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Executive Summary

Conpetitive restructuring of the electric power industry could sharply reduce
the power bills of many small businesses. Wether this happens or not is not a
guestion of the econom c potential for savings, which plainly exists. The question
is one of regulatory policy: wll regulators adopt policies that allow snal
busi nesses to use the same conpetitive alternatives as large industrial custoners
to reduce their power costs--or will they deny equal conpetitive alternatives for
smal | busi ness because of inertia or an excessive responsiveness to utility conpany
i nterests?

The custoner cost savings that followed the introduction of competition into
the airline, telephone, and natural gas industries have denonstrated that regul ated
nmonopol i es can not provide services as efficiently as conpetitive firms. The sane
is clearly true in the electric power industry, where non-utility generators have
shown that they can provide whol esal e power at a 30-50 percent (or nore) |ower
cost than many utilities. So far, only certain large industrial firnms have been able
to escape the utilities' high cost power, through self-generated power or special
di scounted rate contracts with utilities, but electric industry restructuring
proposal s
now under consideration could bring genuine conpetitive alternatives to all utility
customers, including small business custoners as well as large industrials.

Conpetitive restructuring of power conpanies nmeans "unbundling” their
service into generation, transm ssion, and distribution conponents. On the
generation level, utilities would no | onger have a nonopoly, so small businesses
woul d be free to contract for power fromthe cheapest source, with the utility
rel egated to delivering, or "wheeling," the power over its wires for a cost of service
based fee. Ideally, this fee should be the sane as the cost of delivering the
utility's own power, but without the power production cost. Federal regulators have
al ready all owed municipal utilities who buy whol esal e power to wheel power from
t he cheapest source, and the whol esal e cost savings have often been substanti al
State regul ators are now debating whether and how to allow small busi ness and
other retail customers the sanme conpetitive alternatives at the retail |evel.

One of the nost crucial decisions state regulators face in deciding howto
proceed with restructuring is whether to allow all customers direct access rights to
power alternatives, or to restrict such access to only large industrial firns.

Al t hough restricting direct access would help utilities cling to their nonopolies, at
| east tenporarily, and enable themto cross- subsidize conpetitive industrial

markets with high rates for small business and residential service, there is no
techni cal or economic reason to wi thhold direct access to conpetitive generation
alternatives fromsmall businesses or any other customer. Even the snall est
customers can be aggregated into | arge enough | oads by non-utility generators to

be served effectively through direct access.

A second and equally vital issue for small businesses is whether they will be
asked to pay billions of dollars in uneconomc utility conmpany costs through
"stranded cost" surcharges. "Stranded costs" are the costs of uneconomc
commitments utilities have nmade under traditional nmonopoly regul ation, such as
investnments in inefficient power plants, that are unlikely to be recovered through
electric rates set in conpetitive markets. According to sone utility industry
esti mates, these costs could anpbunt to $130 billion or nore on a national basis.

Al though utility conpani es are demanding full recovery of their past unecononic

i nvestments that can not be recovered in a conpetitive market, there are

conpel ling reasons to deny full recovery. Stranded cost surcharges will delay or
deny much of the potential benefits of conpetition to small business nerely to bai
out utility conpanies fromthe consequences of their past business ni stakes--the
type of risks that small businesses face every day.

Regul ators in the past have often given | ess consideration to the interests of



smal | businesses than to the interests of other groups, such as industrial
conpani es, that have played a nore active role in the regulatory process. The best
regul atory outcome for the small business community will likely be achieved if

smal | business representatives actively participate in the regul atory process now
underway in the many states that are already weighing electric utility restructuring
options. The objectives of small business in this process should include achieving
near-termdirect access to conpetitive power alternatives, w thout paying

excessi ve "stranded cost" surcharges, and w thout bearing the burden of any ot her
cost shift inposed by regulators. A description of sone of the restructuring
policies al ready adopted or being considered by policynmakers is included in
Appendi x B

The | argest potential obstacle to achieving these objectives may be | ack of
adequate smal | business participation in regulatory policymaking. Since it is not
econom cally feasible for a single small business, or even a group of a few snal
busi nesses, to retain the [ egal counsel and technical support necessary to intervene
effectively in the policynmaking process, the nost plausible remedy for snal
busi ness under-representation is establishnment of a small busi ness advocate who
will represent the interests of small businesses as a cl ass.



l. I nt roducti on

America's century-old system of regulated el ectric power nonopolies is
steadily giving way to a nore market based systemin which conpetition wll
suppl ant nmuch of the role of regulation in setting the price of electric power. This
energi ng conpetitive systemhas the potential to significantly reduce power costs
of small business. Under a conpetitive system traditional power nonopolies
woul d be dismantled and electric utilities would becone distributors of power
generated by their own generation affiliates and others, with custoners choosi ng
t he generator from which they purchase their power.

The origins of electric utility restructuring can be traced to the general policy
shift toward deregul ation that began in the 1970's. The deregulation of the airline
i ndustry, and other forns of transportation, which sharply reduced fares for nost
travel ers and shi ppers, was soon followed by deregul ati on of natural gas wel | head
prices, which ended the gas shortages and price increases of the m d-1970"s.
These experiences |ed policymakers and consunmers to becone aware of the
inefficiencies that had built up in many regul ated industri es.

Also in the md-1970's, nunicipal and cooperative electric utility distributors
began to exert nounting pressure to gain access to electric utilities' transm ssion
systenms in order to secure nore econom c power supplies. These distribution
utilities were acutely aware of the high-cost generation of their utility suppliers
and recogni zed the economic benefits of seeking alternative power sources. The
demands for transm ssion access by these nunicipal utilities becane increasingly
successful in opening up whol esale electric power nmarkets to conpetition. Today
utilities have wi de options as to where and from whom they obtain their whol esal e
power supplies but retail custoners are still the captive nonopoly custonmers of a
single utility.

Beginning in the late 1970's, as the result of incentives established by the
Public Uility Regul atory Reform Act (PURPA), a nunber of large industrial utility
customers began to generate their own power and others began to use the threat
of self generation to force utilities to lower tariffed rates or el se | ose sone of
their largest custoners. As nore and nore large industrial customers began getting
special rate discounts, nore and nore utility costs began to be shifted to the
remai ni ng custoners--small business, residential, and industrial custoners |acking
sel f-generation capability--who thus wound up paying for the discounts given to
i ndustrial power buyers. This phenonenon, which has accelerated in recent years,
has created a perception that, under traditional regulation, recovery of utility costs
has becone di sproportionately the responsibility of "captive" custoners (such as
smal | busi ness) who | ack the bargaining clout to demand and get special discounts.

In the md-1980's, the deregulatory trend gai ned further nmomentum by the
partial deregul ation of the tel ecomrunications industry, in which restructuring
permtted custoners to choose their |ong-distance tel ephone conpany based on
price and service, which sharply reduced | ong-distance tel ephone rates. Also in the
1980's, the natural gas pipeline industry was restructured, converting pipelines into
common carriers of gas purchased by custoners directly from producers in
conpetitive markets. Again, many customers realized sizable cost savings from
t he expansi on of conpetition that is still underway in natural gas markets.

The denonstrated ability of large industrial custoners and other non-utility
generators to produce power at a cost far below that of utility nonopolies has al so
put a spotlight on the excessive costs and inefficiency of many electric utilities.
As the sudden burst of cost cutting visible in the industry in recent years attests,
many el ectric nonopolies are overstaffed, pay too much for fuel and purchased
power, and are burdened with excessive power plant costs, particularly for "white
el ephant” nucl ear power plants that cost billions of dollars nore than antici pated
and have often not perforned as well as expected.



An additional stimulus for electric power industry restructuring has been
changi ng technol ogy, particularly in the design of electric power plants. The
"conbi ned cycl e" gas turbine plants that are now the | owest cost new generation
source in nost instances are far nore efficient, and can be installed nore quickly in
a wider range of sizes, than the large coal or nuclear generating units traditionally
relied on by utility nmonopolies. Advances in conputer, communications, and
nmetering technol ogy al so make alternative industry structures feasible. These
devel opnent s have broken down the traditional assunption that electric power is
best provided by a | arge power conpany, w th nonopoly control over the
generation, transm ssion and distribution of power.

Wt h advanci ng technol ogy, engi neers and econom sts began to recogni ze
that, with open access to a utility's transm ssion system conpetitors could enter
t he nmonopol i zed market for power generation. Policymakers now recogni ze that
wi th appropriately defined transm ssion-access rules, power can be efficiently
provi ded by independent suppliers at substantial savings to consuners in nmany
i nst ances.

Al of these devel opments have | ed regul ators, custoners, and policynakers
to a general reconsideration of the traditional regulatory nodel in the electric power
industry. Building on policy initiatives already taken by the Federal Energy
Regul at ory Conmi ssion (FERC), a major step toward a nore conpetitive generation
sector was taken by the Congress in the passage of the 1992 Energy Policy Act.
The main feature of the Act required transm ssion-owning utilities to permt access
to their transm ssion systens for bul k-power transactions (i.e., sales for resale).
Thi s opened up the possibility of |ow cost bul k-power supplies to local distribution
utilities |ike nunicipal and cooperative utilities that depend on others to supply
generation. Today, nore policy makers are aware of the potential to provide even
greater benefits if the integrated utilities (who provide nost of the power at retail)
allow alternati ve power producers to gain direct access to retail custoners.

However, the FERC does not regul ate access to |local distribution systens.
The FERC regul ates only "whol esal e" el ectric power transactions, i.e., power that
is sold by a utility to another utility for resale to "retail", or end-use, customers.
State regul atory comn ssions have exclusive regulatory jurisdiction over electric
power service to retail customers. Thus, it will be state regul ators who decide if
and how snmall business will gain conpetitive generation options at the retail |evel.
The inpending reality of whol esale restructuring has already stimnmul ated w despread
consi derati on anong state-level policy makers and utility executives of whether
and how, to push conpetition down to the retail level. The principal policy
decision at the state level will be whether and how to nmandate "retail wheeling" or
"direct access"” so that retail customers can contract for power from any avail able
supplier, much as they now choose their |ong-distance tel ephone carrier. Fromthe
smal | business community's perspective, no issue will be greater in this regard than
who gets to exercise conpetitive choice. Many utilities will want to restrict choice
only to large industrials. That would place snaller custonmers in the captive role of
subsi di zing | arger custoners. The inperative is clearly conpetitive access for al
customers. A secondary, but also vitally inportant, state policy issue will be
determ ni ng who pays for the transition cost of noving to a conpetitive
system -the so-called "stranded costs” of the nmonopoly utilities that cannot be

recovered under conpetitive market pricing. |If conpetition is available to only a
few |l arge buyers, it is likely that the stranded cost burden will be left with captive
customers. If conpetition is open to all, regulators will have to decide which

portion of stranded costs should be paid for by the utilities. Small business
interests will need to address these issues on a state-by-state basis.

1. What Restructuring Can Mean for Small Business

A. Potential Cost Savings



Restructuring holds potentially |arge economc benefits for many smal
busi nesses, especially those located in regions with very high electric utility rates.
If small business customers achieve direct access to their choice of electric power
supplier, much as they now have direct access to the |ong distance tel ephone
conpany of their choice, small businesses could seek out the | owest cost supplier
and coul d avoid bei ng burdened by utility costs no | onger recovered from whol esal e
customers that the FERC now all ows to seek conpetitive alternatives or fromlarge
industrial firnms that negotiate favored rate treatnent.

The reason nmany utilities have excessive rates now is that they are burdened
by the excess costs of inefficient power generating facilities. Myst electric
utilities
performthree basic functions: they generate power, they transmt the power over
hi gh-voltage Iines to substations | ocated near custoners, and they distribute power
over | ower-voltage lines to hones and businesses. Efficiently managed generating
pl ants using current technol ogy frequently produce power at far |ower cost than
plants owned by utilities. This cost differential largely results fromthe | ower
i nvestment per kilowatt and hi gher operating efficiency of new conbi ned cycl e gas
fired units conpared to the installed cost of many existing utility generating units,
such as nucl ear and coal fired plants. Although the cost efficiency of utilities
varies widely, for sone high cost utilities, the gap between their generation cost
and that of currently constructed generating units can be as high 2 to 3 cents per
kil owatt hour or nmore. A well-functioning conpetitive systemfor electric power
could prevent these excessive costs from being charged to small businesses,
reduci ng their power costs by as nuch as 20-30 percent or nore.

B. Unbundl ed Servi ces

Achi evi ng these cost savings requires "unbundling" of electric service into its
generation, transm ssion, and distribution conponents. Unbundling sinply neans
that generation, transm ssion, and distribution are offered as distinct services in
t he
provision of electric power. |If the local distribution conmpany is required to provide
unbundl ed access to its transm ssion and distribution wires, that will permt
conpetition anmong nunerous suppliers at the generation |level even while
regul ation prevails at the transm ssion and distribution levels. Unbundling is the
key to effective conpetition in electricity markets, and it is an essential conponent
of all restructuring proposals.

For small business custoners, the practical effect of unbundling will be that
el ectric power charges will be divided into two parts, a generation service and a
utility distribution service, with the generation service selected by the custoner
from anong conpeting suppliers. This ability to contract with the electric power
supplier of the customers' choice is terned "direct access". Direct access wll
cause electric service to be becone nore nearly |ike tel ephone service, where
separate charges are made for local utility service and for |ong-distance service
whi ch the customer purchases fromthe carrier of the his choice

C. GCeneration Service Supplied by Aggregators

Some utilities and other parties opposed to direct access have cl ai ned t hat
smal | business customers are too nunerous and too small to be directly served and
that direct access should therefore be limted only to large industrial customers.
According to that argument, direct access for small custoners would not be
econom cal |y feasible because of the conmplexity, risks, and transaction costs
associ ated with snall businesses having to negotiate contracts with potentially
nunerous of f-system suppliers of power and ancillary services. These argunents
are m sguided. Under direct access, "aggregators"” will offer a "one stop"
generation service to small businesses. Aggregators will overcone the alleged
contractual conplexity problemby acting as small busi ness custoners' agents,
| ocating and assenbling the required generation and ancillary services to serve the



aggregated | oads of many small custoners. Such customer aggregation is already
areality in |long-distance tel ephone service, where MZ, Sprint and ot her
conpetitive carriers market service directly to small businesses and then contract
wi t h numerous owners of |ong-distance tel ephone facilities for sufficient capacity
to carry the conbined traffic of those custonmers. A nunber of |large, well financed
energy marketing firms, such as Enron, are poised to offer simlar services to snal
busi ness el ectric power consumers once direct access is authorized.

D. "Pool co" as a Substitute for Direct Access

The al | eged conplexity and adm nistrative costs of direct access are the
basis for proposals to deny direct access altogether in favor of a conpul sory power
pool i ng arrangenent, or "Pool co", that supposedly will produce nost of the
benefits of conpetitive generation without the alleged costs of direct access. A
Pool co woul d be a newy created i ndependent conpany that would create a nmarket
structure for electric power based on conpetitive bids submtted by generation
firms. The Pool co woul d be the sol e purchaser of power from generators, and the
sole seller of the power to the |local distribution conpany. Poolco proposals are
bei ng strongly pushed by sonme high-cost utilities in the California proceedings on
electric industry restructuring. |If these proposals are adopted, the effect would be
to prevent small business fromcontracting directly with | ower cost suppliers. The
Pool co proposal has been strongly criticized by supporters of direct access for
denyi ng customer choice of generation supplier and for establishing a rigid,
conmpul sory market structure that could all ow continued nonopol y abuses by the
generation affiliates of the utilities. Resolution of the Poolco versus Direct Access
debate could determ ne the extent to which small businesses are actually all owed
to free thensel ves from excessive generation costs. Appendix Ato this Report
contains a nore detailed technical discussion of the Poolco versus Direct Access
debat e.

E. Stranded Cost Surcharges

VWhet her smal |l business reaps the full potential cost savings from
conpetition al so hinges on the regulatory treatnment of the excess costs of the
utility nmonopolies. The issue of who pays for these "stranded costs" renmains an
enornous point of contention anong utilities, custoners, and policy makers. The
| argest source of these costs is investnents in |large generation facilities,
especi ally nuclear, that cost far nore than current generation sources such as
conbi ned cycle natural gas fired units. Another major contributor to excess costs is
long termcontracts to purchase power from PURPA Qualifying Facilities at regul ator-
mandat ed prices in excess of current market prices.

Fromthe perspective of the utility industry and some regul ators, utilities are
entitled to full stranded cost recovery because the costs of inefficient plants were
approved by FERC and state regulators in the past under the traditional policies
used to regulate utility nonopolies. Under traditional regulation, utility
managenment made the decisions to build plants subject to regul atory approval .

Most regul ators approved managenent's plant construction decisions unless they
were shown to be "inprudent", i.e., unreasonable. A regulatory finding of
"prudence” or "inprudence" was sinply a judgment call by regulators, since there
was no market test of the economic feasibility of plants under a nonopoly industry
structure. In practice, regulators were ill-equipped to exercise effectively

i ndependent judgment on plant construction decisions and nearly always deferred

to the decisions already made by utility managenent. This |ack of an economically
effective regulatory check on utility plant constructi on decisions, conbined wth
utility confidence that their nmonopoly power would allow recovery of whatever the
plants cost, led to | ax construction cost controls and excessive plant costs in many
i nst ances.

Uilities perceive that these excessive costs of plants built in the past, which
are now being recovered through traditionally determ ned nonopoly utility rates,



can not be recovered in the conpetitive power market now imrnent. |If utilities

foll owed the standard practice of unregul ated conpetitive firns that incur

uneconom ¢ plant costs, they would have to wite-off billions of dollars of
uneconom c assets in order to bring book values in line with market values. O
course, utilities don't want to do this, and, instead, they and their advocates claim
an entitlement to recover these costs fromutility custoners through non-avoi dabl e
stranded cost surcharges that will extend many years into the future under the new
conpetitive framework of the industry. Fromthe industry perspective, utilities that
made | arge capital expenditures in high-cost generation should not now be forced

to wite-off these uneconom c costs sinply because they failed to foresee that

their high costs would stinmulate conpetitive nmarket forces.

However, from a consunmer perspective, stockholders of utility conpanies
shoul d not escape responsibility for the excess costs of their conpanies. Allow ng
stranded costs to be recovered fromutility custonmers would deny or at |east del ay
the very cost savings that conpetitive restructuring is supposed to achieve. Snal
busi nesses can not recover the cost of bad investnments fromcustonmers and it
woul d be inequitable to allow utilities to use their nonopoly power to achieve a
better result for thensel ves.

The magnitude of the electric utility industry's unecononic costs has been
recently estimated to be as high as $130 billion or nmore. Many billions of these
dollars will be assigned to small business utility custoners if the utilities achieve
their goal of avoiding any assignment of these costs to utility stockhol ders.

I1l. Agenda for Small Business in the Restructuring Process

It is clear that the advent of conpetition in the electric utility industry can
provi de substantial benefits to all electric consunmers, including small businesses.
Al t hough the restructuring process has nmany uncertainties regarding its ultimte
cost inpact, the status quo is even worse fromthe small custoner perspective. At
the present tine, the only custoners that have viable conpetitive alternatives to
the utility nmonopoly are large (mainly industrial) custoners who are able to take
advant age of self-generation capability. Their departure as purchasers of tariffed
utility service, or threat of departure used as a lever to get special rate
reducti ons,
can put electric utilities into a half conpetitive-half nonopoly |linbo--wth smal
busi ness custoners still under the utility's nmonopoly power and subject to stranded
cost exposure under traditional regulation. Continuing the status quo will therefore
make smal | customers the dunping ground for the excess costs that can no | onger
be recovered from custoners who are have conpetitive options. This has already
begun to happen (where regulators allowit) in many jurisdictions across the
country where industrial rate discounts are recovered in whole or in part from
"core" utility custoners.

However, the growh of conpetition in the electric power industry will be
| ess advant ageous for small businesses than for other custoner classes if
regulators permt utilities to shift cost recovery to comercial custoners in their
effort to mtigate unconpetitive industrial rates without sacrificing utility profits

or inposing politically risky residential rate increases. It would not be
unprecedented for small commercial custonmers to be assigned di sproportionate
responsibility for utility costs. 1In 1980, J.W WIson & Associates perforned a

statistical study showing that utilities earned substantially higher profits on sales
to commercial custoners than to either residential or industrial customers. Gven the
trend in recent years toward industrial rate discounts, "econom c devel opnent" rates,
cogeneration deferral rates, and simlar bel owcost rates offered exclusively to

i ndustrial customers, it is likely that the di sproportionate profit margi ns on sal es
to comercial custoners have actually increased since 1980, at |east when conpared

to sales to industrial custoners.



The relatively high rates charged to small conmercial customers are perhaps
not surprising in view of the typically |low profile maintai ned by small business
interests in the regulatory process. Nearly every electric utility rate proceedi ng
i ncludes formal intervention by industrial interests, often supported by expert
Wi t nesses, who vigorously advocate cost allocation theories that would shift costs
fromindustrial custoners to other custoner classes. And residential interests
al ways have representation by public agencies such as state attorneys general
consumer advocates, or utility conm ssion staff.

Smal | business interests should therefore consider active support for
conpetitive restructuring with appropriate safeguards for the interests of
consumers in general, and small comercial custoners in particular. The nost
i medi ate and directly cost effective neans of doing this will be to make clear to
regul atory conmi ssions, attorneys general, and public sector consumer advocacy
agenci es that small businesses are very concerned about the inpact of
restructuring and that the small business conmunity should be allowed to
participate fully in the econom c benefits of restructuring wthout being asked to
shoul der unreasonabl e cost burdens. Since these agencies are likely to be charged
statutorily only with protecting residential ratepayer interests, or are
residential-oriented by policy, it may be necessary in many instances for snal
busi ness-oriented organi zations to consider formal intervention in regul atory
proceedi ngs where restructuring i ssues are to be resolved. Although regul atory
intervention entails the cost of |egal and consulting fees, the substantial economc
stake of small business in getting a fair hearing for its interests could nmake such
i ntervention highly cost-effective.

The follow ng restructuring objectives should be pursued by advocates of
smal | business interests, to help insure that restructuring fulfills its promse to
provide reliable service with lower rates to all custoners.

* Insist on a Fair Apportionnent of "Stranded Costs" Between Utility
St ockhol ders and Custoners. The appropriate regulatory policy toward
stranded cost clainms by utilities will recognize that the nature and origin of
the stranded cost should determi ne the extent to which it should be
recovered fromratepayers. Regulators should therefore analyze the bal ance
of such costs for each utility into at |east two categories: costs incurred
because of regulatory requirenments, and costs incurred at the discretion of
utility managenent. Sone power generation costs, such the excessive cost
of power purchased from Qualifying Facilities under PURPA-mandat ed
"avoi ded cost" pricing in sone jurisdictions, were actively required by
regul ators under Federal |aw. O her regul ator-inposed costs woul d include
costs of prograns ai ned at achieving social or environnental goals, such as
assistance to | owincone ratepayers, demand-si de managenent, and
pollution control. A proper policy would therefore recogni ze that such costs
incurred at the direction of regulators cannot fairly be ascribed to
managenent error or inefficiency and that they are subject to a legitimte
equitable claimfor recovery fromratepayers.

The remai ni ng bal ance of excess costs was incurred at the discretion of
managenent - - f or exanpl e the nanagenent decisions to initiate nuclear power plant
construction and conti nue such construction even after costs began soaring above
original estimates. Since it was utility managenent that sel ected, planned,
desi gned, and constructed the generating plants whose costs are in excess of what
is recoverable in conpetitive markets, such costs must be considered the
responsibility of utility managenment even though regulators did not actively
i ntervene to negate the decisions by deemng them"inprudent”. VWhile utilities
somet i nes suggest that managenent is not responsible for the consequences of
deci sions that seemed reasonabl e when they were nmade, no matter how
di sastrously the consequences of the decisions turned out to be, that argunent
shoul d not suffice to rationalize zero stockhol der responsibility for unecononic
deci si ons made by stockhol der-el ected nanagenent. It would therefore be proper



to assign all or at |east a substantial share of such costs to stockholders. This is
consistent with the traditional public policy of requiring entrepreneurs and

i nvestors, including those in regulated industries, to suffer the consequences

associ ated with bad and unl ucky endeavors or econom c change. It is inportant to
recall that utilities have al ways been allowed rates of return reflecting, anong other
things, the conpetitive risks that they faced. Indeed, during the past decade
electric utility profit rates have frequently exceeded profit rates in the unregul at ed
sectors of our econony.

Nor have regulated utilities in past restructurings been exenpt from stranded
cost risks. For exanple, AT&T took a $5 billion stranded cost wite-off
at the tine of the RBOC divestiture when the tel ephone industry plunged headl ong
into the nodern conpetitive era.

VWil e the decisions of the FERC and a few other regul ators have not
assigned any stranded cost responsibility to stockhol ders, other regul atory
decisions point in a different direction. The New Hanpshire commi ssion, for
exanpl e, has indicated that a 50 percent stockhol der responsibility for stranded
costs would be appropriate. A Standard & Poor's survey of 90 state regul atory
conmi ssioners reportedly indicates that 52 percent of those respondi ng oppose ful
stranded cost recovery or are undecided. Regulators in a nunber of jurisdictions,
such as Illinois, Indiana, GChio, and M chigan have al so required stockhol ders to
absorb all or at |least a substantial share of the revenues lost as the result of
di scounting unconpetitive industrial rates to retain customners.

The issue of who pays for stranded costs is very much an open question for
many regulators at this tinme, and it is an issue which nerits the highest enphasis
in the regul atory process by small business and ot her consuner interests. A nore
detail ed economi c policy analysis of the stranded cost issue is contained in
Appendi x C.

* Smal | busi ness shoul d support the "Direct Access" nodel of restructuring.
Proposal s to set up nmandatory Pool cos shoul d be opposed if they are offered
as substitutes for direct customer access to generation. Monopoly buyers of
power (or "nonopsonies") can be every bit as inefficient or anticonpetitive
as nmonopoly sellers. The Direct Access nodel is the preferable alternative
since it can be inplenented quickly, thus relieving utility customers fromthe
conti nui ng burden of paying for uneconom c assets that are the result of
inefficient utility managenent.

Mor eover, the alleged risks of market confusion and inefficiency in the initial
stages of direct access are entirely conjectural. However, evidence of
anticonpetitive abuses in sone power pools is an established fact. Wen these
consi derations are conbined with the greater potential for custoner choice under
direct access, the Direct Access nodel is a nore promsing platformfor
restructuring than Pool co proposals. The deficiencies of the Poolco nodel are
anal yzed in further detail in Appendix A

* Smal | busi ness shoul d oppose any arbitrary "phase-in" of direct access, with
smal |l custoners at the end of the line, or any policy that restricts direct
access options only to large custonmers. There is absolutely no basis to
reserve direct access to conpeting generation resources for large industrial
customers only as is proposed in California and other states. Such
restrictions serve only the objective of sonme utilities to cling to nonopoly
power as long as possible. Proposals of this nature have no econom c basis
and, if inplemented, will delay or deny conpetitive access benefits to snal
busi ness custoners. Although it may take |onger for market structures,
such as aggregators, to evolve for direct access for small customers than for
| arge industrial custonmers, any such outconme should be the product of
mar ket forces, not an arbitrary regulatory decision to phase in or limt direct
access, with small custoners at the end of the line. Qur experience with



t el econmuni cati ons deregulation is instructive in this regard. Non-traditiona
I ong di stance carriers, such as MCl and Sprint, by aggregating |arge nunbers
of small business and residential customers, were quickly able to justify
maki ng the large fixed cost plant investnments necessary to serve such
custonmers at a lower cost than traditional nonopoly utility rates.

Oppose unduly generous price-cap schenes. The sudden specter of

conpetition has pronpted a burst of cost cutting anong electric utilities,

even those, such as Duke Power Conpany, that have been consi dered

especially efficient. 1In Britain, the fornmerly state owned distribution
conpani es have cut costs substantially under a price cap regine and are

reapi ng extraordinarily high rates of return. At a mninmm any price cap
plan, as is being considered in California and other states, should incorporate
a substantial productivity goal to reflect the likelihood that even the

di stribution segnent of today's utilities have built up a good deal of cost

bl oat under the lenient rate of return regulation prevalent in many
jurisdictions. Such a productivity goal would be reflected as a substanti al
reduction in the inflation index rate used to escal ate the capped price, or as a
reduction in the initial capped price below current cost of service levels for
distribution and transm ssion service.

Qppose anticonpetitive utility mergers. Many electric utilities are now
scranbling to nerge with their neighbors for no plausible reason other than
to snuff out potential rivals before conpetition even begins. Regulators and
antitrust officials should be urged to reconsider their current rubber-stanp
attitude toward nost of these conbinations. Until distribution unbundling
and open access for all retail customers beconmes a reality, electric utility
distributors will continue to be the exclusive producers or aggregators of
whol esal e electricity for retail custonmers on their networks. Even when

i ndependent transm ssion operators have no incentive to favor affiliated
generation, distribution utilities with their own generation will have
significant incentives and opportunities as nonopsoni stic whol esal e
aggregators to inpose anticonpetitive conditions on i ndependent power
suppliers. As mergers increase the size and reduce the nunbers of
distributors, it will become increasingly possible for the nerged distributors
to structure power acquisition policies to favor only |arge generators,
including their own affiliates. This may practically destroy conpetition by
excl udi ng i ndependent generators who do not have the resources required to
meet 1,000 nmegawatt solicitations with conplicated delivery requirenents.

Require mtigation of stranded costs. Any stranded costs considered for
recovery should first be mtigated by all cost-effective neans at the utility's
di sposal. For example, utilities should aggressively explore options for
renegoti ati ng or buying out high cost QF power supply deals. Another

exanpl e: nuclear units with high operating costs or poor reliability should be
consi dered for early shutdown. The burden of proof should be on the utility

to denonstrate that all stranded costs proposed for recovery have been
mtigated to the maxi mum extent.

Support reformof utility taxes that artificially encourage self-generation
States with high utility gross receipts taxes that do not apply to self-
generators shoul d consi der whether such taxes are artificially driving

i ndustrial customers off the utility systemand are therefore driving up
stranded costs. If such tax-induced distortions exist, repeal, reduction, or
br oadeni ng of the tax base shoul d be consi dered.

Support nondi scrim natory cost-based pricing of ancillary services provided
to self-generators. Another hidden subsidy for self-generation can exi st
when ancillary services such as backup are underpriced. Uilities should
recover the full cost inposed on themby self generators who continue to
rely on the utility for ancillary services.



Regul ators should be equally vigilant, however, that terns and rates for

ancillary services should not be mani pul ated by transm ssion affiliates of integrated
utilities to discrimnate against non-affiliated generators who require access to the
transm ssion grid to serve direct access customners.

*

Support assigning stranded costs to self-generators. Self-generators who

have left utility service are at | east as responsible for stranded costs as smal
customers | acking self-generation capability. Therefore they should be
assigned their fair share of stranded costs.

Support conditioning any stranded cost recovery on continuation of the
utility's obligation to provide an optional reliable bundled service option at
mar ket based price. Uilities claimthe right to recover stranded costs--a
privilege not afforded to unregulated firns who nmust swall ow the cost of

any m stake or government inposition. Wth rights go obligations. Utilities
shoul d not be allowed to shed the obligation to provide reasonably priced
traditional utility service, especially if they claimentitlenent to stranded
cost recovery. Continuation of a bundled service option will provide assurance
that small business custonmers will have a traditional utility service alternative
if, as some suggest, it will take sone tine for a truly efficient direct access
service market to develop for small customers.

Costs should not be shifted anong customer classes. There is no basis for
stranded cost recovery or other restructuring steps to cause shifting of cost
responsibility fromone class to anot her

Support Requirenments for Divestiture of Generation Assets. Wiere

Conmi ssi ons consider whether to require divestiture of generation assets by

the distribution utility, divestiture should be strongly supported. Leverage to
encour age divestiture could be applied by linking it to stranded cost

recovery, if such recovery is found to be otherwi se appropriate. Divestiture
isultimtely the nost certain neans of preventing the potential for tacit or
overt self dealing between generation and distribution affiliates, and wll
substantially reduce the unrealistic reliance on perpetually sustained regul ator
vigilance as the only nmeans of detecting and thwarting such anticonpetitive
conduct .

Formalliances with other interested parties. There is every reason to expect
that other interested parties, except the utilities thenselves, can rally around
a restructuring proposal that satisfies each party's particul ar objectives. The
i ndustrial customers are willing and ready to introduce direct retail access
and woul d nmost likely agree to a proposal that provides access to al

customers. They would al so agree with not paying unreasonably incurred
stranded costs. Alliances could also be formed with groups that favor
continued use of the utilities' nonopoly pricing power to subsidize

attai nment of a nunmber of social objectives. Uility rates now reflect the
costs of prograns designed to pronote environnmental preservation, energy
conservation, and assistance to | owinconme consuners. 1In a restructured

i ndustry with reduced nmonopoly pricing power, the ability to continue these
subsi dies may be undermined. A utility, under intense conpetition to cut
costs, may be encouraged to elimnate prograns that hanper its ability to
deliver |ow cost power. Although advocates for these prograns have often
opposed retail wheeling on the grounds that it would underm ne financing of
their objectives, there is really no reason for conpetitive generation options
to preclude continued subsidies for programs that nerit continued support.
Since distribution service will remain a regul ated nonopoly, rates for

di stribution charges can be structured to recover the costs of prograns that
regulators find are in the public interest. A w dely proposed nethod for

conti nui ng support for these prograns is for regulators to pernit financing of
t he prograns through universal charges on all electric consunmers. 1In this



way, support for such progranms as |owincone assistance, and demand-si de
managenent, and the use of renewable fuels can continue. |In both the

Pool co nodel and the Direct Access nodels, an access charge on the

di stribution systemcould raise revenue to support such prograns.

Advocates for lowincome utility consunmers and environmental protection
could be convinced to support proposals that are favorable to small business
interests if continued support for their social prograns is also provided.



Appendi x A
Restructuring Mdels: "Poolco" Versus "Direct Access"

Al t hough advocates of restructuring the electric utility industry have
devel oped a nunber of proposals, nost of themare variations or conbinations of
two basic nodels. The first is the Pool co nodel, so nanmed because its central
feature is the establishnent of a independently-owned whol esal e power-pool. The
power pool, which is served by the transm ssion systens of today's integrated
utilities, becones a centralized clearinghouse for trading electricity, dispatching
generating units, and providing transm ssion services. The Pool co nodel is
intended to create a conpetitive market for generation, by requiring distribution
utilities to purchase all of their power fromthe independent Poolco instead of from
generation controlled by the utility. Generation now owned by utilities would have
to sell their output at the Pool co determ ned market price, in conpetition with other
sellers, instead of at a price based on the utility's cost. The |ower power costs
made possible by the newly conpetitive generation market would then be passed
on to the custonmer by the distribution utility.
Most Pool co proposals would not permit direct power sales fromgenerators to
retail custonmers, at least initially.

The second type of nodel is the "Direct Access"” nodel. In this nodel,
customers are free to contract directly with power generators, with the utility's role
confined to transmtting and distributing the power over its wres, under
appropriately designed access and pricing policies. Under the Direct Access nodel,
a single, centrally-di spatched regi onal power pool is not mandatory as under the
Pool co nodel

A Pool co

A restructuring plan based on a Pool co nodel would require generators to
participate in an independently owned regi onal power pool which would al so
integrate the operational control of separately-owned transm ssion conpanies. The
cl ai ned objective of the Poolco nodel is to renove power acquisition fromthe
control of the generation owner--at present, nostly the integrated utilities--so that
power will be purchased in arms |length conpetitive transactions that do not favor
the utility's own high-cost generation. |ndependent ownership of Pool co would
supposedl y achieve this objective, as would a requirenent that the integrated
utilities divest ownership of generation assets, a feature of some but not all Pool co
proposal s.

The i ndependent Pool co woul d rermain a regul ated conpany which centrally
di spatches all generating units within the service jurisdiction of the pool, but which
does not own any generation or transm ssion assets itself. Poolco would control
mai nt enance of the transm ssion grid, and would assess non-discrimnatory fees to
generators and distributors to cover the pool's operating expenses. The fees would
be structured to encourage efficient Pool co operations.

1. Operation of a Pool co

The Pool co woul d operate the regi onal power market on a | east cost
strategy. It would do this by estimating the hourly demands of the distribution
utility and obtaining the prices at which generators are willing to sell during those
hours. Based on this information, Poolco would assenble the required generation
fromthe | owest bidders, who would be paid a spot price equal to the highest bid of
t he sel ected bidders. In theory, Poolco would thus create an efficient energy
market: a single price would prevail and that price would be determ ned by
conpetitive bids fromnumerous suppliers. Efficient, |ow cost generators would be
rewar ded because the spot price mght exceed their actual running costs,
encouragi ng themto expand and take increased market share, while high cost
generators would not be able to sell their output at cost and could be forced to exit



the market. Conpetitive market dynam cs would thus in theory force the spot
price to a conpetitive market |level equal to the marginal cost of the nost efficient
firms.

2. Long- Run Whol esal e Market Under Pool co

Since the spot price set by Poolco could fluctuate over a wi de range and be
difficult to forecast over long periods, it would likely be advantageous to establish
mechani snms to stabilize power costs to custoners and revenues to generators.

This could be done through |ong-run price hedgi ng contracts between generators
and the distribution utility or retail customers. Under such contracts, any

di fference between the spot price and the contract price would be offset by cash
payments between the generator and the custoner. By neans of these "contracts
for differences", custoners would get insurance agai nst unexpected spot price

i ncreases and generators could obtain greater revenue stability. O course,
"contracts for differences” would be entirely optional. Custoners and generators
could sinply accept the spot price if they w sh.

3. Cl ai ned Benefits of the Pool co Mde

Advocat es of the Poolco nodel claimit is capable of increasing conpetition
in the generation sector and can potentially mnimze energy acquisition costs
because of enhanced efficiency of the whol esal e power narket. These benefits
will be obtained by renmoving the ability of distribution conpanies to self-deal
t hrough favoring the purchase of utility-owned power for "captive" custoners. In
theory, the Poolco will enhance econom c dispatch by creating a single conpetitive
mar ket of regional scope with clear publicly available price signals sent to
purchasers and generators alike (i.e., "transparent pricing”). The utilities who
advocate the Pool co nodel claimthat this unitary but conpetitive market wl|l
sinmplify restructuring by avoiding potentially chaotic market conditions and
i nperfect pricing information that allegedly could occur if individual customers are
allowed to contract with generators individually without a single centrally
determ ned spot market price as a reference point. Proponents of the Pool co nodel
claimthat the mandatory pool will realize nost if not all of the benefits of a
conpetitive power market and there is no need to go further and all ow direct
access through Direct Access between generators and end-use customners.

4. Limtations of the Pool co Mde

Alimtation of the Poolco nodel stens fromthe extensive divestiture that
could be required to assure arnmis-length dealing, or the extensive regulatory
oversight to achieve the sane result for an integrated utility. Another potential
problemw th the Pool co proposal, especially if the integrated utility is by far the
| argest market participant with few effective conpetitors, is that pooling can
facilitate collusion or barriers to entry in restraint of trade. A good exanple of
this is a recent attenpt by the New Engl and Power Pool to amend their by-laws in order
to restrict the future availability of grid-wide transm ssion rates. The restriction
whi ch woul d have reduced the ability of smaller utilities to conpete in whol esal e
trades, was withdrawn only after the anticonpetitive effects were exposed by
affected parties. Even nore disquieting is evidence that market mani pul ation
contributed to a 46 percent increase in the price of power in England s power pool
which is dom nated by a few big suppliers.

It is also unclear how capacity costs would be recovered by generators. The
spot energy price paid by the Pool co would apparently cover energy (i.e., fuel)
costs, but generation suppliers will not enter the market if their cost of plant
capacity can not be recovered. The Poolco could thus | eave generation in the
hands of the traditional utility, which potentially could recover its capacity costs
as a part of distribution charges.

An additional limtation of the Pool co approach is that the Pool co, although



i ndependent of the distribution utility, will still be a nonopoly. Wthout
conpetition, the Poolco will not face narket pressure to create innovative "power
products” to neet specialized customer requirenents. For exanple, custoners

may well vary in how they trade-off reliability of service versus price. And

al t hough the Pool co nodel is theoretically plausible as a nmeans to m nim ze
generation energy costs, even that is dependent on the efficacy of performance

i ncentives incorporated into the Poolco's fee structure and how effectively it is
regulated. But if regulation were highly effective in spurring optimal perfornmance
by regul ated nonopolies, we would not likely be considering restructuring and
deregul ation in the first place.

Al of these potential problens of the Poolco nodel could delay or thwart the
i npl enent ati on of genui ne conpetitive markets, which would be especially
detrimental to small business custoners since they are generally unable to avoid
t he ongoi ng uneconom ¢ costs of existing generation by relocating or exploiting
sel f-generati on options.

B. Di rect Access Mbdel

Unl i ke the Pool co nodel, the Direct Access nodel would allow direct power
supply contracts between small business custoners and generators, and there is no
mandat ory pooling arrangenment. The Direct Access nodel relies on access and
pricing rules to facilitate direct sales of power over the utility's transm ssion and
di stribution systens. Thus, instead of gaining access to the transm ssion grid by
way of a pool, whol esal e suppliers pay transm ssion charges to the transm ssion-
owning utility. To gain access to the local distribution grid, the whol esal er pays
simlar charges to the distribution ower. These charges, of course, should be
designed in a non-discrimnatory fashion in order to reduce the potential for any
whol esal e supplier, including the transm ssion-owning utility, fromusing the rules
to gain a conpetitive advantage.

These direct suppliers could be the generation portion of the fornmer
integrated utility or other independent generating conpanies. Retail custoners and
whol esal e aggregators would contract directly with conpeting generators for their
power supply. For exanple, an aggregated small business |oad may contract for 5
MN of capacity from an independent generating conpany for a fixed price per MN
plus a variable amount on a per kwh basis. The local distribution conpany delivers
t he power over the distribution grid for a non-discrimnatory access charge. As
wi th the Pool co nodel, the distribution conpany, at |east as far as providing
di stribution services is concerned, will remain regul at ed.

In the distribution sector, as noted above, the distribution conpany may act
as a power aggregator for a large nunber of retail custoners. The distribution
conpany, |ike direct generation purchasers, would contract for |ong-termcapacity.
If, as under some proposals, regulators restrict any retail custoners from seeking
direct access, distribution conpany whol esal e power procurenent should remain a
regul ated activity.

1. Qperation of the Direct Access Mde

The Direct Access nodel operates through contracts between retai
customers and a generating conmpany or other supplier to purchase electric power.
A retail customer enters into a contract with a generating conpany or ot her
supplier to purchase electric power. The supplier can obtain demand and energy
information using real-tine netering. This netering provides the supplier with
i nst ant aneous demand profiles of each of its customers. Wth this information
suppliers can schedul e output in order to neet demand. The scheduling nust be
coordinated with the transm ssion and distribution conpanies using pricing rules
designed to assure that all generating resources gain access to the transm ssion
and distribution grid on a non-discrimnatory basis. This neans that al
transm ssi on charges woul d be established on a conparable basis for all customers.



2. oligation to Serve

Under the Direct Access nodel, regulators would have to deci de whet her
and to what extent distribution conmpany's retain an obligation to serve. The Direct
Access nodel envisioned by sone would not require this obligation. Wthout such
an obligation, however, market risks (i.e., the risk of securing viable alternative
retail supplies) are shifted to the retail custonmer. |In addition, insofar as system
reliability is concerned for these snaller custoners, sone reliance on the control
area operator for basic resource dispatch in conformance with systemloads is
likely to be required. Moreover, by requiring the distribution conpany to retain this
obligation, its cost of equity capital will reflect the usual risks of maintaining
systemreliability, and that cost can be conpensated through broadly assessed
di stribution network charges.

If the traditional obligation to serve is maintained, the distribution conpany
woul d be required to procure power supplies on behalf of those custoners opting
not to contract for direct access. Regulation of the distribution conpany woul d
continue with the added requirenment that power supplies be procured on behal f of
its retail customers at reasonable costs. As a check on this, regulators would not
permt recovery of excess capacity arising fromdeparting customners.
This woul d pl ace pressure on the distribution conpany to purchase bul k- power at
mar ket - based rates so that customers do not depart the system As in the Pool co
nodel , the | ocal distribution company could be required to serve any customner that
requires electric service, whether they are new customers or customers that have
di scontinued a direct access contract.

3. Transm ssion and Distribution Access and Pricing
Under the Direct Access Mdel

A requirement of Direct Access proposals is that utilities nust provide non-
discrimnatory access to the facilities that remai n under regul ated nonopol y
control. One way to provide non-discrimnatory access to the transm ssion and
distribution grid is to utilize cost based pricing so that the transm ssion and
distribution grid operator can recover its actual costs, including its prudently and
efficiently incurred investnents in its plant facilities. This pricing nechani sm
wor ks wel I when there are no transm ssion constraints but when constraints arise,
ot her access and pricing principles nust be applied. One way to allocate transm ssion
and distribution facilities during periods of constraint is to establish val ue-based
pricing.

Using "load flow' nodels (enpl oyed ubiquitously by utilities in dispatching
their own units), transm ssion (and distribution) constraints can be predicted in
advance by considering the schedul es of the various generating units
i nterconnected with the transm ssion system These nodels can al so deterni ne
the power flows of each generating unit and, consequently, in advance of any
transm ssion or distribution constraint, the transfer capability of the transm ssion
or distribution facility can be determned along with the contribution that each
generating unit nmakes to the power flow over the constrained facility.

For exanple, suppose that at 3 PMit is determned that a constraint wll
arise at 4 PMon a particular transm ssion or distribution corridor that, at that
hour, will have a transfer capability of 50MN It can al so be determ ned that
generator A has schedul ed 100MN of power, 25MNof which will flow over the constrained
corridor, generator B wll contribute a fl ow of 20MN over the corridor, and
generator Cwll contribute 10MN Thus, enough information is available to
establish a rationing scheme anong the three generators. A val ue-based
mechani sm woul d force the conpeting generators to escalate the transm ssion
prices in order to determ ne which power flows are entitled to the use of the scarce
facility. Losing bidders would have to seek other sources of power to supply their
| oads, such as increasing output of alternative generators or purchasing the



requi red power from other generators.

This "val ue-of the transaction"” transm ssion and distribution pricing has the
virtue of mmcking optimal dispatch during times of constraint. This is because
prices reflect the opportunity cost of foregone power flows. It is also possible to
show that the rationing device is not only non-discrimnatory (because the rules are
applied to all generators) but it also enhances economic efficiency, provides for
optimal |ocation of generation, and generates revenues that can be used to
elimnate constraints (and collects those revenues fromthose who woul d benefit
fromrelieving the constraint).

The essence of the Direct Access nodel is that a whol esal e generator
contracts with retail custoners to supply capacity and energy over the integrated
utility's transm ssion and distribution grid. The generator is given access to the
transm ssion and distribution grid in the same way an integrated utility would add a
generating resource. The only difference is financial, in that the interconnection of
the new resource requires an agreenent that the generator be subject to
val ue-of -the-transaction transm ssion and distribution pricing if its output
contributes to a constraint on a transmission or distribution facility or corridor

4. Benefits of the Direct Access Mde

The Direct Access nodel of restructuring is capable of attaining maxi num
flexibility and conpetitive market benefits for small business custoners. One
advant age, conpared to the Poolco nodel, is that it would not require divestiture
of the integrated utility, or equivalent restructuring within the vertical framework,
and, consequently, it can be inplenmented rather quickly. Furthernore, the
di stribution conpany will be under both regul atory and market pressure to provide
conpetitively-priced power to any customers who do not elect to contract directly
wi t h generators.

A maj or benefit of the Direct Access nodel is that all consuners can have
the option to enter into power supply contracts wi thout reliance on a mandatory
centralized pool. This could stinulate nore varied power supply options, such as a
spectrumof reliability-price tradeoffs, than would be avail abl e under the Pool co
nodel

Nor woul d these varied options be inconsistent with the devel opnent of
power pooling arrangenments which, indeed, have al ready devel oped under the
l[imted conpetitive power markets for short term "econonmy" energy and | ong-term
power supply that have evolved to serve the traditional nmonopoly utility industry.
Tradi tional power pools would continue under a Direct Access nodel and woul d
likely evolve toward even greater scope and efficiency if full-scale conpetition
t hrough customer choice is introduced. Wth respect to pooling, the Direct Access
nodel differs fromthe Poolco nodel only in that the power pool would not be a
regul at or-mandated institution under Direct Access, but would be left to evolve
t hrough vol untary market forces.

5. Uility Criticisnms of the Direct Access Mbodel

The maj or objection to the Direct Access nodel is that it would prove too
abrupt a departure fromthe traditional nonopoly utility structure. Critics claim
that the nmultiplicity of contractual arrangenents between generators and potentially
mllions of directly served custoners would create burdensone adm nistrative and
transaction costs that woul d be avoided under the allegedly sinpler Pool co
arrangenent. This multiplicity of transactions, it is clained, wuuld al so enable
generators to "cherry pick" the nost desirable customers, i.e., large ones, |eaving
smal l er customers with few options other than the traditional utility with its
excessi ve costs. Pool co advocates further claimthat smaller custoners would be
further disadvantaged in obtaining conpetitively priced power under Direct Access
because the | ack of a mandatory pool would not assure creation of a "transparently



priced" spot market available to all customers.
C. The Pool co and Direct Access Mdel s Conpared

The Pool co and Direct Access nodel s have some common features. Both
nodel s in theory provide the opportunity to introduce conpetition at the generation
retail |evel and provide econom c benefits to all customers. Both nodels would
attenpt to divorce distribution fromgeneration, with the latter purchased in an
open, conpetitive market. Although the "direct access" between generators and
customers under the Direct Access nodel is the nost straight-forward neans of
el i mnating generation nonopoly power, sone Pool co advocates claimthat a simlar
result is obtainable, at least with respect to price, fromthe Pool co approach when
it is augmented with "contracts for differences". Al t hough all custoners under a
Pool co nodel woul d pay the Pool co-deterni ned spot price for energy, "contracts
for differences" with generators or power brokers would permt custonmers to pay
or receive any difference between the spot price and a negotiated price based on
the cost structure of a particular generation resource. This supposedly would put
t he custoner under the Poolco nodel in the sane financial position as he would be
inif he had bilaterally contracted for the output of that resource.

Despite this claimed convergence of outcone, the Direct Access nodel
remai ns the nore market-oriented, and |ess regul ati on-dependent, option. Even
allowing for a performance based fee structure, a Pool co nonopoly woul d work
only as well as a regul ated nonopoly can be expected to work. |If a Poolco in
practice operates ineptly or abusively to favor the utility's affiliated generators,
or otherwise fails to mnimze costs, small business custoners will have no
conpetitive alternative to paying those excessive costs. And, with respect to
non-price terns, the Direct Access nodel inherently offers small business
custoners nore choice than a centralized Pool co.

Finally, and perhaps nost inportantly, advocates of the Pool co nodel have
not convinci ngly descri bed how t he Pool co nodel would create a viable conpetitive
mar ket for capacity, which is at |least as inportant an elenment of utility costs as
energy. The Poolco price would tend to recover energy costs, but the ability to
recover capacity costs is nore problematic except under conditions of capacity
shortage, which would threaten reliability. |If the Poolco does not effectively allow
alternative generators to enter the market, real conpetition will not exist and smal
busi nesses will not realize the benefits of conpetitive restructuring.

Appendi x B
Restructuring Policies

A review of restructuring policies followed by major regulatory jurisdictions
shows that, although the outlines of Federal open access wheeling policies are
reasonably clear, policies are still very much in the formative stages at the retai
or state jurisdictional level. Even the California Public Utilities Conmm ssion
(CPUC), which has considered the issue nore intensively than any other major state
conmi ssion, has to date only laid out alternative policies that it intends to
consi der,
wi thout commtting to any specific programas yet. O her states, with sone
exceptions, have rejected or deferred retail wheeling for the present, or are at even
earlier stages of policymaking than California. Sone European countries have
al ready undergone conpetitive restructuring, and it is worthwhile to briefly describe
the United Kingdom s restructuring policy, which has significantly influenced
Ameri can proposals.

A The United Ki ngdom Policy

Britain for many years nmaintai ned an entirely governnent - owned and



operated electric utility industry. Pursuant to the privatization policies of the
That cher and Maj or governments, the regional electric utilities of Britain were
restructured and ownership shares in themwere sold to the public, converting the
government-owned utilities into investor-owned utilities. The restructuring
consi sted of vertically "deintegrating” the regional utilities into i ndependent
generation conpani es, transm ssion conpani es, and distribution conpanies. The
transm ssion and distribution utilities were subjected to continuing "price cap”
regul ation to restrain their nmonopoly pricing power. The generation sector was
deregul ated. In addition, a new type of power conpany was forned, called

"Pool cos", whose function is to determ ne the power requirenents of the
distribution utilities and assenble the | east-cost conbi nation of purchases from
generating conpani es that would satisfy that requiremnent.

The British restructuring has been w dely studied by policymakers in this
country because it is one of the few exanples of a conprehensive restructuring
pl an that has actually been inplenented. Many features of the British plan are
i ndeed relevant to the U S. situation. For exanple, the desirability of vertica
"deintegration”, Poolcos, and price caps are widely debated issues in this country
whi ch nmust eventually be resolved if restructuring is to occur

In other respects, the U S. situation is not conparable to Britain's and will in
fact prove nore conplex and challenging to policynmakers. Britain had only a few
entirely governnment owned utilities covering conpact geographic areas. Since
private property was not an issue, the British government was free to i npose the
desired structure on its own property and then sell it into private hands. 1In this
country, we are faced with the chall enges of fragnmented governnenta
jurisdictions, preexisting contractual arrangenents, a |arge nunber of firnms,
geographically diverse utility service territories, and a variety of ownership
structures, including nunicipal, cooperative, and investor-owned firns. The private
character of nost utility property in this country presents a especially difficult
chal l enge in assigning the cost of facilities that will not be economcally viable in
a conpetitive environnment--the so-called "stranded cost"” problem In Britain, the
government sinply absorbed nost stranded costs by accepting a | ower sales price
for shares in the privatized utilities than otherw se could have been obtained. In
this country, as will be explored in greater depth bel ow, assigning responsibility for
the stranded costs of privately owned property is one of the nbst contentous and
difficult issues to be resolved in the restructuring process.

B. VWol esal e Wheel i ng: Federal Energy Regul atory Conm ssion

In the Notice of Proposed Rul emaki ng (NOPR) issued March 29, 1995, the
FERC conprehensively set forth its policy on transm ssion service to whol esal e
customers, i.e., utilities that purchase power for resale to retail custonmers. The
NOPR i n effect nandates "direct access" for whol esal e custoners by requiring al
electric utilities selling whol esale power to establish tariffs for open access
transm ssion service available to all whol esal e custoners on nondi scri m natory
terms. FERC-regulated utilities must now offer "unbundl ed" transm ssion service to
any whol esal e custonmer that w shes to purchase power from sources other than its
traditional utility supplier, in contrast to the traditional utility whol esal e service
that offered only "bundl ed" generation and transm ssion service. Thus, utilities wll
no | onger be able to use their nonopoly over transm ssion to create a captive
whol esal e market for their generation service, which in many cases i s not
conpetitive with power offered by alternative generators.

Al t hough the NOPR does not require utilities to divest ownership of their
transm ssion or generation assets to prevent abusing control of transmission to
favor utility-owned generation service, it attenpts to achieve a simlar result by
requiring that utilities offer a transm ssion service that is "conparable"” to the
utility's own use of its system "Conparability" requires that whol esal e custoners
shoul d have the option to purchase transni ssion and ancillary services to permt
flexibility to schedule deliveries and receipts of power simlar to the utility's own



usage, and that pricing of transm ssion service should be consistent with traditiona
utility cost of service principles, which forbid nonopoly pricing to yield profits in
excess of the utility's cost of capital

The NOPR al so provided a standard for recovery of costs "stranded" by
conpetition at the wholesale level. The FERC s policy will allow utilities to recover
all "legitimate and verifiable" costs stranded by custoners di scontinui ng whol esal e
generation service. Such costs will be recovered through "exit fees" assessed
agai nst departing custonmers. The intent of the exit fee approach is to protect
remai ni ng custoners from being saddled with costs that were being recovered from
t he departing custoner. However |audable that intention nmay be, the unavoidable
side effect of exit fees is to discourage whol esal e customers fromactually using
the newly available transm ssion service. Many such custoners nay perceive that
there is no advantage to contracting for power at nmarket rates fromalternative
suppliers if doing so neans continuing to pay for the utility's above market costs
through the exit fee.

Al t hough, aside fromthe anticonpetitive effect of exit fees, the FERC s
transm ssion policies should expand conpetitive options for whol esal e custoners,
the continuing vertical integration of utility firns will require close and effective
regul atory supervision of transm ssion service tariffs and utility behavior to ensure
that service is truly rendered in a non-discrimnatory manner. And since FERC s
jurisdiction does not extend to retail tariffs, only the minority of small businesses
that buy power at retail from nunicipal distribution utilities and other whol esal e
power purchasers will see any potentially reduced cost because of the FERC s
policies. For the great majority of small businesses, it will be state regul ation of
integrated utilities' retail service that determ nes the inpact of restructuring.

C. Retail Wheeling: California

A powerful political inmpetus to reduce California' s high electric rates has
stinmulated the state's Public Uility Conm ssion to issue a sweeping review of
retail wheeling options. 1In the so-called "Blue Book" opinion issued in April 1994,
the CPUC set forth a "vision" of electric industry restructuring that woul d phase in
direct access by retail custonmers to generators other than the utility. Retai
customers woul d be separated into two groups, a direct service sector and a utility
service sector. Custoners in the direct service sector woul d be those that have
contracted directly with whol esale suppliers for their retail |oads. These |oads
woul d be carried over the local distribution network by the l|ocal distribution
conpany for a non-discrimnatory access charge. Utility service custoners would
continue to be served by the local distribution conpany. |In general, only those
customers with sufficiently high demands woul d be permitted to seek direct
access. The remaining custoners and those eligible but not opting for direct
service would receive utility service fromthe distribution conpany.

The Bl ue Book al so departed dramatically fromthe traditional regulatory
nodel in its endorsenent of "performance based" regul ati on presumably based on
some formof inflation-indexed price caps instead of cost-based rate of return
regul ation. Price cap regulation is intended to enhance utility nanagenent
i ncentives to pursue efficiency by capping utility rates, rather than rates of return
so that utility stockhol ders woul d absorb cost increases above the cap, or reap the
rewards of cost decreases bel ow the cap. Advocates of price cap regulation claim
that this conbination of "downside risk” to stockholders for inefficient costs, and
"upside potential"™ for high profits if managenent reduces costs, produces utility cost
performance that is superior to traditional rate of return regul ati on, which
| argely passes through cost increases or decreases to custoners. |In recent years,
price cap regul ation has been used extensively in tel ephone regulation, but to a
much | esser extent in electric regulation

O her key features of the Bl ue Book include:



* Transm ssion level (large industrial) custoners would get direct access in
1996, followed by primary distribution custoners in 1997, secondary
di stribution custonmers in 1998, all remaining conmrercial custoners
(i ncluding nost small businesses) in 1999, and, finally, residential custoners
in 2002;

* Comments were solicited on the desirability of establishing Poolcos simlar to
those adopted in Britain as a neans of pronoting efficient and conpetitive
generation services;

* "Net stranded costs" would be recovered through "conpetitive transition
charges" levied on custonmers electing direct access. Net stranded costs
woul d be conputed by conparing the book val ue of each generation asset to
t he market val ue recoverabl e through market based power prices, and
netting the surplus of nmarket val ue over book value for assets whose market
val ue exceeds book val ue agai nst the "stranded costs" of assets for which
book val ue exceed narket val ue;

* Al'l customers would retain the option to purchase traditional bundled service
fromthe utility.

Many interested parties objected to the Blue Book "vision" of direct access.
These included environnental activists and spokesmen for | owinconme custoners
who were concerned that direct access would jeopardi ze conti nued support for
demand- si de nanagenent prograns and di scounted rates for poor custoners.

Even nore forni dabl e objections cane fromhigh-cost utilities, |ed by Southern
California Edi son, which pronoted a Pool co nbdel over the Direct Access thrust of
t he Bl ue Book.

In a subsequent opinion issued in May of 1995, after considering these
obj ections and evidence submitted in a year of hearings follow ng i ssuance of the
Bl ue Book, the CPUC backed away sonmewhat fromits direct access "vision". In
the May 1995 majority report, the CPUC declined to permt direct access, at |east
in the near future, in favor of setting up British-style Pool cos, but w thout
verti cal
deintegration as in the British nodel. Direct access woul d be considered only after
two years of Pool co operation

In a separate mnority opinion, Conm ssioner Jesse Knight strongly argued
for allowing direct access first, with generati on narket pooling arrangenments left to
develop in response to market forces w thout a CPUC nmandated Pool co. Even
under Conmmi ssioner Knight's proposal, however, direct access would have to
awai t devel opment of detail ed policies on unbundling, netering, and stranded cost
recovery.

Further discussion and negotiations between the various interests have led to
a conprom se proposal, supported by Edison, that would allow direct access, but
with an even sl ower phase-in schedul e than proposed in the Blue Book. Under the
Edi son- supported conprom se, direct access would be phased-in over the
1998- 2003 period, and utilities would get favorable treatnent of stranded costs.
The CPUC is expected to render its decision on these alternatives in Decenber,
1995.

D. Retail Weeling Initiatives in Qther States

Al t hough no other state has anal yzed conpetitive restructuring with the
same depth and focus as California, many other states, such as Chio, have issued
prelimnary orders or have legislative or regulatory proceedings in process dealing
with restructuring issues. A few state conm ssions or their staffs have decided
against retail wheeling, at least for the present. These include Wsconsin and



North Carolina. However, although few state conm ssions have as yet adopted a
definite policy enbracing retail wheeling, the monentumis decidedly in that
direction.

Some of the major state initiatives include:

* In January 1995, New York issued guidelines for conpetitive restructuring
whi ch, although not specific as to retail wheeling, endorsed utility divestiture
of generation and recovery of stranded investnment costs.

* In June 1995, Connecticut issued an order endorsing deregul ati on of
generation and retail access once restructuring of the industry is conpleted.

* On August 16, 1995, Massachusetts issued an order requiring each of its
electric utilities to file plans in 1996 for unbundling rates, providing custoner
choi ce of generation, and recovering stranded costs.

* IIlinois and M chi gan have mandated "experinmental " wheeling services on a
limted basis to | arge users.

* New Hanpshire has endorsed retail wheeling with a 50 percent disall owance
of stranded costs.

Appendi x C
"Stranded Cost" Recovery-- The Wong Road to A Conpetitive Future in the
Electric Utility Industry

In assessing the consequences of the nove to a nore conpetitive electric
utility industry, it has become w dely accepted anong industry observers that
many electric utility companies would not be able to recover their fully allocated
costs of production at rates that would prevail under conpetitive circunstances.
This fact has fueled one of the nbst contentious policy debates surrounding the
future of the electric utility industry. |In its "stranded cost” rul emaki ng (NOPR) ,
The Federal Energy Regul atory Conm ssion has endorsed "exit fees" on whol esal e
customers who discontinue utility generation service, and sone state comn ssions,
notably California, have indicated an inclination to allow substantially full stranded
cost recovery.

A valid analysis of the historical regulatory obligations of public utilities
will establish a presunption that the so-called stranded costs of unecononic
generation are the financial responsibility of the generation-owning utilities (and
not their custoners). \Were there are "stranded costs” (i.e., costs that cannot be
recovered in a conpetitive market), they exist generally because utility nanagenent
has fallen short inits obligations to nmanage their enterprises efficiently. This
concl usion stens from fundanmental and well-accepted regul atory principles dating
back to the dawn of nodern ratemaking. |In contrast, the newwy mnted "theory" of
stranded cost nerely attenpts to rationalize recovery of the costs of utility
i nvest ments gone awy.

Stranded cost recovery achi eved through "exit fees", such as those
proposed by FERC, would be especially inimcal to the devel opnment of an
effectively conpetitive electric utility industry. This adverse result would occur
because exit fees woul d encourage power purchasers to remain with high-cost
suppliers despite lower-cost alternatives. The effect would be to mute the very
mechani smthat defines conpetition, i.e., the ability of custoners to choose anong
alternative suppliers. At the very least, the nmeans chosen to effect the recovery of
uneconom ¢ i nvestments should not distort conpetition

l. Recovery of Stranded Costs lIgnores the Historical Responsibilities of
t he Managenent of Regulated Public Utilities.



VWil e the inexorable nove toward conpetition in the electric utility industry
is potentially good news for consuners, many high-cost utilities are saddled with
billions of dollars invested in generating plants that produce power at tw ce the
cost (or nore) that can be achieved in conpetitive nmarkets. These hi gh cost
utilities, and their advocates, argue strenuously in favor of custoner conpensation
for their excess costs. |If conpetition is to be allowed, they argue, utilities should
be permtted to recover these high costs from custonmers because they were
i ncurred under the old (pre-conpetitive) reginme in accord with the cost recovery
expectations of utility nonopolists. These now "uneconom c" costs in excess of
conpetitive market costs, the argument continues, should not become "stranded"
and unrecoverable (i.e., they should not be witten off as a cost to utility
st ockhol ders) as conpetition enters the industry. Moreover, sone utility oriented
anal ysts contend that principles of "cost causation" dictate that stranded
uneconom ¢ costs should be charged directly to those custonmers who woul d
"cause" them by shifting to | ower-cost conpetitors, rather than being spread nore
broadly to all electricity consumers.

A Stranded Cost Recovery and the "Regul atory Conpact”

The argunment for stranded cost recovery goes sonething like this: The
nove toward conpetition changes all the market rules. Uilities that nade | arge
capital expenditures in high-cost generation should not now be forced to wite-off
t hese uneconomi c costs sinply because they failed to foresee that their high costs
woul d stimulate conpetitive market forces. Rather, in accordance with a
"regul atory conpact", high-cost utilities should be afforded full cost recovery as
woul d reasonably be expected by a utility nonopolist.

But, is this really the "regul atory conpact” that has existed in the electric
utility industry, or is it sinply revisionist economc history? A review of
regul atory devel opnent reveals that it was never intended that regul ated nonopolists
woul d be shielded fromeither the discipline of conpetition or market incentives to
achi eve competitive-like end results. Regulation, as originally conceived, was at
| east as much a suppl enment as a substitute for conpetition. The Federal Power Act,
like the Sherman Act, was ained at protecting consumers agai nst the aggressions of
private interests -- not at shielding those interests fromconpetitive market forces.
Rat her than exenpting utilities fromthe antitrust |aws, Congress insisted on direct
regul ation of individual utilities where Adam Smth's "invisible hand" was not
adequate, and on conpetition between them Today's regul atees would revise the
historical "regul atory conpact” by transforming it fromconsuner-oriented to
nmonopol y-ori ented protecti onismeven as the conpetitive progeny fromtwo
decades of excess rates line up to provide service at half their cost.

The regul ation of public utilities has traditionally been structured to prevent
undesi rabl e econom ¢ outcones that arise when an industry is not constrained by
conpetition. The characteristic evil of nonopoly, if left unregulated, is the
charging of prices in excess of those necessary to naintain the long-run viability of
an efficient firm These high prices and the resulting reduction in output result in
wel fare | osses that regulatory policy makers have correctly sought to elimnate by
enul ating the results of conpetitive markets, in which conpetition prevents
recovery of inefficiently-incurred costs. Although a regulated utility's cost of
service, including a reasonable profit, is the starting point for setting "just and
reasonabl e" rates, regulators may set rates at less than the cost of service if costs
have been inefficiently incurred. The traditional goal of regulators, thus, is to
simul ate the efficiency constraints of conpetitive markets, while providing for an
efficient regulated firms long-run financial viability (recovery of reasonably
incurred costs and attraction of needed capital) and ability to provide optimal
service output of reasonable quality. Although cost of service ratemaking, with
di sal | ownance of costs shown to be "inprudently" incurred, has not perfectly
approxi mated the result of truly conpetitive markets in which prices are set at the



mar gi nal costs of efficient firns, regulation's economc rationale has al ways been to
simul ate the outconme that would prevail under conpetitive conditions.

The concept that regul ation was established to act as a proxy for
conpetitive market discipline finds anple support fromthe nbost em nent econonic
comment ators who influenced the devel opment of traditional regulatory policies.
As Professor James C. Bonbright put it:

Regul ation, it is said, is a substitute for conpetition. Hence, its

obj ective should be to conpel a regul ated enterprise, despite its
possessi on of partial or conplete nonopoly, to charge rates

approxi mati ng those which it would charge if free fromregul ati on but
subject to the market forces of conpetition. 1In short, regulation
shoul d not only be a substitute for competition, but a closely imtative
substitute.

Li kewi se, according to Professor dair WI cox:

Regul ation was ... a substitute for conpetition. Were conpetition
was i npossible, its purpose was to bring the benefits that conpetition
woul d have brought.

In his earlier semnal text on public utility regul ation, Professor Barnes
st at ed:

In seeking to establish reasonable rates, regulation requires a standard
or norm and the nost satisfactory standard is said to be that provided
by the conpetitive price system Thus, the purpose of regulation

shoul d be to establish those charges that would prevail if free
conpetition were practicable for the regulated i ndustry.

Simlarly, Professor Eli C enmens observed that:

the objective of public utility rate regulation is to achieve through
regul ation the same result that would be achi eved by conpetition

More recently, Professor Charles Phillips observed that:

regul ation is a substitute for conpetition and should attenpt to put
the utility sector under the sane restraints that conpetition places on
the industrial sector

And, according to Alfred Kahn's 1970 text:

Competition will weed out the inefficient and concentrate production
inthe efficient; it will determ ne, by the objective test of narket
survival, who should be pernmitted to produce; it will force producers

to be progressive and to offer custonmers the services they want and

for which they are willing to pay; it will assure the allocation of |abor
and other inputs into lines of production in which they will nake the
maxi mum contribution to total output.

VWhat institutional incentives, conpul sions, and arrangenents will play
the sane role where “the invisible hand” of conpetition is for one

reason or another infeasible? “The invisible hand of regulation is not a
sufficient answer. ...[Regulation's] nost inportant task is to devel op
institutional arrangenents that will provide correspondi ngly powerful

i ncentives and pressures on regul ated nonopol i sts.

The basic concept that regul ation should bring the benefits of conpetition to
electric utility markets should inform debate about the appropriate nmeans of dealing



with the costs of uneconomic utility investnments (i.e., stranded costs). Regulation
pl aces electric utilities under the | egal obligation to submt to regulatory restraint
in the course of managing their enterprises. The purpose and intent of electric
utility regulation has always been to obligate these firms to nanage their enterprises
as efficiently as the prevailing practice in the conpetitive sector of the econony.

This entails the obligation to plan and nanage efficiently -- no nore efficiently or
no less efficiently than would prevail if free conpetition were practicable.

VWiile it is widely recogni zed that regulation is inperfect -- that is, regulation
sonetines fails to achieve the result that would be forced upon regulated firms in
conpetitive markets -- that is no excuse for institutionalizing regulatory failure by
erecting rules that create a right to recover costs above a level that is known to be
attai nabl e under conpetition. |In other words, just because regulators may not

have accurately known the true conpetitive benchmark, and inefficient utilities

may for a tinme have gotten away with excessive rates, does not create an

entitlenment to the continuation of such excess charges once conpetition appears

and the market pricing limt is known. \While regulators have the right and

responsi bility of general oversight, managerial shortcom ngs that have gone
unobserved or, indeed, are unobservable by regul ators should not be deened

"efficient managenent” and their costs the responsibility of nmonopoly custoners.

The oversight exercised by regulators over utility managenents' plant investnent
deci si ons has never been construed as an assunption of managenment responsibility

by regul ators or customers. Regulators are not institutionally equipped to manage
utility conpanies, and, in the absence of clear inprudence, have nearly always
deferred to the superior experience and first hand know edge of utility nmanagers.
Thus, the assunption that regul atory nonintervention creates an absolute right of
utilities to recover all the costs they have decided to incur

m srepresents the role of traditional regulation and, if adopted, will slow or defeat
the efficiency benefits of conpetition. Wiile regulators have at tines intervened to
halt inefficient or inprudent utility activities, that does not relieve utility
managenment fromtheir responsibility for nmanaging their enterprises efficiently.

Al t hough sound regul ati on has acted as a workabl e substitute for
conpetitive forces, it is not as good as actual conpetition in identifying and
elimnating inefficiencies. Recent developnents in the electric utility industry are
beginning to bring market pressures to bear and are exposing the excessive costs
of inefficient utility managenent. |In particular, the energence of alternative
bul k- power suppliers provides the opportunity to conpare the efficiency of
regulated utilities to that of conpetitive suppliers. Were these conpetitors are
able to offer power for sale at |ower conpetitive prices there nmust be a
presunption that utility managenent has not achi eved the intended |evel of

efficiency. Indeed, it is precisely because nore efficient conpetitors can supply
whol esal e custoners at |ower total costs that the notion of "stranded cost”
recovery was conjured up at all. [If utility nmanagenent had pl anned and operat ed

with optimal efficiency, the differences between the costs at which traditional
integrated utilities are able to provide electric power and the actual costs of
providing it would not exist and the enornous "stranded costs" that are antici pated
woul d not materialize. The inescapable |Iogical conclusion nmust be that

utilities, not their wholesale or retail custoners, should pay for the costs of
conpetition-induced uneconom ¢ stranded costs.

B. Econonmic Policy Requires that Industries that Fail to Conpete Mist
Accept the Consequences of their Failure

It is not only the history of public utility regulation that points to
managenent responsibility for stranded costs. The general economic policy in this
country is one that favors conpetition in the market place, supplenented by
government intervention when and where it is needed -- for exanple, in antitrust
enforcenent and the regulation of utility nonopolies. It is inmportant to recall that
public utility regulation has never been a conplete substitute for conpetition
utilities have never been relieved of their obligation to conpete fairly and they have



al ways been allowed rates of return reflecting, anmong other things, the conpetitive
risks that they faced. |Indeed, during the past decade electric utility profit rates
have frequently exceeded profit rates in the unregul ated sectors of our econony.
Along with this, though, public policy has also required entrepreneurs and

i nvestors, including those in regulated industries, to suffer the consequences
associ ated with bad and unl ucky endeavors or economnmic change. U.S. economc

hi story has nunerous exanples of firns facing | osses due to changes in

technol ogy, the energence of new governnent policies, and/or unfortunate

busi ness deci sions. Two prom nent exanples are of recent vintage. The steel and
auto industries incurred trenendous | osses due to changes in technol ogy,
environnental rules, |labor policies, international |aw and, sone say,

m smanagenent. These industries reformed and recovered. Sone others are in
long-termdecline. That is precisely what the forces of conpetition are supposed
to do. And regulated utilities are no exception. Telephone utilities have witten
off billions of dollars of stranded costs in response to the introduction of
conpetition into their industry.

C. So- Cal | ed Cost-Based Rationales for Stranded Cost Recovery are
W ong.

The FERC s Notice of Proposed Rul emaki ng on whol esal e power market
restructuring provides an "exit fee" payabl e by whol esal e custoners that cease
buyi ng power fromtheir traditional utility suppliers in favor of |ess expensive

alternatives. The fee is intended to permt full recovery of "stranded costs". The
FERC s basis for the exit fee is a reliance on what it describes as "cost causation
principles” (NOPR at 178), i.e., the concept that departing custoners "cause"

stranded costs. Wiile it is generally correct to allocate costs in accordance wth
cost causation, it is conpletely unfitting to dub those who choose conpetitive
alternatives the "causers" of costs in excess of the conpetitive market |evel.
Conpetition does not "cause" uneconomi c costs; it nmerely reveals them Uilities

t hat have constructed uneconom ¢ power plants will have excessive costs whether
customers shift to conpetitors or not. The only issue is who will absorb the
excess costs.

Cost causation is an inportant principle in the allocation process underlying
public utility pricing. It neans that those responsible for the incurrence of
particul ar costs should pay for them Custoners who demand and take utility
service in high-cost peak periods, should pay peak rates because they are the
"causers" of peak costs. Customers who demand and take firm noninterruptible
service should pay for the back up or reserve margins that make firm service
possi bl e because they are the "cost causers."” The fundanmentally sound concept
that rates charged to each custoner or group of custoners should reflect the cost
causality attributable to those custoners, is nowcited as the rational basis for
chargi ng departing customers for the stranded generation costs of vertically
integrated transm ssion owners. Utility conpanies will claimthat their capita
i nvestnments were made and costs incurred to neet their public service obligations
based on the reasonabl e expectation that, through the provision of such service,

t hese costs woul d be recovered. Each custoner is, thus, viewed as the cost

causer for that portion of the utility's expenditure that was nmade to provide him
with service. When a customer |eaves the system the argunment goes, he should
pay any stranded costs for which he was the cost causer and which the utility
reasonably expected to recover fromhim Custoner cost causation and the
utility's reasonabl e cost recovery expectations are thus linked in this reasoning.

Uilities typically have thousands or millions of customers, nost of them
smal I busi nesses and residential customers. Such custonmers have al ways arrived
on and departed fromutility systens every day w thout anyone suggesting the
departing custoners should pay stranded cost surcharges. This is not seen as a
probl em because utilities nust realistically expect ongoi ng custoner turnover.
They plan for it as a normal part of their business, and investnents in generation
capacity that served departing custonmers can be |argely redeployed within a short



period of tinme to serve new ones. This is a normal aspect of nobst businesses.
Theater and restaurant seats are used to serve different custoners on different

ni ghts, and the assenbly line that builds your autonobile or refrigerator today wll
be used to build sonmeone else's tonmorrow. Business capital investnents are

sel dom made with a particular custoner in mnd, and just because a custoner may
elect to buy a different nake of autonobile next year doesn't nean that the
custoner "caused" stranded investnent for Ford.

But the theory underpinning stranded cost recovery asserts (wongly) that
electric utilities are different. Unlike Ford, they argue, utility comnpani es had
reasonabl e expectations that their custonmers (who did not nove or die) would
continue to buy their electricity -- they were a nonopoly; their custoners had no
conpetitive choice. And, while Ford can try to sell cars to soneone else if a
customer changed brands, that is not as easy for a utility that |oses a large
i ndustrial or retail load that may be equal to many nonths of normal sal es growt h.
Al this is further compounded by the long lead tines for new generation plant
construction and it is especially difficult if the |ost sales involved very high-
priced electricity that is much nore costly than emergi ng conpetitive alternatives.

Do these cost causation and reasonabl e expectation argunents nmake sense?
True, electric utilities were nonopolies and nmany of them expected to naintain that
status | onger than now appears likely. But didn't these high cost providers hasten
their own dem se by encouragi ng conpetitive entry with their own cost
i nefficiency? Mre fundanentally, don't reasonabl e expectations of future sales
have to depend on cost? Since even unregul ated nonopolists with excessive costs
will lose sales to substitutes and abstinence, aren't there cost limts that conme into
play when a utility nonopolist clainms a reasonable expectation of future sal es?

Rati onal determ nations about cost causation and reasonabl e expectati ons
must be made within the context of what is a reasonable cost. While it can be
argued that the public's utility service denmands, coupled with the utility
nmonopol i st's public obligation to provide service, caused costs, it is nore than a
| ogi cal stretch to conclude that the would be buyer caused the utility to incur costs
at twice the attainable level. When stranded costs are admittedly uneconom c and
excessi ve, when they becone stranded only because they are so unreasonably high
and out of line with market alternatives that whol esal e buyers are econom cally
forced to depart the system there is no rational justification even for branding the
departing custoner as the "cost causer"” or for concluding that the transm ssion
owni ng generator had a reasonable right to expect the continued recovery of his
uneconom ¢ costs. Consequently, the Conm ssion's claimthat cost-causation
conpel s recovery of stranded cost from departing custoners cannot be supported.
And, in sum the history of both the electric utility industry specifically and this
country's econonmic history in general that support the conclusion that utility
conpani es, and not their custoners, are responsible for their stranded costs.

1. Allowing Recovery of Stranded Costs Interferes with Conpetition
Prompts Bizarre Qutcones, and, If Inplenmented at all, Mist be
Designed to M nimze These Distortions.

A Stranded Cost Recovery Interferes with Conpetition by Distorting
Econoni ¢ Deci si ons and | ncenti ves.

One of the nost obvious economic inplications of the stranded cost
recovery is that allow ng recovery of "stranded costs" by directly charging
departing custoners distorts marginal decision making, generally obstructs the
conpetitive process, and is at odds with the goal of pronoting efficient and
ef fective conpetition in generation markets. A fundanmental axiom of conpetition
is that custoners have unfettered choice anong alternative suppliers. This choice
results in high-cost firms |osing custoners to | ow cost ones, thereby enhancing the
wel fare of the purchaser while rewarding the efficient supplier and penalizing the
inefficient one. This places downward pressure on inefficiently-incurred costs



which ultimately mnimzes the total resources required to neet market denmand
However, allow ng stranded cost recovery from departing custonmers can nake a

hi gh-cost host utility nore appealing than a | ower-cost rival. Hence, the
purchaser's choice is distorted and the | owcost supplier is likely to lose to a
hi gh- cost one.

In addition to favoring high cost suppliers, stranded cost recovery dim ni shes
the transm ssion-owning utility's incentive to mtigate |ost sales or reduce
uneconom ¢ costs. This follows fromthe fact that the utility will continue to
recover revenue associated with its "stranded" investnent whether or not the
customer continues to be served by the utility's affiliated generation. Therefore,
the utility need not mtigate | ost sales, reduce its costs or inprove its service in
order to retain the custoner.

B. Stranded Cost Recovery Pronotes Conpetition the Least Were it is
Needed the Most and Mbst Insul ates those Firns that Deserve it the
Least.

The effect that the stranded cost surcharge has on econonic decisions is
made worse by the fact that the magnitude of the price distortion is directly rel ated
to the level of the transm ssion-owning utility's uneconom c stranded costs. This
has bizarre and unfortunate policy inplications. Because the surcharge increases
according to the level of the utility's stranded costs, it is greatest where stranded
costs are the greatest. Thus, stranded cost recovery will force customers who are
subj ect to the nost unecononmic rates (i.e., those custoners whose rates are nost
out of Iine with conpetitive price levels) to pay the highest penalty in order to
reach alternative conpetitively-priced power supplies. On the other hand,
customers served by efficient utilities with few or no stranded costs will face little
or no cost penalty to reach conpetitive supplies. O course, custoners
i nterconnected to systens owned by high-cost utilities are those nost in need of
conpetitive alternatives while those interconnected with systens owned by
lowcost utilities have the | east need for alternative suppliers. The effect of
stranded cost recovery is to erect the greatest barriers to conpetitive options for
those nost in need of themand to make conpetitive options nost readily avail abl e
to those | east in need.

This injustice is aggravated when it is understood that uneconom c stranded
costs are the result of utility inefficiency. Al'l owi ng recovery of such costs has
the effect of protecting fromconpetition (and fromthe nost fundanental and
traditional regulatory discipline) those utilities that have been nanaged the | east
efficiently, while subjecting the nost efficiently nanaged utilities to the nost
conpetition.

C. Any Stranded Cost Recovery Mechani sm Should at |east Mnimze the
Potential to Distort Econonic Decisions

The | east harnful methods of assessing these costs to customers would be
in inverse proportion to their price elasticity of demand for electric power (the
static or "allocative" efficiency rule) or to distribute themas broadly as possible
anong the "tax base" in order to subsidize uneconomic utility generators w thout
under m ni ng conpetition (the dynamc efficiency rule). A broad-based recovery
mechani smthat distributes unecononic stranded costs to all power users would
m ni mze the conpetition-inhibiting aspects of the surcharge.

Such a nmechani sm coul d be designed by incorporating the sane subsidy
burden into the cost of all power deliveries. ldeally, it should apply to all power
consunption in a transm ssion control area so as to avoid uneconom c incentives
for self-generation. By spreading the burden broadly and uniformy to all power
consunption, regulators would mnimze distortions in econonic decisions since
customers woul d then face the same uneconom ¢ cost subsidy burden whet her



they remain with the utility or chose conpetitive generation

I1'l. Conclusions

A valid policy on stranded cost recovery should reflect two basic principles.
First, consistent with the long standing rule that regul ation should strive to emul ate
the results of a conpetitive market, any unecononi c stranded generation costs
incurred by a utility as a result of conpetition should be presumed to be the
responsibility of the utility and not its custoners. The utility may rebut this
presunpti on by denmonstrating that the stranded costs in question are the result of
causes other than its own inefficient nanagemnent.

Second, to insure that any allowed stranded cost recovery is effected in the
manner |east likely to distort efficient econom c decision-naking, any stranded
costs that are determined not to be the result of a utility's own inefficiency should
be collected universally anong all custoners, thus mnimzing harmto conpetition
and the distorting effect on margi nal deci sion-nmaking.

FERC does have the power to require distribution access as a condition for
approving nmergers of electric utilities.

Wall Street Journal, Novenmber 28, 1995

VWho Pays for Sunk Costs?, National Regul atory Research Institute, 1988.
pp. 27-31; In the Matter of The Detroit Edi son Conpany for Approval of Speci al
El ectric Supply Contracts, M chigan Public Service Comm ssion, 160 PUR 4th 132,
March 23, 1995.

The Pool co nodel described here closely resenbl es the Pool co nodel which
the California PUC has decided to inplenment. The CPUC nodel ed their Pool co
closely to that adopted in the UK See Blunstein, C. and J. Bushnell, "A CGuide to
t he Bl uebook: Issues in California's Electric Industry Restructuring and Reform™
The Electricity Journal (Septenber 1994) p. 18-29.

Vall Street Journal, Novenmber 28, 1995.
The retail wheeling "experinent”" in Mchigan is a Direct Access nodel .

An aggregat or purchases whol esal e power on behal f of retail custoners. For
exanpl e, in the Poolco nodel, the |ocal distribution conpany is an aggregator for
the utility service sector

The i ndependent generating conpany could be the generation portion of the
divested utility conpany. After divestiture, the conmpany could have witten-down
their assets to conpetitive market levels, thus making itself conpetitive with
mar ket al ternatives.

Pool co proposal s usually call for alternate performance-based regul ation
(PBR) for the distribution conmpany. The question of whether PBR is superior to
traditional rate-of-return regulation would need to be determ ned.

Access to real -time consunption informati on would be the nost desirable
way for the supplier to schedule its generating units, although it is not necessary.
A reasonabl e estimate of |oad characteristics would be sufficient, along with
agreenments anong all energy suppliers to accomobdate over- and under -
producti on.

For a detail ed proposal involving such a rationing scheme, see Sinclair, R, J.
Wl son, and D. Greer, "Increnmental Transm ssion Pricing, the Conparability
Standard, and an Alternative to the FERC s "Hi gher of' Rule," The Electricity Journa



(Decenber 1994) p. 16-27.
I d.

One caveat in this regard is the FERC s jurisdiction over transm ssion pricing.
Because the proposal requires non-discrimnatory pricing, the pricing plan would
have to be approved at FERC, which requires a filing by the transmtting utility.
Perhaps state regulators will be able to entice the transm ssion owners to adopt
such a policy, perhaps not. Nonetheless, FERC has indicated in its recent Notice of
Proposed Rul emaki ng (Docket No. RWMP5-08-000) that all transmitting utilities mnust
file open-access tariffs. Therefore, it can be expected that sonme open-access tariff
will be forthcom ng

These two attributes, universal direct access and the regul atory constraints
on the distribution conpany are el enents of a nodel advocated by the Connecti cut
Ofice of Consuner Counsel

The CPCU is expected to issue a definitive restructuring order in Decenber
1995.
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The main argunment in favor of stranded cost recovery relies on the m staken
assertion that utilities have not been conpensated through their rates of return for
the risk of stranded investnent (See, e.g., Pfiefenberger, P. and W Tye, Letter to
the Editor, The Electricity Journal Novenber 1994). However, rates of return for
utility conpani es generally have been about the same or higher than for
conpetitive industries whose investors absorb the entire risk of "stranded
i nvestment. "

This, of course, is not entirely true as potential electricity buyers have
al ways been able to substitute gas or oil or conservation expenditures for sone
electricity uses, and nmany industrial firnms have been able to shift manufacturing
| ocations or even generate some of their own power when faced with excessive
electric utility costs. That stranded costs, under nost proposals, would apparently
be charged to customers who shift to alternative fuels by changing electricity
suppliers but apparently not to those who shift to the direct use of alternative fuels
or are large enough for self generation will further distort efficient resource



utilization.

The Third Crcuit Court of Appeals recognized this property of the stranded
cost surcharge, Cajun Electric Cooperative Association v. F.EER C 28 F. 3d 173
(D.C. Gr. 1994):

[T]here really is no such thing as stranded investnment, only a failure to
conpete. O course, the point of introducing conpetitionis to reap the

benefits associated with just such market forces. |In this sense, a
stranded investnment provision is the antithesis of conpetition (Slip Op.
at 11).

The inpact of the Cajun decision on the Commi ssion's stranded cost rules
has been thoroughly and conpetently di scussed in Comments offered by the
Anerican Public Power Association, Conments in Part of the Anerican Public
Power Associ ation on FERC s Proposed Qpen Transni ssion Access "Conparability"
NOPR , Docket Nos. RW5-8-000 and RvB4-7-001, Appendix 1, filed July 21,

1995.



