that these regulatory judgments pertaining to
the allocation of fixed costs cannot necessar-
ily bind all customers in an increasingly com-
petitive environment.

If a utility with a potential stranded asset
problem establishes the objective of achiev-
ing a competitive posture in an orderly and
timely fashion, then the pursuit of such a
course should not open it up to relitigation of
the issues that gave rise o i high-cost posi-
tion. Past decisions regarding technology
choices, projections of demand, and the
anticipated costs of building, operating and
retiring these facilities are vulnerable to hind-
sight judgment through the lens of history.
Bur the contemporary record presents us with
difficult issues. The initial decisions to build
these facilities were underaken in response
to a significant national crisis, were supported
by government policy, and were made pur-
suant to a regulatory model thar held urtilities
exclusively responsible for meeting demand
within their franchise areas. The chaoric
evolution of environmental and safery regula-
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tions contributed in large measure to the spi-
raling costs of these facilities.

The danger of approaching a forward-looking
transition by looking in the rear-view mirror
of history is painfully illustrated by the recent
history of the gas pipeline indusoy. The pro-
tracted litigation in the late 1980s of the pru-
dency of take-or-pay contracts entered a
decade earlier resulted in much hear, little
light, and a major delay in achieving the
FERC's articulated goal of an open access
transmission system. This delay permitted
the continued buildup of wke-or-pay costs
that added considerably to the ultimate costs
of restructuring the pipeline industry. This
experience must not be repeated.

In the case of the pipeline wke-or-pay crisis,
became more entrenched because large take-
or-pay obligations were allowed to accrue
before a mechanism was established for pass-
ing through these costs to ratepayers. In the
case of the electric industry, by contrast, the
fact that the rates currently being paid by cus-
tomers already include costs associated with
high-cost facilities suggests thar there are rate
design approaches to the stranded asset issue
that would leave customers no worse off in
the short run than at present, while inroduc-
ing a greater measure of competitive pressure,
ensuring the advantages of market discipline
in the long un.

Under one promising approach that has been
proposed, utilities that spin off high-cost
assets would be preauthorized  enter into a
binding contract to purchase the output of
the facility for an established period at rates
slightly below what the cost of power would
have been assuming continued rate base

treatment of the facility. The logic of this
approach is that a facility offered for sale in
the competitive market with such a contract
arrached to it should be able to command a
premium over book value, so that the sale of
the asset could actually generate a benefit to
the utility’s shareholders. At the same time,
the requirement that rates for power sales be
reduced below levels that would have other-
wise applied will assure benefits to ratepayers.
Finally, if the encity purchasing such a facilicy
is able to realize efficiencies in operation that
overcome the combined effects of the pur-
chase premium and rate discount discussed
above, then such an approach can yield a
“win-win-win" outcome for the utility and its
shareholders, it ratepayes, and the new
plant operator.14

Transition models in other
industries

As with the larger issue of funcrional
unbundling, the experience of other industries
presents suggestive illustrations of other kinds
of mechanisms that have been employed
facilitate a transition from conditions of blan-
ket regulation to open competidon. A key
element to a successful transition policy is that
it not dwell in a backward-looking way on past
controversies, but rather focus in a forward-
looking way on ensuring appropriate and
viable frameworks are in place for both com-
petitive and monopoly services.

As other possible approaches are considered,
two key elements in a successful cransition are
likely to be, first, the assignment of transition
costs to the broadest possible base of cus-
tomers; and second, the imposition of costs in

the form of a temporary surcharge on the
inelastic portion of customers' rates, effective-

14. This mechanism discussed above was origmated by Messrs. Richard P. O’ Neill and Charles 5. Whitmaore of
the FERC's Office of Economic Policy in an unpublished discussion paper enditled “Nemwork Oligopoly Reg-
ulation: An Approach to Electric Federalism,” presented at the Electric and Federalism Symposium, Prince-

ton University, Jume, 1993.
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ly makes use of the udility’s raxing power,
which is significantly eroded if not eliminat-
ed in those segments of activity, that are sub-
ject to competition (e.g., generation).

Examples of the use of such an approach
include, for example, temporary customer
access charges added to telephone bills start-
ing in 1984; take-or-pay surcharges added w
invoices to local gas distribution companies
and other direct customers pursuant to FERC
Order 500; and gas supply realignment
charges imposed pursuant to FERC Order 636.
Outside of the context of utility regularion, in
instances where the federal government has
imposed significant changes in the operation
of other types of industries that gave rise o
short-term costs (eg., banking and pension
reform) as a marrer of government policy, the
costs of such actions have been spread across
society through the tax code.

An altemative to the approach discussed
above, which would reflect more closely the
rate design mechanisms employed in the
unbundling of gas supply from transportation
service, might operate as follows. A utility
would calculate the differential between the
book value and market value of a high-cost
asset, and then converr it from a generartion-
related charge into a form of tansition sur-
charge. This charge would then be added w0
the inelastic portion of it system rates, most
logically the dismibution charge for retil cus-
tomers and wholesale requirements customers,
ie., the urilicy’s residual monopoly. The sur-
charge might be applied over a prescribed
period of time, placing the utility at risk to

achieve a target level of sales over its diseribu-
tion system and rewarding it for actions taken
to exceed thar target. Altemartively, the sur-
charge could be imposed over a specified vol-
ume of sales, ensuring a precise reconciliation
of costs. The application of the ransition sur-
charge to a separately-stated distribution rate
would mitigate, although it cerminly could
not entirely eliminate, the customer’s incen-
tive to seek alternarive supply options.13

The foregoing illustration represents a simple
sinmtion. More complex situations may occur,
for example, when the utility seeks to spin an
asset out of its rate base but retain ownership of
it through a wholly-owned subsidiary. In such
a situation, a true third-party sale would not
occur. Thus, some method would be required
to ascertain the proper market valuation of the
plant before an appropriate transition sur-
charge could be established. As a further com-
plexity, situations may occur in which a udlity
has owmership in both “overvalued” and
“undervalued” assess, (i.e., units that, whether
because of low initial cost, accumulared depre-
ciation or other factom, sell their ourput at
rates below the market value of power.) Utili-
ties possessing both overvalued and underval-
ued assets may be positioned to effect a transi-
tion toward a competitive pricing of their gen-
erating assets by simultaneously spinning off
both caregories of assets, calculating any nec-
essary ransition surcharge on the basis of the
net differential berween the marker and book
values of their combined assets.

The larter situation reflects the approach o
gas supply contract reformation taken by the

15. A critcism of this approach is that it would not address the incentive of a lerge induserial customer to engage
in self-generaton, or o move operations owrside the distibunion wglicy's service tevmitory alwgether, so as w
avoid the impact of a dismibution system surcharge. While this oriticism is valid, it showld be recognized that
relatively few customers will be prepared to discomnect from the grid altogether, and the transition charges could
be collected in the form of backup or standbry tates. Furthermore, because the customer would, in exchange
for paying the transition charge, gain access o generation services from the local disoribution wiliry at rates that
reflect market conditions, the incentive to bypass the uaility as a supplier of power would be significantly mit-

gated or eliminaed.
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FERC in its Orders 451 and 636. In the first
of these orders, the FERC required pipelines
that sought the renegotiation of high-priced
take-or-pay contracts to place on the wmble at
the same time thaose contracts they held with
the same producers at below-marker prices.
This framework was established to provide for
a comprehensive renegotiation that would
result in more rapid movement toward mar-
ket-clearing prices for both categories of
assets. In the latter order, the FERC permit-
ted pipelines to collect 100 percent of the
costs associated with gas supply realignment
activities pursuant to the restructuring rule.
Recognizing the equitable sharing principle,
the FERC permirted pipelines to recover 90
percent of these costs through inelastic
pipeline demand charpges; the final 10 percent
were made recoverable through the commod-
ity rate, thereby placing some competitive
pressure on the pipeline to discount its rate
for transportation service in order to recover
these costs.

All of the transition mechanisms in the fore-
going discussion are offered, not as definitive
recommendations, but as illustratons of the

types of options that might be available to
promote a more rapid movement toward
competitive pricing of all sources of genera-
tion, including existing unirs, for utilities that
prefer this course of action. As mentioned
previously, it is crucial to recognize that inno-
vative rate design approaches may permir the
recovery of transition costs in such a fashion
that rates can be held at stable levels or even
marginally reduced while generating assers
are repriced at market-clearing levels and the
incentives and pressures of a marker-based
pricing environment are intoduced. The
ultimare goal of competition, when all is said
and done, is to secure lower prices for all con-
sumers. [t is the nature of compettion, a
dynamic process, to provide continual pres-
sure for efficient operation and cost reduc-
tion, thereby lowering costs even further. Itis
commonly recognized that dhe system of eco-
nomic regulation employed in the udlity
industry imposes a dead-weight loss in effi-
ciency upon all ratepayers. There is ample
reason to believe that a revamped approach
to regulating the generation sector could har-
vest significant benefits and result in a “win-
win” situation for all stakeholders.
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CONCLUSION

In the wake of significant changes in genera-
tion technology and in the marketplace, a
fully competitive market in electric genera-
tion is within reach. It is now possible to con-
template moving away from the “second-best”
system of rate base regulation to a system that
relies on competitive market forces to ensure a
responsive and disciplined generation sectoc
Yet the benefis of competition are not yet
being fully achieved. The failure of the exist-
ing regulatory framework to harvest these
benefits arises, in large measure, from the con-
junction of two factors: the continued use of
cost-of-service regulation for udlity invest-
ments in generation, and the vertically-inte-
grated structure of most investor-owned utili-
ties. The lag in adapting mraditional regulato-
ry doctrines to reflect prevailing conditions
has contributed o an environment of conflict.
In place of well-organized competition, there
is an uneasy coexistence of IPPs subject to
market discipline alongside utilities subject to
traditional regulation.

Furthermore, many urilities are acrively
resisting increased reliance on the competi-

tive marketplace. Some activities undereak-
en in response to the growth of the IPP sector
may be characterized as rear-guard actions to
fend off unwanted competition. Clearly, such
efforts to stall competition will deprive
ratepayers of long-term benefis.  Yer these
actions become understandable and even
rational in light of the fact thar utilities are
responsive o existing regulatory policies and
shareholder interests. Indeed, their fiduciary
responsibility as private corporations is to pre-
serve shareholder value.

Many of the conflicts that plague the indusery
and occupy regulators’ attention could be
averted through an update to the maditional
urility bargain. A new, more discerning model
of regulation must reflect the distinctive con-
ditions of each segment of the industry. It
requires a symmetrical balancing of rights,
obligations and risks among utilities, whole-
sale suppliers, and customers. In EGA's view,
the comerstone of this new bargain is likely to
be the functional unbundling of generation.
This approach has a proven record of success
in other formerly-regulated industries in the
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United States and, indeed, is already being
adopted or studied for the electric industry in
other nations around the world.

This paper has awempted to acknowledge
that the process of oansition to an unbundled
environment will be difficult and costly for
some entities. However, this process may be
no less difficult, and may potendally be far
more costly, if the issue is deferred.

The intoduction of competition in the gen-
eration sector has been an evolutionary
process, with some missteps along the way.
Nevertheless, when all of the results of the
iniriatives to date to promote competition are
weighed in the balance, they have been clear-
ly successful. Yet today’s environment for
power planning and procurement has become
unacceptably contendous. Major decisions
regarding the future supply of generating
capacity must be made by the tumn of the cen-
tury if the narion is to accommodate eco-

nomic growrth, achieve compliance with
stringent environmenral srandards, and
maintain a healthy infrastructure.

For all of these reasons, it is time for stake-
holders in the electric industry to come to a
common understanding of the forces that are
changing the industry, and to develop a new
regulatory framework that can accommodate
those forces. Participants in this process must
not take for granted — indeed, should explic-
iy challenge — the waditional regulatory
framework. To promote efficient decisions,
the new framework must reflect the current
realities of each segment of the industay. To
be politcally stable in the long run, it must
synchronize ratepayer and shareholder inter-
ests. The need for such a consensus-building
effort is compelling in light of widespread cus-
tomer dissatisfaction with the status quo.
EGA offers this paper in the hope that it will
move the consensus-building process forward.



