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Introductory Statement

Midwest Generation EME, LLC (“Midwest Generation”) is pleased to submit this response to the Final List of Issues presented by the Illinois Commerce Commission (“ICC” or “Commission”) in conjunction with the Commission’s Post 2006 Initiative.  Midwest Generation strongly supports the Commission’s initiative to examine the future of the Illinois electric market and identify public policy issues surrounding the restructuring of the electric industry in Illinois, particularly as those issues affect and are affected by competition in the wholesale supply of electric power.  Midwest Generation endorses the Commission’s intent to explore solutions to market structure challenges, and determine what regulatory or legislative changes may be needed to address the new marketplace in Illinois.

Midwest Generation is an ardent supporter of the need to promote efficient competition among wholesale suppliers of electric power.  In conjunction with its response below, Midwest Generation attaches for consideration by the Commission and members of the working groups “Economic Guidelines for Electric Utility Power Procurement in Illinois,” a paper authored by Frank C. Graves and Greg N. Basheda of The Brattle Group (Attachment A).  That paper explores the public policy, economic and competitive justifications for Midwest Generation’s recommendation of power procurement planning regulations, which is discussed below.  Midwest Generation also attaches draft legislative language that it has developed proposing a power supply planning process for Illinois utilities (Attachment B).  The purpose of these documents is to provide both a basis for policy discussion and a more concrete proposal for review, debate and comment by interested stakeholders.

Response to Issues
Power Procurement Issues:

Midwest Generation agrees that the overarching goals of post-2006 energy acquisitions should include promoting efficient wholesale and retail competition, assuring reliable supply, encouraging the development of economical new resources, and making sure that retail customers enjoy the benefit of wholesale competition.  Competitive wholesale power procurement strategies should be tailored to foster the achievement of all of these goals.  Illinois consumers should receive the benefits of a low cost, reliable, adequate and diverse power supply when utilities conduct their energy acquisition strategies in a demonstrably transparent, prudent and cost-effective manner.

Presently, Illinois utilities are held to virtually no regulatory or statutory guidelines defining how they should acquire wholesale power for retail rate paying customers.  There is essentially no regulatory oversight of self-dealing arrangements between utilities and their generator affiliates that may hinder the full development of a competitive market for power generation.  For the post-2006 environment, Illinois should consider adopting a supply planning and procurement requirement that encourages the use of demonstrably prudent and competitive procurement strategies and techniques by utilities to assure that Illinois customers receive the benefits of competition among wholesale electric suppliers.

A power procurement planning process would engage all stakeholders in a prospective examination of the range of competitive options for power supply with the ultimate objective of selecting the procurement method that best suits the needs of all market participants.  Experience in other states, as discussed in the attached white paper, demonstrates that procurement planning benefits consumers, in part by curbing the incentive utilities may have to procure their supply solely through unregulated generation affiliates and also by achieving broad consensus from all market participants on the best procurement method.  The procurement planning process allows utility power procurement to evolve with and adapt to changes in market conditions.  A power procurement planning process would also force the utility to perform the brokerage and risk management functions envisioned by the 1997 legislation.  Importantly, the planning process would require distribution utilities to justify their power purchases, including any reliance on affiliated interests that may result in premium prices for electricity being passed on to the consumer.  A mandatory planning process, subject to ICC review, would hold utilities accountable for their purchase practices and would ensure that Illinois consumers benefit from a restructured electric market.

Midwest Generation suggests a framework for Commission review with the following requirements: (1) biennial filings with the Commission; (2) five-year planning period, and assessment of wholesale and retail market conditions; (3) prohibition on sole source procurement; (4) a detailed economic analysis providing justification for use of proposed supply options, including any reliance on affiliated interests; (5) limitation on brokerage arrangements; (6) submission of supporting documentation; and (7) a resulting presumption of prudence for procurement activity consistent with approved plans.  Additional criteria may be warranted, and Midwest Generation welcomes comments during the workshop process.

The planning process would be mandatory, but far from inflexible.  A robust supply planning requirement should not preordain a single procurement method.  Nor should there be a standing obligation to use auctions vs. bilateral contracts, or to buy a stated mixture of generation from different technologies or companies.  Rather, the planning process should be an opportunity for market participants and regulators to identify procurement approaches that are consistent with the goals that will be identified by the Commission’s post-2006 working groups, and that meet the needs of electric power producers, consumers and distributors.  The Commission-approved procurement practices should consider the full range of competitive alternatives, including auctions, competitive bidding or competitive bilateral negotiations.

Flexibility does not mean that a distribution utility should have almost limitless discretion as to how it fulfills its power supply requirements. The Commission should not, for example, approve plans that propose the procurement of a utility’s full requirements through unregulated affiliates.  Such arrangements exclude competitive generators and often cite “risk management” as a justification for premium prices paid by the utility.  Power purchase agreements with affiliated interests also can be used as a means of shifting profits from a regulated utility to an unregulated generation affiliate. To prevent such occurrences, it is important there be recurring, mandatory Commission review of supply arrangements.  All resource plans should require the review and approval of the Commission, and resources acquired in a manner consistent with an approved plan should receive a presumption of prudence.  Midwest Generation recognizes that utility procurement of a portion of its power needs from an affiliate may be in the public interest, so long as such procurement is subject to state regulatory review and so long as full requirements contracting with an affiliate is prohibited.

The need for power procurement guidelines and procedures is not an issue that can be left to the FERC in its role as arbiter of the reasonableness of wholesale power sales contracts.  FERC’s standards for reasonableness do not involve the question of whether power contracting practices of utilities are prudent or beneficial for competition in Illinois.  The FERC is primarily concerned with the overall quality of wholesale competition and the development of large, regional power markets.  Accordingly, state action in this area is needed to fill the existing regulatory gap.

Rate Issues
In future retail rate proceedings, utilities will need to establish the prudence of their power purchases in order to secure rate recovery of their expenses.  Because power prices will inevitably change over time, utilities face the potential for being second-guessed should market prices for power ultimately differ from the prices at which they had contracted to buy power.  The supply planning process proposed for consideration by Midwest Generation would provide an opportunity for utilities to secure with a high degree of certainty Commission “buy-in” to their procurement plans prior to making contractual commitments.  By following Commission-approved procurement practices, the utilities could obtain a presumption of prudence for their purchasing practices.  Once such a presumption was in place, the utilities would have a high degree of comfort that their procurement costs would not be disallowed from rates.  Providing this additional certainty against hindsight second-guessing will lend strength to the utilities and to the market and as such will ultimately benefit consumers.

While FERC has jurisdiction over rates for wholesale power sales, retail rate design has significant implications for the continued development of a competitive wholesale market for power generation.  A utility that obtains its full supply requirements from an unregulated utility affiliate has the ability to shift profits from a regulated utility to its affiliated supplier.  The profits are typically reflected in premium prices the unregulated affiliate charges its affiliated distribution company.  When and if the retail rate freeze is lifted, those inflated power prices are likely to result in higher rates for consumers – an outcome that is far less likely if competition among wholesale suppliers is vibrant.  Furthermore, the unregulated affiliate then acts as both a buyer and seller to the affiliated utility – once again, an undesirable outcome.

To avoid excessive rates as a result of affiliate abuses and the stifling of wholesale competition, Illinois should consider a planning procedure like that proposed by Midwest Generation.

Competitive Issues
The most significant barrier to effective competition among wholesale power suppliers is the incentive for utilities to rely upon full requirements supply arrangements with affiliated, but unregulated, wholesale power generators.  Affiliated interests in transactions or the intermediationFG of power purchase agreements can pose significant problems for the continued development and maintenance of a reliable and effectively competitive electricity supply in Illinois.

Purchase power arrangements made by distribution utilities in other states with restructured retail markets generally are subject to the review and approval of the respective state commission.   The Commission should affirm and seek to strengthen its jurisdiction over power supply arrangements executed by electric utilities, conclusively settling any uncertainty concerning the scope of Commission authority.  Revisions to codes of conduct should be considered to specifically address this situation, particularly as it concerns the Commission’s approval of such agreements.

As to retail competition, the application of the reciprocity provision has acted to exclude viable retail competitors from the Illinois market and thereby has effectively limited retail customer choice.  This is a matter that the working groups should consider.

Utility Service Obligations After 2006
Until such time as retail competition is more fully developed in Illinois, Midwest Generation believes that the utilities will need to retain the traditional obligation to provide retail service at rates established by the Commission. This is particularly true for residential customers and small commercial and industrial customers who are essentially captive to the utility.  Given this fact, it is essential that the Commission regulate the buying practices and operating performance of utilities to ensure that the benefits of healthy wholesale competition are flowed through to retail customers and reliability of the system is maintained.

Midwest Generation acknowledges that the traditional obligation to serve carries with it risks and costs that extend beyond the basic costs of transmission, distribution and generation.  These risks and costs should be minimized by prudent hedging and contracting practices, again subject  to state regulatory oversight.  Rates should be established sufficient to reflect true cost to serve.

Energy Assistance

As a matter of social policy, there is good reason to provide energy assistance to those customers who are least able to afford utility service.  Midwest Generation believes that discussion of this issue at the Commission workshops is a valuable way to explore alternative ways to ensure that this social goal does not become a casualty in the process of industry restructuring.
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