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Introduction

By investigation order entered May 24, 2006, The Pennsylvania Public Utility Commission (“PUC” or the “Commission”) seeks comments regarding measures to mitigate the effect of electric generation price increases during an en banc hearing on June 22, 2006.
The Electric Power Generation Association (EPGA) appreciates the opportunity to submit these comments to the Commission regarding policies to mitigate electric price increases.  EPGA is a regional trade association of electric generating companies with headquarters in Harrisburg, Pennsylvania.  Our member companies include:



AES Beaver Valley

Allegheny Energy Supply



Cogentrix Energy, Inc.



Edison Mission Group



Exelon Generation



FirstEnergy Corp



Mirant Corporation



PPL Generation Group



Reliant Energy and 



UGI Development Company 

These companies own and operate more than 122,000 megawatts (MW) of electric generating capacity in the United States.  Approximately half of this capacity is located in Pennsylvania and surrounding states.  Our comments today represent the views of EPGA as an association of generating companies, not necessarily the views of any particular member company with respect to any specific issue. 

At the outset, EPGA would like to express its appreciation to the Commission for initiating this investigation, for holding this hearing and for granting EPGA this opportunity to present its views on the issues contained in the Commission’s May 19th motion.  Given the events unfolding in several other states (including Maryland, Delaware and even Pennsylvania), it is important for the Commission to fully understand the potential for higher (and lower) wholesale energy prices, and to look for ways to address this issue that protects the interests of both electricity consumers and those that are charged with the responsibility of supplying and delivering electricity to those same consumers.  Without a financially healthy, vibrant and strong electric power industry, the ability to continue to prepare for and ensure the reliable production and delivery of this important commodity could be harmfully affected.

Background

Over the past several years, electricity consumers in Pennsylvania have greatly benefited – billions of dollars - from generation rate reductions and freezes, which were the result of prior Commission decisions regarding the implementation of the 1996 Electric Utility Restructuring Act.  These consumer benefits continue today in several electric utility service territories under the existing, and Commission approved, generation rate caps.  

Electricity is a great value to consumers.  We rely on electricity to power an ever-expanding economy that is more and more dependent upon electrical devices that enable us to work more efficiently and to enjoy our leisure time.  There will be even greater and expanded uses of electricity as our world increasingly becomes digital and our population grows.  We are also seeing greater energy use on a per square foot basis for both residential and commercial buildings.  Even though the residential and commercial building and appliance stock is becoming more energy efficient through building codes and energy-consuming equipment efficiency requirements, the fact remains that we are using more energy each year.  And although energy use and growth in GNP has been partially decoupled – with total energy use growing less than GNP - annual growth in electricity use continues to outpace growth in overall energy consumption.

Although EPGA represents the supply interests – who make money by selling power - we support market-based demand response measures that can reduce the need for new generation to meet peak demand.  Allowing competitive markets to develop where customers can see and react to actual market price signals is the best way to achieve optimal demand response price mitigation.  PJM already has a growing demand response program as part of its planning process, and the RTO has incorporated demand response into its proposed Reliability Pricing Model (RPM) capacity market construct.  If approved by FERC, RPM should ensure resource adequacy and will allow retail suppliers, in concert with their customers’ needs, to meet their PJM capacity obligations in a more effective manner than the current ICAP market structure.

Even with demand response, new generation capacity will be needed to balance supply and demand over the long-run.   Currently, as the PJM 2005 State of the Market Report showed, net revenues have not been sufficient to cover fixed costs for new generation entrants in PJM for the past seven years.  Investors will need to see sustained prices that reflect the cost of new entry to prompt them to invest in new generation projects.  As excess supply is worked off, RPM is implemented, and scarcity pricing is allowed to send price signals to suppliers where and when appropriate, new investment will occur to meet the growing need for electric power.
The adoption of capacity market reforms in PJM is essential if we are going to ensure that new capacity will be built in a timely fashion.  This new generation investment will be coupled with additional distribution improvements, and potentially major transmission investments that are being proposed to address both reliability and economic energy needs in our region.  
Why are prices rising?

Over the years, the wholesale of price of electricity has continued to rise.  This rise in prices is a result of many factors – principally fuel prices, but also environmental and other mandates by government.  These are costs that will continue to be the main drivers behind changes in wholesale electricity prices.  In addition, we are seeing the planned retirements of generation assets that can no longer be operated due to higher costs and/or lower operating efficiencies.  

The cost of complying with current and future environmental regulations will prompt the retirement of existing generation.  Exacerbating this situation is the uncertainty of future state, regional and/or federal regulations associated with the emissions of sulfur dioxide (SO2), nitrogen oxides (NOx) and mercury.  Also, some states and regions (e.g., Northeast Regional Greenhouse Gas Initiative - RGGI) either have adopted or are considering the adoption of emission reduction requirements associated with carbon dioxide and other greenhouse gases.  Because all of these new requirements will lead to higher prices for coal-fired electricity, and add to greater use of expensive natural gas as a power plant fuel (and an increase in the number of hours over which gas-fired plants set the market-clearing price in wholesale markets), we must be very prudent in the adoption of any other emissions regulations that fail to have a measurable and meaningful public health benefit.

Fuel Prices

Over the past several years, we have seen a steep run up in fossil fuel prices.  Starting with the price of crude oil, natural gas prices have risen to historic highs.  Whether electricity is supplied in restructured/competitive markets or in traditional fully regulated markets, the cost of fuel – and therefore electric generation - has been rising.  This issue goes far beyond Pennsylvania, the region or even the United States – what we are experiencing in higher fuel prices is global in nature.  The cost of fuel is responsible for the majority of wholesale price increases occurring all across the country.  Whether these higher prices are being seen more suddenly due to the expiration of generation rate caps, or through the more gradual pass through of these higher fuel costs through fuel adjustment clauses in regulated jurisdictions, the result is the same – the higher cost of electric generation is being born by consumers of electricity.  It is not the result of some failure of electric restructuring as some have alleged. 

Coal, which powers more than half of the electric generation in Pennsylvania and in PJM, has experienced price increases in recent years.   In PJM, coal prices have more than doubled since 2000.  For many years, coal prices had either declined or remained stable.  Strong and relatively sudden domestic demand spurred by high natural gas prices, strong international demand for coal by countries like China, and higher transportation costs have all contributed to the recent rise in coal prices.   And related to the use of coal, we have seen higher prices for the SO2 and NOx allowances that must be secured in order to burn the coal.  Although not a direct fuel cost, it ultimately is a cost associated with coal utilization.


Although natural gas represents a smaller percentage of U.S. and PJM fuel used for power generation,  during times of peak load, natural gas generation often represents generation on the margin.   Thus, the impact of natural gas prices is a key driver in the price of wholesale electricity.  In PJM, natural gas-fired plants set the market-clearing price in the spot market over 26% of the operating hours in 2005 (31% in 2004, and 29% in 2003).  Natural gas prices have been at record highs, have tripled in PJM since 1999, and continue to experience great volatility.  This is a fuel whose use by electric generation has grown due to low prices prior to the recent generation capacity expansion, environmental acceptability and past predicted resource availability.  Now we are seeing much higher prices and concerns over sufficient availability and the subsequent need for greater reliance on LNG imports, and the terminals to accept this fuel.  We have also seen the impact of natural disasters like Hurricanes Katrina and Rita on natural gas price volatility and overall availability.  The outlook did not get any better for the supply or long term price of natural gas when Congress recently voted to continue the ban on drilling in 85 percent of the country’s coastal waters.


And finally on nuclear fuel, although its cost is a smaller percentage of the overall cost of nuclear generation, we are seeing a rise in the cost of mining, milling, enriching and fabricating uranium for use in our reactors.  Both long term and spot prices have experienced major increases over the last several years.

Environmental Regulations

Price increases experienced by consumers in areas where below-market generation rate caps recently expired are to a great extent due to the aforementioned fuel price increases, the ever-increasing cost of environmental compliance, and the escalating use of natural gas as a power plant fuel, which, in itself, has been largely driven by increasingly stringent environmental regulations at the federal, regional and state levels.  


Greater environmental challenges lie ahead.  In fact, in the combination of the federal Clean Air Interstate Rule (CAIR) and the Clean Air Mercury Rule (CAMR), the electric generation industry faces perhaps the greatest environmental challenge in its history, and the phase I emission reduction deadlines coincide with  the expiration of the generation rate caps in most of the EDC service territories in Pennsylvania.  Phase I of CAIR’s program begins in 2009 for NOx and in 2010 for SO2.  Phase II commences in 2015 for both pollutants.  Under CAMR, phase I mercury limits are imposed in 2010, phase II in 2018.  

Independent estimates of the capital cost of CAIR alone have been in the range of $80 billion, with total annualized costs in the range of $15 billion.  EPA estimates that only 5,000 MW of generating capacity could be forced to retire because of CAIR and CAMR, but consultants have predicted much higher capacity retirements mostly due to the relatively small size and age of many of the 149,000 MW of affected generating units that currently lack SO2 scrubbers.  

In this time of surging energy prices, before we can know the full impact on costs, or unit retirements (or potentially local reliability) of CAIR and CAMR, some states, including Pennsylvania, are proposing their own more stringent mercury rules, and have announced their intentions to pursue a “CAIR-Plus” strategy with respect to NOx and SO2 emissions that would virtually mandate retrofits of expensive scrubbers and SCR (selective catalytic reduction) technology on virtually every plant regardless of size.  One analysis identified 6,282 MW in the states of Delaware, Maryland, New Jersey and Pennsylvania at risk of retirement due to the “CAIR-Plus” proposal – 4,135 MW in Pennsylvania alone.
  A more recent study estimates almost 8,000 MW at risk of retirement due to “CAIR-Plus” in Pennsylvania and Maryland alone when more stringent mercury controls are included (6,858 MW in Pennsylvania).

Given that PJM already predicts that generation retirements in eastern PJM are expected to outpace new capacity additions and lead to greater use of natural gas, these “CAIR-Plus” and more stringent state-specific mercury rules can be expected to accelerate that trend, perhaps significantly.   This underscores the point made earlier that proposed environmental regulations must have a measurable and meaningful public health benefit.  Neither the state-specific mercury rules nor the proposed “CAIR-Plus” strategy meet that criterion.  

Although there is not agreement on either the likelihood or level of future national carbon reduction strategies, there is an increasing possibility such federal legislation could pass separately, or as part of a 4-Pollutant bill.  Carbon reduction legislation, depending on the amount and timing of any reduction, will result in additional increases in wholesale electricity prices, replacement of some coal fired generation, and an increase in natural gas fired generation.  
AEPS Implementation

Another issue impacting wholesale and retail generation costs will be the costs associated with compliance with the PA Alternative Energy Portfolio Standard (and other states that have similar legislative requirements).  Prices associated with the procurement to meet this obligation could place additional costs on electricity consumers at the same time that generation rate caps are set to expire.  For this and other reasons EPGA believes the Commission should be guided by the goal of minimizing the potential cost of implementing Act 213 as much as practicable.  In this regard we refer the Commission to EPGA’s comments at Docket M-00051865.  
Of particular relevance to this investigation is the issue of geographic scope.  EPGA understands the argument that the more restricted the market area (e.g., Pennsylvania or PJM) the higher the price of alternative energy credits (AECs) and, other things being equal, the more development of alternative energy systems (AESs) we will likely see in our state or region.  However, such restrictions do not advance the purpose of Act 213, are inconsistent with how competitive electric markets operate, and they undermine the development of seamless regional markets.  
One of the attractive features of relying on a comprehensive AEC system like the PJM Generator Attributes Tracking System (GATS) to track compliance, because it will allow for tracking of AECs over a broader area, including neighboring regions, and not necessitate development of AES resources where it may not be economically or otherwise feasible or desirable (e.g., because of relatively poor wind conditions, local opposition or siting restrictions).  Clearly, the less restrictive the geographic scope of the alternative energy market, the less potential for forcing development of AESs in areas that may prove more costly to electricity consumers.  
Competitive Markets and Procurement
Whatever course of action emerges from this investigation, EPGA recommends that we continue to allow the competitive marketplace in Pennsylvania an opportunity to work.  Competition produces the greatest benefits for consumers, ensuring that suppliers assume the risk of investment, financing, and operating decisions, and allowing consumers to have a choice in their provider of electricity.  Competition is more likely to foster efficient resource allocations and investment when compared to a regulatory process, such as a traditional regulatory review aimed at developing “least cost resources” to meet forecasted needs.  Also competition protects against affiliate favoritism and other forms of potential discriminatory behavior.   

Open competitive procurements in Pennsylvania should help sustain effective wholesale power markets in and around Pennsylvania by offering suppliers an attractive, recurring contracting opportunity under well-defined conditions.  This creates an expectation of stability for suppliers that helps assure customers the benefits from competitive market pricing and risk allocations in the future.    
Even though wholesale prices can be somewhat volatile, competitive market pricing and stable retail prices are not mutually exclusive components of competitive markets.  A useful way to manage volatility might be for a retailer to procure power in a manner consistent with how their retail customers desire to contract.  To the extent that customers choose 3-5 year, or any other terms and conditions, then competition allows for such decision-making.   In any case, when customers have the power to choose, retailers will be forced to meet their needs.  Competition between suppliers can manage volatility more effectively than economic regulation.
The procurement process needs to be transparent and highly competitive; it should facilitate and encourage supplier participation of all types and sizes in the wholesale market; it should facilitate market-based rates to the extent practicable; and it should require an initial regulatory review to approve the process.  However, once the process is approved, we should not change the rules just because we do not like the outcome.  Distribution companies that pursue a PUC-approved competitive procurement of their POLR load should not be second guessed just because final prices may be higher than expected or desired.  Regulatory uncertainty requires competitive market participants, both wholesales suppliers and retail suppliers, to price in regulatory uncertainty  risk premiums on the products that they offer, ultimately doing more harm than good to electricity consumers.

Regarding the procurement of POLR power requirements in the post 2009-2010 time frame, it is important that the rules and process for POLR service be clear and implemented so that suppliers are confident that the process will not be changed or altered.  In other words, as long as the POLR process has been properly applied, the default service should be approved in a manner that leaves market participants confident that decisions that are made will not be second-guessed, or overturned in any manner.  If suppliers in the market believe that their contracts with retail suppliers, either EDCs in the role of POLR provider, or EGSs in the role of providing competitive products to consumers, can be overturned, it will negatively impact competition and harm all market participants.
 
Not being a lawyer, I cannot address the potential legal issues associated with the reopening of the generation rate cap issue prior to its expiration.   It sounds appealing to allow utilities to gradually ramp up electricity rates toward market price levels in anticipation of higher electric prices prior to expiration of the generation rate caps.  However, the public policy implications of this approach suggest the blazing of new legal and political ground.  At this point we do not know what the level of wholesale market prices will be.
Representing wholesale power suppliers, some of whom have affiliate EDCs and some of whom do not, perhaps the most I can say is that this approach should accommodate each company’s needs.  Depending upon the magnitude of the potential increase, there may be a need to phase in prices associated with wholesale energy costs over some reasonable time frame.  However, as a general principle, we do not believe it is rational to be selling to LSEs who have to borrow money to buy power from us over an extended period of time.  We do not think it is in anyone’s interest for LSEs to risk having their credit ratings downgraded because of excessive deferrals of wholesale purchased power costs.  
Closing
It is clear that many of the factors driving rising electricity costs, particularly fuel and environmental compliance, are beyond the control of the Commission.  However, we welcome the Commission’s support in a number of critical areas where it can make a difference, for example, adding its voice and perspective to the debate on environmental issues that affect wholesale power costs and generators’ fuel choices, supporting changes in wholesale market rules that help ensure adequate generating capacity for the future, and supporting investment in electric infrastructure that will help reduce congestion costs and move power more efficiently from producer to consumer.  

Despite all the pressure on electricity prices due to rising fuel and environmental compliance costs, if you look at price increases over the last several years in other consumer goods like food, housing and health care, you will find that electricity price increases are mostly modest by comparison.  
Headlines about significant increases in electricity rates in some states that have retail competition don’t tell the whole story.  Electricity rates are not rising due to competition.  This is evidenced by the increases in electric rates in traditionally regulated states.  Also many states that introduced retail competition included rate freezes that kept rates unchanged for a period of years while the costs of generating electricity increased.  In PJM, for example, average spot market wholesale electricity prices rose by more than 35 percent in 2003, 11 percent in 2004, and 37 percent in 2005, driven mostly by higher natural gas and other fuel prices and environmental costs.  In 2005, natural gas prices in the PJM region were 46 percent higher than in 2004.  As the rate caps expire, electricity prices paid by retail customers are catching up and starting to reflect market prices.  That isn’t to say that customers haven’t benefited from restructuring.  Public reports show that when current prices are adjusted for fuel increases, customers have saved billions of dollars as a result of competitive markets and restructuring. 

 EPGA commends the Commission for its foresight in initiating this investigation.  We hope that our comments provide useful perspective in your important deliberations, and would be pleased to provide any input to this process in the future that the Commission may deem helpful.  
� Comments on the Ozone Transport Commission’s “CAIR-Plus” Emission Reduction Proposal for Electric Generating Units by the Center for Energy and Economic Development, Pennsylvania Coal Association, United Mine Workers of America and International Brotherhood of Electrical Workers.


� Compliance Implications of the OTC CAIR-Plus Proposal in Maryland and Pennsylvania by James Marchetti, J.Edward Cichanowicz and Michael Hein.  
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