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Executive Summary

The Brattle Group is an economics and management consulting firm with extensive experience in issues arising from the restructuring of regulated industries.  Our firm, and the co-authors of this report in particular, have been very involved in the public policy debate, private planning studies and regulatory hearings over how to implement electricity open access and retail unbundling in many states.  This paper was prepared on behalf of Midwest Generation EME, L.L.C.  The views expressed herein apply specifically to the current Illinois electric market situation.   Following is a summary of our key findings and recommendations.  


We recommend that Illinois enact legislation that would require the state’s electric utilities to file power supply plans on a regular basis.  These plans would include an assessment of current and projected wholesale and retail market conditions, the goals the utility recommends be pursued in supplementing or modifying the existing utility supply portfolio, and the procurement actions and processes a utility proposes to implement to acquire the generation, demand-side resources, and financial risk management tools it needs to cover retail electricity customers in its service territory that are not served by an Alternative Retail Electric Supplier (ARES).  Such plans would include a supporting economic analysis justifying the utility’s procurement plan and demonstrating why it is believed to be superior to alternative procurement actions and processes.  All of these key assumptions would be subject to public debate and challenge by interested stakeholders as part of the Illinois Commerce Commission’s (ICC) review and approval of the procurement goals and mechanisms in a utility’s plan.

Generation-related costs have always been a very large, if not the largest, component of the costs of service recovered in rates by Illinois electric utilities.  Traditionally, such costs were reviewed and approved in resource planning and fuel cost recovery proceedings.  Following retail restructuring, generation-related costs are still the predominant cost of electric service, but supply planning has shifted towards procurement under contracts from wholesale suppliers of power.  Procuring wholesale power to cover retail loads is a complex task, and there are many ways in which such procurement and contracting can be done.  It is in the best interests of Illinois consumers that utilities conduct their power procurement in a manner that is demonstrably transparent, cost-effective, and supportive of the long run development of stable, reliable and economical long-run supply.  This will assure Illinois customers that they are getting the benefits of both reliable utility service and efficient market competition, which will in turn foster conditions for healthy economic growth.


Legislation is needed because Illinois has no regulatory or statutory guidelines for how to pursue such supply acquisitions.  Illinois, like several states that pursued retail access for electric power service in the late 1990s, is facing a situation not generally contemplated at the time of that initial restructuring.  Customers, especially smaller ones, have not migrated as fully or permanently to ARES as was hoped or expected, due to a mixture of customer inertia, the small cost savings available from ARES relative to rate-capped traditional services from incumbent utilities, and the lack of a thriving community of third-party retail suppliers.  This has left Illinois utilities with the obligation to continue to procure power for a substantial but uncertain base of customers.  If these non-switching customers are to receive the benefits of industry restructuring, it is important that there be thriving competition at the wholesale level for the right to supply their resource needs.

The approach we recommend does not establish a fixed set of criteria or protocols (i.e., a “one size fits all approach”) for a utility’s procurement of wholesale generation supply.  There would be no standing obligation to use auctions vs. bilateral contracts, or to buy a stated mixture of generation from different technologies or companies, or to use a fixed scoring system to evaluate supply (and demand-side) offers.  Instead of standardization, the intent of this process is to reach public agreement on the economic and other goals to be considered, to identify procurement approaches that are consonant with those goals and the current state of the regional wholesale power market (e.g., the market’s current and projected competitiveness, liquidity, and transparency), and to provide appropriate reporting, review, and adjustments at regular intervals.  This will give the utilities reasonable flexibility to differentiate their procurement approaches, both to reflect their own particular circumstances and to use experimentation to identify administratively attractive methods.  At the same time, this process will include both upfront and ongoing reviews to protect customers and suppliers from decisions by utilities that are biased, arbitrary or inconsistent with their procurement plan.


The flexible process we propose is consistent with lessons learned from our review and involvement in electric restructuring in other states, which have adopted a variety of approaches and procedures to govern their jurisdictional utilities’ procurement of wholesale power supply for non-shopping customers.  One common thread in all of these approaches is that utility arrangements to procure wholesale power supply for their non-shopping customers must be reviewed and approved by state regulators.  Another important lesson that Illinois should consider in its development of power procurement guidelines is that it takes time to get the necessary procurement procedures and guidelines in place.  New information systems, planning tools, and regulatory review capabilities may need to be developed and assimilated.  It is easiest to take that time when, as in Illinois, wholesale power market conditions are relatively healthy, rather than in crisis.  Another key lesson is that regardless of the specific procurement processes implemented, it is very important that the ICC continually monitor the state of competition in the wholesale and retail power market.  The goals, mechanisms and criteria for the evaluation of power procurement may change according to how well power markets are performing.  A further insight is that outright prohibition on affiliate purchases is essentially impossible, except where most (if not all) generation has been divested to third-parties (as in New England).  However, where affiliate purchases are permitted, there is a need to design fair and transparent competitive procurement processes in which affiliated generation companies can compete to win such service contracts, rather than have them be assigned by default.  Finally, there is a need for flexibility and creativity in the procurement designs that are explored.    Flexibility does not mean that a utility “can do anything it wants to.”  Rather, it means that procurement guidelines should permit utility buyers to experiment with different approaches and to adjust to market conditions in an economically rational way in order to get the best deal possible for their retail customers.         


  To lessen the scope of after-the-fact prudence reviews, all resource plans would require the review and approval of the ICC.  Resources acquired in a manner consistent with an approved plan would receive a presumption of prudence.  While regulators cannot be expected to provide iron-clad guarantees of cost-recovery in advance of realized costs and performance, resources procured according to an approved plan and ongoing reviews should be highly likely to withstand prudence challenges.  Assurance of reasonable cost recovery will have a positive impact on the creditworthiness of the utility as a wholesale purchaser, hence on its costs and access to supplies.           


From the suppliers’ perspective, having a legislated framework for how utilities should utilize the wholesale market for their supplies should be stabilizing and beneficial.  Making the utility an arms-length user of the wholesale market whenever possible, as we propose, gives suppliers assurance that a utility cannot and will not radically or opportunistically alter its procurement practices to focus on a narrow class of assets or suppliers.  Continuity of approach will help foster market competitiveness—if suppliers were to perceive the utilities as hostile to, or unduly at risk for, market procurement, then they might be disinclined to develop more resources in Illinois.  Eventually, this would lead to a situation in which the utilities must turn to their own affiliates or their own new resources to meet their supply needs, even though that self-fulfilling outcome might have been unnecessary.

Customers also will benefit from new legislative guidelines for the review and approval of utility power procurement.  Well-designed procurement guidelines and processes, coupled with appropriate regulatory oversight, will foster the purchase of economical and reliable power supplies.  Long-term power purchase agreements (PPAs) with competitive suppliers will facilitate reasonable rate stability and critical protection against rate shocks for those customers that are very unlikely to seek out, or be sought by, an ARES.  Of course, rate stability will not be equally appealing or necessary for all customers.  Some customers may have potential to make a portion of their demand price-responsive, or to pursue self-generation or other opportunities that are not fully consistent with fixed-price service.  A legislatively required, recurring regulatory forum for reviewing possible goals and the corresponding service designs and procurement processes would increase the likelihood of satisfying evolving customer needs.  


The procurement guidelines and processes we recommend are fully compatible with the wholesale and retail market structure in Illinois.  For example, these guidelines reflect the fact that the Midwest wholesale power market currently is effectively competitive and should in theory become even more competitive once regional, Midwest-ISO operated energy markets are established.  The guidelines also recognize that Illinois utilities will have to rely on generation from affiliated companies for some of their power supply, at least in the near-term.  This is because Illinois, unlike some other states that restructured their retail electric market, permitted its electric utilities to stay in the generation business and gave them flexibility in procuring new supply resources.  However, the guidelines also are flexible enough to adapt to new market structures and conditions.         


Now is an opportune time for Illinois to develop a legislative framework for post-restructuring electric power supply planning.  The presence of adequate generation reserves in the regional wholesale power market means that there can be a measured, thoughtful discussion of how to preserve and extend the benefits of a healthy wholesale power market, rather than a rushed, controversial move to repair dysfunctional markets.  In addition, experience in other states strongly indicates that it takes a long time, possibly even a few years, to develop broadly acceptable procurement guidelines and processes.  Illinois should start now to design processes that will assure it emerges from its initial restructuring transition period (through 2006) with a policy platform that is already a proven success.     

I.
Introduction 

Illinois, like several states that pursued retail access for electric power service in the late 1990s, is facing a situation not generally contemplated at the time of initial restructuring.  Small customers have not migrated as fully or permanently to third-party power suppliers (Alternative Retail Electric Suppliers, or ARES, in Illinois) as was hoped or expected, due to a mixture of customer inertia, the small cost savings available from ARES relative to rate-freeze transitional services from the incumbent utilities, and lack of a thriving community of third-party suppliers.  This has left Illinois utilities with the obligation to continue to procure power for a substantial but uncertain base of customers – a task made more difficult by the fact those utilities are generally organized very differently from the vertically integrated structures they had prior to restructuring.  As a result of utility decisions to pursue divestitures and spin-offs of generation, they must turn to some form of wholesale market procurement for a significant portion of their needs.

There are no regulatory or statutory guidelines for how Illinois utilities should pursue such supply acquisition.  The existing supply arrangements were designed to cover a transitional period, e.g., from 1998-2006, during which utilities were to recover as much as possible of their stranded costs and customers were to migrate to competitive retail suppliers of power.  Arrangements that may have fit that transition, such as heavy reliance on affiliated generation, do not necessarily match the next phase of power market development needs.  However, the Illinois restructuring laws of the late 1990s are virtually silent as to what should be done to sustain the goals of market development, utility financial viability, and customer choice that motivated the initial restructuring.   In addition, prior regulatory guidelines also are virtually silent with regard to the achievement of other desirable power procurement goals, such as diversity, reliability, efficiency, risk management, economic development, or other outcomes. 

The inadequacy of this guideline-free situation became very obvious and controversial recently, with the proposal from Exelon to acquire Illinois Power (IP) and then to supply both IP and Commonwealth Edison (ComEd) under new, multi-year, sole-source supply contracts from Exelon Generation.   These supply contracts would have required IP and ComEd to increase their retail rates, to be capped for several years thereafter at these higher levels. This proposal provoked a strong reaction that such terms probably were unnecessary, but at the very least required a rigorous regulatory review to determine their merits.  The acquisition ultimately was cancelled, but the need for regulatory oversight and guidance on utility procurement has become apparent and remains unresolved.  

Generation-related costs, including the cost of fuel, power procurement, and asset carrying costs, comprise the largest cost component recoverable in a public utility's cost of service.  While generation always has been the single largest element of an electric utility’s cost of service, in the past, recovery of all these generation-related costs depended on regulatory hearings over the prudence of the investments and the resulting operating costs.  Today, as a result of the divestiture and “spin off” of generating assets, Illinois utilities must procure much of their power supply through short- and long-term purchase power agreements (PPAs) from third-parties.  This is a complex task that can be done in many different ways with correspondingly different results.  It is in the best interests of Illinois consumers that utilities conduct their power procurement in a manner that is demonstrably transparent, cost-effective, and supportive of the long run development of stable, reliable and economical long-run supply.  This will assure Illinois customers that they are getting the benefits of both reliable utility service and efficient market competition, and it will support the state’s economic development goals.  

Absent regulatory involvement in what kinds of power procurement goals and practices will be preferred and supported, utilities have little or no guidance or incentives for incorporating any new and emerging public policy goals or innovations in the design of their supply arrangements.  This may bias them towards approaches that pose relatively low risk or relatively little administrative complexity, on the presumption that tried-and-true methods are more likely to be easily explained and approved.  For instance, they may obtain most or all of their supplies from their affiliated generation company (GENCO) subsidiary under long-term, fixed-price terms and conditions.  While the ensuing rate and cost stability is traditional and can be attractive, even essential, under some circumstances, it cannot be assumed that this is per se or will always be the case.  To the contrary, it is quite easy to achieve too much stability at the expense of other equally or more important objectives, such as low cost, diversity of supply, or marginal price efficiency.  Thus it is important that there be recurring, mandatory public review and debate over the kind of procurement arrangements that will protect customers and foster a healthy, diverse, competitive power market in and around Illinois.


In Illinois, utilities may in fact not be indifferent among alternative reliable, cost-recoverable supply sourcing, because of a risk-protection mechanism designed for the restructuring transition that could affect their incentives.  Specifically, the utilities currently operate under rate-freeze prices that can be adjusted upwards (or downwards) if their two-year average return on equity (RoE) falls below (or climbs above) a threshold tied to bond rates.   With frozen rates, the biggest influence on their RoE will be their costs of fuel and power, which in turn would be substantially controllable if set under a sole-source supply contract from their affiliated GENCO.  Absent close regulatory scrutiny, affiliated supply could be used to not only provide rate stability and reliability, but also to help manage the level of profits that are earned by the utility versus its GENCO.   That is, through PPAs with an affiliated supplier, profits could be “shifted” from a regulated utility to its unregulated GENCO and there made difficult or impossible to distinguish from unregulated profits from other sales.  Regardless of whether this is occurring, it is clear that the current situation gives utilities the incentive and ability to pursue such ends.  Curing this problem is one of the reasons for creating new legislative guidance on when and how utilities should use open market procurement and on how much regulatory review they should bear under different procurement arrangements.   

Fortunately, Illinois is in an enviable position relative to some other regional power markets, in that there is an opportunity to explore these questions in the context of fairly robust wholesale supply conditions. 
  In sharp contrast to California, there has not been any crisis in power supply adequacy in Illinois   To the contrary, there is a significant reserve margin and reasonable diversity of generation plant ownership.  What is needed now is a regulatory framework that builds upon these underlying market conditions to assure that even more pro-competitive conditions are achieved and maintained.

This need for regulatory procurement guidelines and procedures is not one that can be delegated or ceded to the FERC in its capacity as a reviewer of the reasonableness of wholesale power sales contracts.  The FERC’s standards for reasonableness do not involve the question of what kind of power contracting practices or results would be attractive for Illinois.  The FERC is primarily concerned with having appropriate large regional transmission organizations (RTOs) and with the overall quality of wholesale competition.  As a result, FERC does not take into account the implications of a utility’s supply planning or procurement methods for financial risk, rate stability, price visibility, fit to retail load uncertainties or customer tastes, or any of several possible regional goals that Illinois might desire to pursue.  It is up to Illinois to articulate a richer set of goals, objectives, and satisfactory procedures, and to create a procurement framework that provides a level playing field for adaptively serving those goals.   This paper sketches such a framework, and it discusses several of the benefits that could be achieved for utilities, their customers, and their suppliers with new procurement processes that would gain regulatory approval according to how well they support the development of reliable, economical and competitive power supplies, regional efficiency, fairness and transparency, and other public interest goals.

II.
Economic Goals and Constraints for Power Procurement

There are many possible objectives for power procurement.  Some of these may conflict, while others may be subordinate or more appropriate as constraints on minimum acceptable approaches or outcomes rather than as primary goals.  For instance, extreme rate stability may be antagonistic to fostering retail customer services, since such stability may prevent customers from needing to shop for ARES who would hedge the risks of exposure to volatile spot or medium term prices.  Rate stability for a customer’s entire demand also blocks price-signaling of  short run supply tightness (or softness) in the market, thereby preventing efficient demand-side responses and improved competitiveness from increasing the elasticity of demand.
  As another example, it may be that generation adequacy can be achieved most simply and cheaply with a deep pool of gas-fired generation, but that solution may leave the region vulnerable to gas price shocks that could be dampened or avoided by using a diversity of fuels to meet needs.   In terms of minimizing costs, procurement via short-term wholesale contracts may occasionally be cheapest, e.g., in periods of over-supply and deep reserves – but short-term procurement may create the seeds for the next tight, high-priced market, by failing to give suppliers the longer term financial assurances they need to justify new capacity development.
   

In general, there will be no dominant solution, either as to generation technology, contracting mechanism, or planning horizon that will routinely maximize welfare across many measures of success.   Indeed, making any one or two goals dominant will likely undermine the ability to achieve other kinds of benefits.  Further, the measures that are most important to Illinois customers and market suppliers at any one time may differ from the goals and metrics that had highest priority in the recent past or will predominate in the future.  What is essential is that the utilities and their regulators be enjoined to address these questions of what the procurement priorities ought to be repeatedly: assessing the prevailing market circumstances each time a major procurement decision is made, agreeing on the decision criteria that are most important, and comparing the available supply and risk management options with regard to how well they satisfy the current goals.  Decisions made in that context should then enjoy a high degree of cost recovery assurance, so that the utility is relatively financially safe in committing to resources that fit the goals and conditions even if future perceptions of needs and preferred solutions should change.  Among the possible objectives that should be weighed periodically or at the time of each major procurement are:

· Generation reliability – promoting and sustaining a viable supply pool of physical resources with sufficient reserves to assure highly reliable service, and committing a sufficient share of those resources to Illinois customers

· Fuel diversity – dividing the supply portfolio among different technologies to provide a “physical” hedge in addition to financial hedges provided by risk management measures

· Supplier diversity – avoiding vulnerability to degradations in the engineering or financial health of any single supplier that might lead to default

· Rate considerations – such as reducing short term variations in customer costs to an acceptable level through contracting over medium to long-term horizons (a few years forward) and through financial hedging contracts

· Supplier viability – promoting the financial health of the GENCO supply community by signing contracts with payments sufficient to foster financing and increase the likelihood of attaining an adequate return on capital

· Competitive wholesale generation – using transparent, open, non-discriminatory solicitation processes to assure that the largest possible number of wholesale suppliers have a fair opportunity to participate in contracting with utilities

· Utility financial viability – providing utility buyers with high confidence in their ability to recover competitively procured and appropriately hedged power supplies in retail rates, where such purchases are made consistent with approved procurement guidelines and plans

· Retail access transition continuation – recognizing customers’ differing needs for rate stability and service reliability, via different terms and conditions for provider-of-last- resort (POLR) service, different degrees of exposure to short term wholesale prices, and possibly different supply portfolios backing these service distinctions

· Illinois-specific concerns – such as jobs protection, new technology penetration, price-responsive demand cultivation, regional economic development, etc.

· Price efficiency – signaling customers about the relative scarcity or surplus of power, via partial to full pass-through of short to mid-term wholesale market prices, in order to encourage appropriate conservation

· Transmission adequacy – including the option of expanding transmission, rather than relying only on local/new generation, in order to widen the competitive market area and deepen its reliability

These goals are not meant to be exhaustive, but it is likely that most or all of them are important enough to be worth assessing at regular intervals.  Given the dynamics of rapid change in the performance of electric power markets, a periodic regulatory review tied to incremental procurement approvals would be very beneficial for keeping the Illinois power service sector on track for continuing success.

III.
Benefits of Regulatory Oversight of Power Procurement 

In broad terms, the planning and procurement problem for a utility has just a few key elements:  Typically, a utility will first perform an assessment of net needs, capturing uncertainty with at least a few scenarios that represent different combinations of possible future events.  Then it will identify a slate of gap-filling supply options and appraise these in terms of how they contribute to future marginal-cost avoidance (least-cost planning) and other goals such as pollution abatement.  Next, they will assess rate impacts and their own financial performance under various assumptions about what could happen to jeopardize cost recovery.  They may perform such an assessment with scenario analyses or formal risk management targets (with probabilistic measures such as Cash Flow at Risk, or CFaR) and then identify ways of hedging the preferred resource positions to reduce unacceptable rate or financial volatility. 

In some respects, there is little that is truly new about the above process relative to the past.  What is new is not so much the content (though the last step, risk management, is fairly new), but the context in which it must occur.  In the past, almost all of the options a utility would consider would be self-developed and owned over their entire asset lives.  Customers could not shift away from the monopoly (regulated) franchise, so demands were fairly easy to predict.  There was no active wholesale market offering numerous standardized short- to mid-term alternatives at visible, volatile prices that were often different than those struck by the utility in its recent past procurement contracts.  As a result of these changes in context, there is now a greater chance of a utility appearing to have entered a supply arrangement that is not as good as something else that soon became available, or of committing to a supply mix that ultimately turns out to not match requirements very well.  Rightly or wrongly, this can lead to a greater risk of findings of imprudence and associated cost disallowances.  

Utilities are obviously and rightly uncomfortable making procurement decisions in this stormy, unpredictable context.  They naturally tend to want the security, stability and relative simplicity of the prior vertically integrated arrangements.  However, security, stability and simplicity are not in and of themselves sufficient reason to override other goals such as efficiency, market development, diversity, and the like.  Indeed, as describe above, they may even be antagonistic to those other goals.   A fixed position that imitates the past, pre-restructuring environment may simply serve to protect the utility, without providing many other benefits.   Worse, it may even lead to a self-fulfilling need to rely exclusively on the utility, if their self-supply were to gradually displace and discourage wholesale merchant GENCOs.  However, a more dynamic, market-driven procurement process will not necessarily be superior unless it is accompanied by a clear understanding of how the regulatory process will be correspondingly adjusted.  Specifically, guidelines or standards of review for market-procured supplies need to be articulated in advance, specific to the current set of goals, in order to make it possible for utilities to procure appropriately and confidently.   


Just as Illinois utilities need a shared understanding with regulators about how they should procure power, suppliers also need some certainty about how utilities will generally conduct their procurement over time.  Restructuring has not changed the fact that generation assets are slow and costly to develop, as well as risky to own and operate over their long useful lives.  In order for competitive wholesale GENCOs to be the primary source of supply development, they must be able to count on long-term continuity of the opportunity to sell their output to utilities.  If utilities adopt policies of periodically turning away from the market, especially absent any kind of contestable public finding that the market was somehow failing, that would be discouraging and destabilizing.  Similarly, clarity about when and to what extent other goals such as fuel and technology diversity, or risk management and rate stability, have become paramount, will also help suppliers adjust their development plans and service offerings. 

Customers, too, will benefit from new legislative guidelines for the regulation of utility power procurement.   Rate stability, for instance, may not be equally appealing or necessary for all customers.  Some may have the potential for implementing price-responsive demand, aggregation, self-generation, or risk-management opportunities that are not consistent with fixed-price service.  Others may have a critical need for stability, to the point where they also are very unlikely to seek out, or be sought by, any ARES.   A utility’s supply mix (including its financial hedges) might have to be split into distinct portfolios to respond to such different needs.  A legislatively required, recurring regulatory forum for reviewing possible goals and the corresponding service designs and procurement processes would increase the likelihood of satisfying customer needs.    

IV.
Regulatory Oversight of Utility Procurement – Lessons From Other States 


A common result of retail restructuring throughout the U.S. is the absence of significant, persistent customer migration to competitive suppliers (ARES in Illinois), particularly among residential and small commercial customers.  This result is somewhat striking given the vast differences in the market structures and policies implemented by different states.  While competitive markets for small customers ultimately may develop, in the interim such customers continue to rely primarily on their local utility to procure the necessary power supply.  Thus, all states approaching the end of their original transition period for initiating retail access have had to adopt (or continue) policies and procedures to ensure the procurement of economical and reliable supply for non-shopping customers.  Following is a brief summary of the approaches adopted by five states; Maine, New Jersey, California, Pennsylvania, and Maryland.  These states represent a good cross-section of restructuring approaches.  One key finding from this review is that there is no “right” solution; the approach adopted depends greatly on a state’s policy preferences and unique circumstances.  Moreover, a state’s power procurement policies need to be compatible with the underlying wholesale and retail market structure. 

Maine 

The Maine Public Utility Commission (MPUC) administers a periodic, competitive auction to procure standard offer service (SOS) for the state’s electric distribution companies (DISTCOs).  The requirement for a competitive auction was established in the state’s restructuring legislation.  Maine wanted its electric utilities out of the generation business and therefore required them to divest all generating facilities prior to March 1, 2000, the date that retail competition began for all customers.  The MPUC establishes an RFP to solicit and select bids to supply SOS.  Marketing affiliates of DISTCOs may not provide more than 20% of the SOS in the affiliate’s service territory unless required to do so by the MPUC.  A DISTCO may be directed to acquire some or all of the necessary SOS if the MPUC receives insufficient and/or unacceptable bids.    


The results of the initial SOS auction, for service beginning March 1, 2000, were only partially satisfactory.  The MPUC accepted bids for some DISTCO service areas but rejected bids for some or all customer classes in other service areas.  Where bids were rejected, the DISTCO was directed to procure wholesale supply through bilateral contracts.  After the first round of bidding, the MPUC amended its SOS rule to give itself more flexibility and therefore improve the likelihood that the RFP process will yield satisfactory results.  Much of the flexibility comes from not setting out specifics in the SOS rule itself but in the Requests for Bids.  


Subsequent SOS auctions proved to be more successful.  Today, all wholesale supply for SOS was awarded through the MPUC’s auction process.  Moreover, the price of wholesale power supply has been trending downward.  In large part, this reflects a favorable generation situation and lower wholesale power prices in the Northeast (especially in Maine, a generation pocket).  However, by making its auction process more flexible, the MPUC has increased its ability to take advantage of relatively low prices.  For example, in the initial SOS rule, the MPUC only could procure power for a term of one year.  Its current rules allow the MPUC to accept SOS bids for a period of greater or less than one year. 

New Jersey
Retail choice began in New Jersey for all customers on November 14, 1999.  Post-restructuring, DISTCOs in New Jersey initially provided bundled power service under traditional arrangements, subject to a price cap.  For the four-year transition period from August 1, 1999 through July 31, 2003, the price for Basic Generation Service (BGS)—New Jersey’s terminology for standard offer service—was preset and decreased slightly over the transition period.  In a series of restructuring orders, the New Jersey Board of Public Utilities (BPU) directed each of the state’s DISTCOs to file specific proposals to implement a Request for Proposal (RFP) process for BGS for Year 4 of the transition period (August 1, 2002 through July 31, 2003).  In response to this directive, the DISTCOs jointly proposed and ultimately received the BPU’s approval to obtain BGS through a state-wide descending clock auction process. 


The descending clock auction is a multi-round process in which potential suppliers bid to provide full requirements service to slices or “tranches” of customers within each class for a given utility.  The requirements of the four separate DISTCO territories in New Jersey are cleared simultaneously.  Two auctions have been conducted to date.  The first auction was for BGS supply for the period August 2002 through July 2003 while the second auction was for BGS supply for the period August 2003 through May 2004.  Overall, the BPU has been pleased with the result of the auctions.  Both auctions have yielded sufficient supply at prices deemed reasonable by the BPU.  These results, however, undoubtedly reflect the favorable current wholesale market in the PJM region.      


The New Jersey DISTCOs have proposed that they continue to procure BGS via two simultaneous, multi-round descending clock auctions.  One auction would be for larger commercial and industrial customers and would be for the provision of hourly-priced service.  The second auction would be to procure fixed-price service for all other customers of all four DISTCOs. 

California
The wholesale market power crisis that struck California and the western U.S. in general over the May 2000 – June 2001 period is well known.  As a result of this crisis, California has largely, though not entirely, retreated from retail competition.  Over the last two years, legislation and regulations have been implemented to guide utility procurement planning going forward.  After the disastrous experience with the California Power Exchange (PX), which by statute was the primary source of the state’s power supply, California understandably is leery of relying on spot markets to any significant extent and is instead moving toward something more akin to the integrated resource planning in place prior to restructuring.


California is evolving toward an industry structure in which DISTCOs will be the primary providers of generation services, through a combination of long-term contracts, short-term purchases, and self-building.  In September 2002, energy legislation was passed which requires electric utilities to file procurement plans periodically with the CPUC.  Under this law, a utility’s power procurement plan must include, among other things, 

1)
A competitive procurement process; 

2) 
An assessment of the price risk associated with the DISTCO’s proposed portfolio;

3)
Upfront standards and criteria by which the acceptability and eligibility for rate recovery of a proposed procurement transaction will be known by the DISTCO prior to execution of the transaction.  This should include an expedited approval process for the CPUC’s review of proposed contracts and subsequent approval or rejection thereof; 

4) 
A plan to achieve appropriate increases in the diversity of ownership and diversity of supply of non-utility generation; and 

5)
A diversified procurement portfolio consisting of both short-term and long-term supply and demand reduction products.  

The CPUC will specify the format of the procurement process, as well as criteria to ensure that the auction process is open and adequately subscribed.  The cost of purchases made consistent with the CPUC-authorized process will be recovered in rates.

On January 22, 2004, the CPUC issued an order establishing a regulatory framework under which the state’s IOUs will resume their full power procurement responsibilities.  The CPUC framework endorses a hybrid market structure, with the utilities able to own generation, and other generators competing to provide new supply through a Request for Proposals (RFP) process.  Utilities must meet a reserve margin requirement no later than the beginning of 2008 and must forward contract 90% of their load plus reserves a year in advance for the summer months.  Utilities are directed to meet resource needs first through cost-effective energy efficiency, demand response, and renewable resources prior to considering the addition of conventional supply or transmission resources.


California clearly is implementing one of the more flexible “phase 2” (post-transitional) models in existence.  Under their new procurement framework, there is very likely to be some upstream reintegration and extensive DISTCO involvement in supply-side (and demand-side) resource planning and development.  At the same time, the requirement to include some form of competitive procurement process in each plan shows that California does not wish to abandon the wholesale market.

Pennsylvania
Pennsylvania does not require its DISTCOs to competitively procure generation for standard offer service (SOS).  Several utilities’ SOS needs are supplied largely by their affiliated GENCOs.  However, the state has sought, with limited success, to auction retail customers and their associated load requirements to competitive retail sellers.  


Retail choice was phased-in beginning September 1998.  By January 2, 2000, all Pennsylvania customers were allowed to choose their retail electric provider.  Under the state’s restructuring legislation, DISTCO’s were required to provide SOS until January 1, 2006, at capped prices.  Pennsylvania’s restructuring law did not require DISTCOs to bid out a portion of their SOS load, but most agreed to do so in their restructuring-related settlement agreements.  The process of bidding out a portion of SOS load is known in Pennsylvania as Competitive Default Service (CDS).  The idea is to bid out a portion (e.g., 20%) of a DISTCO’s SOS load to a competitive retail seller.  The provider of CDS then would be responsible for procuring the wholesale supply necessary to serve its customers.  

Auctions for CDS generally have not been successful because the market price of power has been greater than the allowed price of generation (i.e., shopping credit) embedded within SOS.  For example: 

· GPU received no responses to supply 20% of its SOS in 2000.

· West Penn Power attempted unsuccessfully to bid a portion of its SOS in 2000.

· Duquesne Light awarded 20% of its SOS customers to AES Energy Supply, who in turn awarded them to Dominion Peoples Plus, a subsidiary of Dominion Power. 

· PECO awarded a SOS contract for 20% of its customers to the New Power Company.  PECO customers assigned to the CDS received a 2% discount on SOS.  However, New Power went bankrupt and these customers reverted to PECO.

Pennsylvania’s difficulty in establishing CDS demonstrates that it is difficult for competitive suppliers to compete with fixed-price SOS unless the latter is above current and projected market prices by a non-trivial margin.

Maryland
Maryland, like New Jersey, is transitioning from utility-provided SOS subject to a retail rate freeze to a market-priced SOS in which the wholesale power supply is procured competitively.  A state-wide competitive procurement process recently was accepted to by a wide array of stakeholders and will be implemented this year.  Only the wholesale supply function will be bid out; the state’s DISTCOs will continue to be the retail provider of SOS.


As of July 1, 2000, all retail customers were allowed to choose their electric supplier.  The restructuring legislation mandated retail rate reductions for at least a four-year period (the minimum transition period).  The Maryland Public Service Commission (MPSC) established a working group to develop a competitive procurement process for SOS to go into effect at the end of the transition period.  Under a settlement agreement worked out through a stakeholder process, SOS supply will be procured based upon a model RFP and a model full requirements service agreement (FSA).  The procurement process is for full requirements wholesale electric supply to meet the SOS retail load obligations of each DISTCO.  (“Full requirements” means that the supplier is obligated to cover all of the transmission capacity, load-shape following, ancillary services, line losses, and other needs of converting wholesale generation into retail service, not that there is sole-source contracting for the entire retail load.)  The model RFP is a relatively straightforward, single-price sealed bid auction.  However, to diversify supply a multi-tranche bid process will be used.


Maryland is implementing an approach—mandatory competitive procurement of wholesale power supply via single-price RFPs—that is similar to Maine’s.  However, unlike Maine there are no “rules” for competitive procurement; instead, there is a model RFP established by Settlement and approved by the MPSC.

Insights and Implications for Illinois

The above shows that states with restructured electric markets have adopted a variety of approaches and procedures to govern their jurisdictional utilities’ procurement of wholesale power supply.  Overall, the trend is toward mandatory competitive procurement, but the form of competitive procurement varies significantly across states.  In some states (e.g., Maine) the auction is run by the Commission and procurement is done on a staggered, utility-specific basis.  In other states (e.g., New Jersey, Maryland) the auction is run by the utilities, with state oversight, and power is procured simultaneously on a state-wide basis.  Other states (e.g., Pennsylvania) have sought to “spin off” a portion of the utility’s SOS customers to competitive retail sellers, which shifts some of the responsibility for procuring SOS supply to non-utility entities.  States which were “burned” by competition, such as California, are returning to an industry structure in which DISTCOs are again responsible for procuring incremental power supply, albeit at least in part through a utility-specific competitive procurement process.  However, one common thread in all of these approaches is that utility arrangements to procure wholesale power supply for their non-shopping customers must be reviewed and approved by state regulators.           

Based on our review of (and often involvement with) the experiences of the preceding states, as well as those of other states not summarized here, we believe there are several important lessons that Illinois should consider in its development of power procurement guidelines.  First, it takes time to get the necessary procurement procedures and guidelines in place.  Even if an informal process (e.g., an ICC-sanctioned working group) is established to develop a “consensus” proposal, it undoubtedly will take time for this group to research, discuss, debate and ultimately agree on a proposal.  If informal processes prove to be unsuccessful, the ICC would have to establish a formal hearing to develop procurement guidelines.  Given the host of complex issues it raises, power procurement does not lend itself to an “accelerated” hearing schedule.  In addition, other states often have found a need to revise their procurement guidelines.  Thus, even though the need to have procurement guidelines in place in Illinois may not be immediate, it makes sense to start the process as soon as possible to have guidelines in place once the existing set of wholesale power arrangements expire in 2006.  

Second, regardless of the specific procurement process implemented, it is very important that the ICC continually monitor the state of competition in the wholesale and retail power market.  This way, the Commission is less likely to be surprised by the price of power offered in bids or via bilateral contracts or other terms and conditions of such offers (e.g., escalation clauses, buy-out provisions).  Detailed, before-hand knowledge of the status of the wholesale market gives the ICC an opportunity to adjust the procurement guidelines in light of such information (e.g., direct the purchase of relatively long-term PPAs in a favorable market and relatively short-term PPAs in an unfavorable market) and to better evaluate wholesale power offers.  By making the ICC more informed about current and projected market conditions, the ongoing gathering and review of market intelligence also should reduce the time devoted to after-the-fact review of PPAs.

A third insight is that outright prohibition on affiliate purchases is essentially impossible, except where most (if not all) generation has been divested to third-parties (as in New England).  In most retail access states, it is still necessary for utilities to take some of their supply from affiliated GENCOs (i.e., an affiliated company that provides wholesale power supply), simply to satisfy peak demands, and this is likely to be true in Illinois because affiliated GENCOs own or control significant portions of the regional supply base.  The goal therefore should be to design fair and transparent competitive procurement processes in which affiliated GENCOs can compete to win such service contracts, rather than have them be assigned by default.  It may well be the case that an affiliated GENCO has some of the most competitive resources available in the market region.  If so, it should be in a good position to win a share of its utility’s supply contracts through a competitive process designed to yield just and reasonable prices.  Regulators need to play an active role in determining whether market circumstances and the transparency and competitiveness of utility procurement practices support such a finding. 


Finally, a key lesson from other states is the need for and value of flexibility.  Wholesale market conditions undoubtedly will change.  While the likelihood of a California-style market meltdown occurring in the Midwest in the foreseeable future is low, markets here as elsewhere will go through boom and bust cycles.  In addition, the Midwest wholesale market will evolve from one that today relies primarily on bilateral contracts to one that relies more on centralized spot markets once the Midwest ISO implements its “Day Two” market design.   An auction format or bilateral contracting approach that works well in one kind of market may not work well in another.  Maine decided that its initial auction rules were too rigid to take proper advantage of market opportunities.  After being burned by its decision to rely heavily on spot energy markets, California appears to be implementing an approach that encourages its utilities to procure a diversified portfolio of resources.  Flexibility does not mean that a utility “can do anything it wants to” Rather, it means that procurement guidelines should permit utility buyers to adjust to market conditions in an economically rational way in order to get the best deal possible for their retail customers.                 

However, flexibility in supply procurement processes involves a tradeoff for the utility that is making the procurement decisions, because of how it affects the ease of obtaining regulatory approval thereafter, which typically can only be more assured with more prescriptive approaches.  In order to have the best of both approaches, it is critical that there be substantial, before-the-fact regulatory agreement over what kinds of flexibility a utility needs in order to make advantageous procurement choices that are consistent with public policy goals.  Achieving this kind of balance will require that regulators become more involved, and certainly much better informed, before decisions are made.  It also requires that their involvement be increasingly to judge whether reasonable criteria and procedures for procurement management are applied, not ex post whether outcomes are as attractive as hoped.  

V.
Elements of a Recommended Procurement Planning Requirement

Typically, only a portion of a utility’s supply needs will turn over and need to be replaced or added from year to year.  Many supply resources will be long-lived, and annual system changes due to load growth or customer switching tend to be modest relative to the overall base of supply or total demand.  In fact, the continuity from a gradual rolling over of supply is probably a good thing for power supply management.  It can be one means of achieving some of the above goals of reliability, stability, and partial price efficiency.  Having a rolling mix of resources also reduces some of the potential for disappointment or embarrassment if a large portion of future needs are acquired all at one point in time, only to discover a few months later that prices would have then been more favorable.  Moreover, if market prices happen to fall shortly after a major commitment is made, there could be a big increase in customer switching to ARES, leaving the utility with an oversized, overpriced portfolio and no place to sell it all except back into the market at a loss.

Below, a possible sequence of analyses and decision steps, including regulatory communications and review are described, for procurement of power by Illinois utilities in rolling installments such as just described.  This sequence is a framework for procurement that could be codified legislatively to 1) clarify how the utilities should procure adequate, reliable and economical generation supply for non-shopping retail customers and 2) establish a regulatory review and approval process that creates a reasonable degree of certainty that utilities will be able to recover the cost of purchases or investments that are consistent with an approved plan.  Such rules should at the same time allow the post-restructuring markets and services to evolve.  

1. Market conditions assessment – a periodic report to the ICC to identify needs and constraints on supply options to be considered, over both a near- to mid-term horizon and a long-term outlook.  The shorter term horizon is one over which it is essential that the utility obtain firm resources to meet expected load, and within which it is not feasible to develop new supply.  The view to the longer horizon is necessary to determine whether the market is likely to continue to be able to provide adequate resources, or whether some sort of intervention or development by the utility is likely to be required.   This assessment must look at market conditions at three levels: 

a. Wholesale:  What is the adequacy of existing and projected reserves? the number, size, and viability of potential suppliers?  the transmission deliverability limitations on the feasible pool of suppliers?  the recent and likely quality of regional competition?  In short, this analysis addresses whether the wholesale market appears to be workably competitive, such that solicitations from it can be the primary, default means of utility procurement.

b. Retail:  Demand for utility service vs. service from ARES must be assessed to determine credible supply requirements that reflect current and prospective switching customers.  This will depend on the number and viability of ARES and the gap between POLR prices and offerings from ARES (or equivalently, wholesale forward prices adjusted upward for retail adders like risk management, customer procurement, line losses, ancillary services, and reserve requirements).  In addition, this analysis should consider the preferences of retail customers.  That need can affect what terms are sought in power solicited from wholesale suppliers, and/or the need for financial hedging.

c. Financial:  Recently, the electric power industry has been set back somewhat by the weak financial condition of many generators, marketers, and some utilities.  Any such credit or balance sheet weaknesses in the regional suppliers may make it necessary to use longer term, less risky forms of power purchase agreements.    Likewise, poor financial health for a utility may dictate that risk move either upstream to the suppliers (e.g., outsourcing all of the load following costs and complexities of retail service) or downstream to the customers (e.g., via shorter contracting horizons whose costs more nearly flow-through in bills).   (Note that it is not necessary to rely upon affiliate contracting to address or avoid this problem, as regulatory rules for cost recovery and risk allocation between the utility and its customers can be used to help mitigate this issue.) 

2. Choice of goal priorities and metrics – The list of goals and constraints that was described above needs to be reviewed and prioritized, first by the utility according to its perception of recent market conditions and its needs, and then by/with the ICC, to validate or modify the utility’s priorities.  Given the intrinsic volatility of the market, as well as the uncertainty surrounding its future condition, there will inevitably be times when the utility will offer a market interpretation and a set of procurement priorities that will not match the views of other market participants.  It is important at such junctures to make sure there is a reasoned debate over what future conditions are most realistic and most worrisome, rather than to let a supply plan be chosen that achieves coverage but might unnecessarily depart from competitive market procurement when that would still be feasible or productive.  It is also important to agree on how to measure success in achieving the preferred goals, as well as on the limits to which each goal is controllable. 

3. Analysis of net shortfall between capabilities of existing supply portfolio (including hedging instruments) and future needs/goals – The shortfall in capacity, energy, or hedging must be quantified and studied as to its likely size and possible growth under extreme conditions.  This analysis sets the supply targets for the coming months and years, subject to agreement over how much risk to leave open (i.e., how extreme or unlikely a scenario to try to cover).  Those decisions about appropriate risk targets are important public policy questions, since it becomes increasingly expensive to eliminate rarer and rarer events, and there may be better mechanisms than incremental supply coverage.          

4. Feasible pool of suppliers and their generation mix – The type, size, and duration of the supply and hedging gaps determines the type of resources that can be used to solve the problem.  For instance, it may be that a key concern in some review period is not the expected load but the contingent load, i.e., the potential load increase if and when market prices should rise and a wave of prodigal customers should return from ARES to utility service.   For such circumstances, having call options or access to peakers with low carrying costs may be preferred to obtaining base-load capacity.   

One issue that is likely to be debated periodically is the extent to which prevailing transmission capacities restrict the size of the pool of feasible supplies.  Having a firm transmission path will often be very important, perhaps sufficient by itself to determine the size of the relevant supply pool.  On the other hand, no path is perfect under all circumstances, and imperfect paths may be upgradeable or indemnifiable (if locational market prices and transmission congestion rents will be used by the RTO).  If modest, timely upgrades are feasible, or the costs of congestion do not look too overwhelming, it may be possible to include a larger pool of candidate resources in the procurement competition.     

5. Procurement methods applied to solicit resources – As described in broad terms above and in detail in the Appendix to this report, several methods of competitive procurement have now been tested and refined by utilities and their regulators in other jurisdictions.  Each Illinois utility and the ICC should agree on a set of procedures that fit the currently identified goals and market conditions, and that can be designed and largely approved in advance, provided they attract a sufficient number of competing suppliers.  

6. Solicitation results – The results of a solicitation that is conducted according to transparent, standard procedures can be quickly summarized and reviewed.   This will allow speedy execution of contracts with the winners, while their bid terms are still current and consistent with the market outlook.  To the extent the solicitation is non-standard, e.g., for customized products, then it will be necessary to have a more detailed description of what offers were extended and how the chosen offer(s) enhance the achievement of policy goals.   

7. Extent of reliance on affiliated supplies – Since Illinois utilities have not generally divested all of their generation plants to third-parties, it is very likely that some portion of their supply needs will be met by affiliated generation.  To the extent this occurs as an arms-length outcome of a competitive procurement process that any supplier could enter, and there is no evidence of self-dealing or market power in that process, then the affiliated contracts should be approvable for use and for cost recovery by the utility.  To the extent those contracts are awarded under more private, customized negotiations or design that was not open to competition, extra regulatory scrutiny will be required.   

8. Sufficiency/shortfall of forthcoming attractive supply relative to needs – The primary focus of the supply plans that are periodically reviewed by the ICC should be the next few years ahead of the review date.  This is the horizon over which forward prices are generally available in the wholesale markets, and over which the prospective balance between new generation under development and future market needs can be assessed.  Beyond a few years, it is possible to begin developing de novo resources (or new, pro-developmental regulatory policies) if there is an apparent shortfall that the market does not seem likely to otherwise fill.  Thus the focus of the longer term look should be on whether or not there is reason to fear a future “bust” cycle (as the counter-part to any current “boom” in supplies) and what can be done about it.  Occasionally, it will also be the case that attractive long-term offers arise, such as the opportunity to buy a recently constructed plant at a bargain price or to enter an attractive 10-year or longer PPA with some GENCO.  These should be reviewed to see whether their approval would involve “bypassing” competitive processes that might otherwise be feasible.  It may be appropriate to benchmark such arrangements against the development cost of similar alternatives, when they are sufficiently different from prevailing market offerings that directly comparable transactions are not apparent.   

VI.
Conclusions 

We recommend that Illinois enact legislation that would require Illinois’ utilities, applying the above procedures, to file for approval with the ICC the various reports and analyses identified above at regular intervals, perhaps annually, in order to gain approval for their market assessment, goals, procurement methods, and obtained supplies.  Resources already procured in accordance with previous regulatory reviews would continue to be utilized and compensated, while new resources would be procured on a continuing basis over the coming year, subject to the procurement procedures and review criteria approved through the annual review.  The key feature of this approach to planning and review is that it does not standardize a fixed set of criteria or protocols for procurement solicitation and review.  There is no standing obligation to use auctions vs. bilateral contracts, or to buy a stated mixture of generation from different technologies or companies, or to use a fixed scoring system to evaluate the offers.  

Instead of standardization, the intent of this process is to reach public agreement on the economic and other goals to be considered, to identify procurement approaches that are consonant with those goals and the current state of the market, and to provide appropriate reporting, review, and repositioning at regular intervals.   This will allow the utilities to differentiate their approaches, both to reflect their own particular circumstances and to use experimentation to identify administratively attractive methods.   Likewise it will protect customers and suppliers from decisions by utilities that might seem to unilaterally, arbitrarily, or inconsistently define their own terms for meeting their own objectives.   By virtue of this process protection, e.g., rate stability, or very long term reliability, or fuel diversity cannot suddenly become a super-ordinate goal that trumps all others, absent a public debate over whether that makes sense.   

This high quality of information exchange will allow the ICC to better fulfill their charter to balance the interests of customers and utilities with efficient, low cost resources for which the utility can be confident of cost recovery.  While regulators cannot be expected to provide iron-clad guarantees of cost-recoverability in advance of realized costs and performance, resources procured under these annual guidelines and reviews should be generally able to withstand prudence challenges.  These plans will have been publicly tested against information available at the time of the decisions, and any potential for self-dealing under artificially favorable terms will have been addressed before approving the plans.  As such, where a utility’s actions are consistent with their plans, there will be little that can be legitimately criticized after the fact, even if the chosen resources do not end up perfectly matching needs.   Strong assurance of cost recovery is likely to be important to the credit-worthiness of the utility as a wholesale power purchaser, hence to its costs or access to supplies.  That confidence (or lack thereof) will in turn affect the depth and competitiveness of the wholesale power markets willing and able to serve Illinois customers.  

From the suppliers’ point of view, having a legislated framework for how utilities should seek to rely upon the wholesale market for their supplies is also stabilizing and beneficial.  Making the utility an arms-length user of the wholesale market whenever possible gives suppliers assurance that a utility cannot and will not occasionally radically alter its procurement practices to focus on a narrow class of assets or suppliers.  Continuity of approach will help foster market competitiveness:  If suppliers were to perceive the utilities as hostile to, or unduly at risk for, market procurement, then they might be disinclined to develop more resources in Illinois.  Eventually, this would lead to a situation in which the utilities indeed must turn to their own affiliates or their own new resources to meet needs, even though that self-fulfilling outcome might have been unnecessary.  

Customers also will benefit from new legislative guidelines for the review and approval of utility power procurement.  Well-designed procurement guidelines and processes, coupled with appropriate regulatory oversight, will foster the purchase of economical and reliable power supplies.  Long-term PPAs with competitive suppliers will facilitate reasonable rate stability and critical protection against rate shocks for those customers that are very unlikely to seek out, or be sought by, an ARES.  Of course, rate stability will not be equally appealing or necessary for all customers.  Some customers may have potential to make a portion of their demand price-responsive, or to pursue self-generation or other opportunities that are not fully consistent with fixed-price service.  A legislatively required, recurring regulatory forum for reviewing possible goals and the corresponding service designs and procurement processes would increase the likelihood of satisfying evolving customer needs.  

Finally, it is important to re-emphasize how favorable the Illinois circumstances currently are for developing a useful legislative framework for post-restructuring electric power supply planning.  There has been some meaningful large-customer switching under retail choice, and there is enough of a supply pool relative to projected needs to minimize supply adequacy concerns for several years.  This means there can be a measured, temperate discussion of how to preserve and extend these circumstances, rather than a rushed, controversial move to repair dysfunctional markets.  Win-win outcomes are possible, rather than the zero-sum or even negative-sum outcomes that are more likely when policy decisions are made under stress, in which there is a need to rectify (and a temptation to find blame for) a failing structure.   It is also important to re-emphasize that developing widely accepted procurement guidelines and protocols takes time.  Illinois has the opportunity to use the remainder of its transition period (through 2006) to make sure that it emerges from that transition with a platform that works well.  With the proper regulatory venue to debate and refine a joint understanding of the foreseeable needs and opportunities in the power markets, the utilities, their customers, and their suppliers can all be made better off.
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� 	See MAIN Reliability Assessment 2003-2012 and MAIN Load and Resource Report, Summer, 2003, Prepared by the MAIN Audit Team.  Both reports are available at www.maininc.org/files/files.htm  


� 	The recommendations in this paper are specific to the regulatory and market conditions that prevail in Illinois.  Each retail access state is facing its own market circumstances and needs that may require different policies from those we describe herein. 


� 	Note that rate stability is sometimes proffered by utilities  as a justification for using long-term supply contracts with affiliates, but in fact rate stability is partially separable from supply procurement decisions, to the extent that financial hedges can be obtained to protect customers from unwanted aspects of the variability of supply costs.  


� 	Again, these are issues that would not typically be of concern to the FERC in its review of wholesale power sales contracts among Illinois suppliers and buyers.  A three-year or a ten-year procurement process is equally acceptable to the FERC. 





� 	Note that assessing the adequacy of reserves and the quality of regional competition requires some care in specifying the extent of the relevant market





