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Power Procurement Issues
1)
What are the overarching goals of post-2006 energy acquisition: promoting efficient wholesale and retail competition, assuring reliable current supply, encouraging adequate development of future resources, achieving the lowest average rate, and/or preservation of stable rates?   A competitive wholesale environment is the key to all of the above benefits.    A competitive wholesale market serves many functions:  It provides a critical starting point for retail competition to take place; it allows for the development and acquisition of resources to occur in an efficient manner, and it mitigates market power. A vibrantly competitive market benefits Illinois electric consumers by also insulating them against the need to assume the burden of rate-based cost overruns and other unjustified monopoly expenditures.  The Commission can protect the interests of Illinois consumers, first and foremost by ensuring that the wholesale market on which Illinois consumers will depend, allows for the participation of a full range of supply resources, independently administered non-discriminatory open access to the transmission grid, and effective supply and demand functions by which price discovery occurs. 
2)
What electricity procurement strategies best achieve Illinois’ policy goals?  Should one strategy be used, or may different answers be appropriate in different circumstances?  The national experience suggests that short-term procurement of energy and ancillary services is best achieved by the use of real time markets operated by ISOs/RTOs. Such a real time market is expected to be operational in the Midwest by the end of 2004, as part of the full functionality of MISO/PJM. By contrast, long-term capacity requirements, including procurement of so-called must run units that ensure reliability, are best acquired through longer term, competitive procurement processes.  The issue is whether the procurement process for long-term requirements is managed by the ISO, by the native utilities or by the ICC. The experience with such processes would indicate that they are more competitive and less subject to abuse when the State commission is directly involved in overseeing the process. In the specific case of Illinois, it will become important for the institution that will have a role in shaping and overseeing the regional wholesale market, e.g. the MISO, the Organization of MISO States, and the ICC, to agree on respective roles in regard to planning for resource adequacy, assignment of responsibility for resource procurement processes, and reliance on the MISO-PJM real time markets for real time product and service acquisition. 
3)
What electricity procurement rules can be established by the Commission?  To what extent do these issues lie within the exclusive jurisdiction of the FERC and federal law?   The ICC can, as other states have already done, mandate that Load Serving Entities (LSEs) follow competitive procedures in all power procurement activities.  The manner in which an Illinois public utility procures its long term wholesale supply is a matter properly under ICC jurisdiction, even as short-term requirements are pursued through the FERC-jurisdictional MISO-PJM markets. Caution is, however warranted, in establishing a clear division of responsibility among the above-cited institutions.   The rash of recent cases at FERC, related to power procurement, can be attributed to (a) the absence of an organized real time market independently operated by an ISO/RTO, and (b) a flawed procurement process that has allowed for questionable affiliate transactions. 

4)
To what extent should the Commission provide specific guidance or direction to utilities regarding how they should conduct their supply acquisition activities?  What assurances will parties participating in such a process have that the result will not be subject to subsequent change or review?   The Commission should adopt a specific set of rules that require, at the very least, that in cases where a utility or its affiliate is participating in a long term supply resource acquisition, a fair, transparent competitive process such as an auction or RFP must be utilized, with an independent third-party evaluator in charge.  If a fair, transparent process is in place, participants can be assured that malfeasance has not occurred.  The key to avoiding litigation over a resource acquisition process is to conduct the acquisition in a manner designed to demonstrate fair rules, fair results and independent judgment. 
5)
What are the pros and cons of obligating utilities that do not own significant production assets to be responsible for active supply portfolio management?  What alternatives are there?  How can the market be used instead? Load serving entities should be required, as a matter of prudence, to actively manage their supply portfolio, or have the portfolio managed by third parties, in order to (a) ensure the most competitive prices for their customers, and (b) contribute to the reliable operation of the grid by demonstrating that they have secured resources commensurate with demand – and demand growth – of their respective loads. Responsibility for resources – capacity as well as energy – is the only effective means of ensuring that resources will be available when they will be needed. The alternative is reliance on the short term, real time markets, an option that increases volatility in such markets and concurrently exposes customers to service uncertainties.  
6)
Is it appropriate for a distribution or “wires” utility to bear commodity risk, i.e., to have retail a rate structure and be subject to a procurement process that expose it to financial risk depending upon market behavior? Electric power is now a commodity.  More than half of all electric transactions in the U.S system occur in the interstate wholesale market, which combines both physical and financial trades. It is consequently unavoidable for an LSE to be exposed to commodity risk.  The issue is how the risk is managed.  The short-term financial risk, as earlier noted, is managed through participation in the ISO/RTO-managed real time markets, which also operate under FERC-imposed price mitigation measures. The long-term risk is managed through a combination of competitive procurement and the resulting contractual terms.  Contracts appropriately assign/assume risk in proportion to the risk-taking ability of the parties involved.
7)
How do we expect wholesale electricity prices to behave in 2007 and beyond?  Apart from their level, how volatile will they be?  Wholesale electricity prices are a function of supply and demand, and of market fundamentals that signal both short-term prices and long term price trends. Wholesale prices in 2007 will be a function of the structure of the market at that point in time, including its size, its accessibility, the level of new plant construction and the degree of retirement of older plants. In other organized markets such as PJM and NE and NY, price volatility has been mitigated by the institution of FERC-required mitigation measures similar to those that will be imposed on the MISO market. Volatility has not been typically at issue in the case of longer-term supply procurement because prices are thereby negotiated and embedded in contractual arrangements that are also subject to State and Federal review. 
8)
What quantity and type of generation will be available to serve Illinois’ load in 2007?  Will we continue to enjoy a surplus in all segments?  Will new generation or transmission construction be necessary?  Illinois may enjoy a surplus of generation but that does not mean that the state has a fully diversified generation mix.   Illinois has a large amount of nuclear and coal baseload capacity and a substantial amount of peaking capacity but little intermediate and renewable resources.  Intermediate gas facilities can do a better job of load following while complementing renewable resources (such as wind), which is not dispatchable. It would be, however, inappropriate to view the future wholesale market as an Illinois-specific market.  Rather, the future wholesale market that will serve Illinois consumers will be regional in scope, and therefore all that more competitive in practice because it will comprise a far larger number of competitors than if it were constrained by state borders. 

9)
What will the wholesale market structure look like in 2007?  What effect will the establishment of working markets in the PJM and MISO footprints have?   The Midwest wholesale market of 2007 and beyond is likely to be highly competitive, providing access to a large number of suppliers and to tested market structures with very large footprints, including the MISO and PJM states. The wholesale markets that have emerged from the construction of ISOs/RTOs have proven themselves more beneficial to consumers than traditional cost of service regulation. 

A 2001 DOE study of the nation’s transmission grid confirms that “today’s wholesale electricity markets save consumers nearly $13 billion per year in electricity costs.” The study also found relieving congestion in California, PJM, New York and New England could save consumers as much as $500 million per year.

The Center for the Advancement of Energy Markets, in a report published in September 2003, noted that “ultimate customers in the PJM region saved about $3.2 billion in 2002 from current restructuring efforts.” 

According to the Texas PUC, in its report to the legislature for the 2002 market performance, residential consumers have saved nearly $1.54 billion in comparison to regulated utility rates in effect during 2001, while commercial/industrial customers saved $645 million.
10)
What can the Commission do to help ensure that seams issues between PJM (of which ComEd is a member) and MISO (of which Ameren and Illinois Power will likely be members) do not inhibit movement of power across the state? The Commission can continue to participate in the various dockets that remain active at the FERC, which are specifically designed to address seams issues between and among the MISO and PJM structures.  Furthermore, the ICC’s leadership position within the Organization of MISO States ensures a privileged intervenor position in all related dockets and proceedings. It would appear reasonable to assume that, given the economic stakes involved, it will be difficult for the FERC to permit seams issues to remain unresolved, especially in view of the fact that the ComEd adherence to PJM is heavily conditioned on the resolution of seams issues and on hold harmless clauses for those most seriously affected. 

11)
Will coordination by MISO and PJM-West successfully eliminate the existing RTO seam from the perspective of increasing competition in the post-2006 power acquisition process? The intra and inter MISO-PJM seams are more likely to be “managed” than “eliminated” in the short term, given the complexity of the issues involved.  But the FERC has gone to some length to signal its determination to address the seams in question, including the issuance of orders on through-and-out rates. In any case, the MISO-PJM seams will affect less than a fraction of the less than 10% typical cost of transmission service. More important to Illinois will be the proper constitution of the MISO real time markets, and the long-term procurement processes that will be put in place by the ICC, as part of the LSE’s obligation to serve competitive retail customers.   

 12)
Will the distribution companies or the suppliers of power for bundled customers be designated the Load Serving Entities (LSEs)?  In other words, will the PSAs that result from a competitive process be considered wholesale contracts with the IDC or retail contracts with the end use customers?  To cite an example, in New Jersey a workable environment has been created through a system in which the PSAs that result from a competitive process are considered wholesale contracts with the IDC.   The auctions held in certain jurisdictions such as New Jersey are for POLR wholesale supply. 

13)
With the advent of RTOs in Illinois, more economic methods of addressing transmission congestion will be available.  How does this affect the competitive generation market and the ability of utilities to more efficiently procure electricity? The management of congestion by economic means will substantially improve the provision of transmission service and will virtually eliminate the fear of service curtailment that is now a chronic aspect of transacting business in the Midwest. Competitors in the power market will be able to count on more reliable transmission service and will be able to hedge the congestion costs associated with their transactions. In sum, procurement of supplies will be made more efficient and less costly by the availability of financial rights that will be available from the MISO-PJM congestion management system. 
14)
Should utilities procure power for bundled customers through auctions, competitive bidding or similar acquisition processes?  How should auctions, competitive bidding, or other acquisition processes be structured? The ICC should establish the terms and conditions under which LSEs or local utilities will procure energy and capacity services for their bundled native loads.  As a precondition to such procurement, LSEs should be required to participate in a resource planning process managed by the ICC for the purpose of ensuring the availability of long-term resources. LSE should be subsequently required to show evidence of resource adequacy to the appropriate ISO/RTO in order to ensure scheduling and transmission service availability, and in order to show no undue reliance on the spot market for the energy and capacity required to serve their customers.   Competitive wholesale suppliers should be neutral on the form of the procurement process - whether auction or RFP – as long as the process is demonstrably  fair, just and non discriminatory.   For example, an auction may be a preferred course for a standardized product, while an RFP may be more useful in the context of unit-contingent resources.  There are, however, a few principles that need to be respected in any competitive process.  First, all proposals need to be evaluated under comparable standards and requirements, in regard to all aspects of the procurement, including transmission access and service requirements.  Second, the cost of acquisition of resources will not initially or subsequently be rolled into the rate base of any of the LSEs.  Third, an independent party other than a utility participant must be allowed to have oversight over the process to ensure equitable and non-biased evaluation of all bids and to ensure the absence of any and all affiliate preferences or abuse.  
15)
Should power acquisition practices be structured any differently where wholesale markets are not fully competitive? Long-term resource acquisition in a context of a non-competitive market structure should be undertaken solely through ICC-managed competitive procurement processes.  But, a competitive market for wholesale transactions should be created within the framework of the MISO-PJM structure, whose extensive footprint will have the effect of providing access to a multiplicity of suppliers. Real time market functions will be administered by MISO-PJM to ensure a competitive market for energy imbalances and for ancillary services, and for congestion rights. 

16)
As part of the power acquisition process, should utilities be required to file energy plans?  What information should be provided?  What role would this information play in ratemaking and/or prudence review of costs?  Is regulated planning of this nature antithetical to the development of competitive markets and to the efficient price signals that are required for such markets to function well?  If a requirement exists that power procurement is to be done competitively, then energy plans by utilities are less important than long-term resource plans developed under the auspices of the ICC, as earlier noted. Resource planning is not antithetical to market development except to the extent that such planning results in non-market mandates. Market signals will emerge from the transactions of the MISO-PJM real time market, which will include both day-ahead and near term functions as well. Retail rates should reflect market fundamentals, including the degree to which LSEs and suppliers manage the commodity risk. Prudency reviews should assess the degree to which LSEs will have managed their short and long term supply portfolio by competitive means. Imprudent behavior could be measured on the extent to which an LSE will have over-relied on the more volatile short-term markets in order to secure longer-term service. 

17)
Utilities that do not own generation will rely on the financial and operational soundness of their suppliers.  What credit and reliability requirements should be required in the acquisition process?  How should we address the supplier defaults?  There are a number of specific ways in which creditworthiness is successfully addressed in the competitive marketplace.  It is critical that credit requirements are not manipulated in such a way as to preclude competitors’ participation in the marketplace.  Calpine believes that the stakeholder process can help to ensure that Illinois consumers receive reliable power via competitive participation in the market.

18)
What is the role of interruptible and curtailable load and energy efficiency / DSM initiatives in cost-effectively limiting the resources required?  How can the market aid utilities in making these decisions? Organized demand functions in power markets have proven difficult to organize and manage, among other reasons because of the initial cost of installing appropriate meters. An efficient market will allow load to bid negative kilowatts when the price is right.  Such demand response, linked directly to real time pricing and dispatch economics is the most effective means of ensuring efficiency and load participation in the marketplace. The management of demand functions by market means is superior to mandated DSM or other regulated efficiency programs because it provides to the customer the tools necessary to pursue self interest. Interruptible and curtailable load arrangements under contract can also provide benefit to customers and system operations, but less efficiently than load response measures in real time. Gas facilities that serve the intermediate part of the load and are easily cycled contribute directly to load management in real time and should consequently be an integral part of the supply resource mix. 

19)
Should utilities use financial markets to hedge their purchases for their bundled customers?  Should energy efficiency and demand reduction be considered as a hedging strategy?  See answer to #18.

20)
Should energy efficiency be deployed as a supply substitution resource?  If so, how? See answer to #18.  Energy efficiency cannot be “deployed” except through separate investments by consumers, acting in response to price signals emerging from the marketplace. 

21)
Many demand reduction (DR) and energy efficiency (EE) activities show net benefits for distribution utilities, generation companies, and consumers.  However, the benefits of a single DR activity are split between different market sectors.  Despite the widespread benefit of DR and EE, there is no mechanism for sharing the cost of this activity across market sectors. In light of the system-wide benefits, should distribution utilities be required to consider energy efficiency and/or demand reduction procurement on the same basis as procurement of energy? What is the role of the Commission in facilitating the adoption of beneficial initiatives with these types of split incentives in the market?  See answer to #18 and #20.  Cost-effective investments in energy efficiency cannot be mandated.  Such investments are a consumer choice that is linked directly to market prices.  A competitive market structure can be expected to signal prices at which efficiency investments are or are not cost effective. It is difficult to see how other actions by the Commission would affect the fundamentals of the economics involved. 

***********************

24)
Should utilities be allowed to make any or all their purchases through an unregulated affiliate? Why or why not?  To the extent that a utility’s affiliate participates in a competitive environment, an independent evaluator must have the final say on procurement decisions.  There have been numerous cases nationwide of affiliate abuses and favored treatment given to unregulated affiliates.  

25)
What additional safeguards, if any, should be included in purchase agreements and intercompany operating agreements between a utility and its affiliates?  If a utility affiliate is selected as a supplier in a truly competitive marketplace, with an independent evaluator monitoring the proceedings, remaining safeguards would need to address a priori any subsequent effort by the utility to roll the resulting contracts into the ratebase. Subsequent ratebasing of competitive procurements substantially prejudice competition, and deprive ratepayers of competition’s full benefits, which include a transfer of investment burden from customers to shareholders.

************************

27)
To what extent should preapproval/predetermination of prudence of the utility’s power purchases (via RFP’s, auctions, etc…) be included in utility power procurement?  To what extent should preapproval/predetermination of portfolio planning be included in utility power procurement? Pre-approval or pre-determination of prudence of a utility’s power purchases tends to prejudge the outcome of the consequent competitive procurement process, because they pre-judge the terms and conditions of the contracts resulting from the procurement process. Pre-approvals/pre-determinations should be limited to the degree to which the RFP is consistent with previously approved portfolio planning. 

28)
In addressing power procurement issues, the Commission also needs to consider that some utilities are multi-jurisdictional, remain vertically integrated and continue to own generation.  Given that generation decisions are made on a system-wide basis and that these companies may be procuring little or no power in the market for their customers, does it make sense to apply power procurement requirements to these utilities?  Yes.  If the Commission’s goal in this process is to ensure that Illinois ratepayers pay the lowest possible price for reliable electricity, then any time a utility seeks to procure power, it should be required to engage in a competitive process.   

29)
Parties have expressed concern that current MISO business practices do not accommodate the post-2006 shift in supply responsibility that will occur in Illinois post-2006 and the classic ATC process is designed to address incremental changes to the base use of the transmission system.  Post-2006 the MISO and PJM-West definitions of “network resources” may need to be modified to accommodate this statewide shift in supply responsibilities.  Can MISO and PJM-West “pre-approve” network resources on a statewide basis?  Will a network resource designated by PJM or other RTO also be able to transmit power into MISO service areas under its network resource designation and vice versa?  MISO has a Supply Working Group Task force that is currently trying to address these issues. The Origination of MISO States (OMS), which includes Illinois, is taking an active lead in this task force.

