Peabody Energy’s Response to

Illinois Commerce Commission Post 2006 Initiative

Final List of Issues
Introduction

Peabody Energy respectfully submits initial comments regarding the Illinois Commerce Commission’s Post 2006 Initiative.  Peabody Energy has a unique perspective on electric/energy supply and price issues in Illinois as well as the United States.  Peabody Energy, based in St. Louis, Missouri is the largest private coal producer in the US and the world, supplying coal that from which 9.8% of all the US electricity is derived.  Peabody’s US production spans all the major US coal basins with the exception of the lignite fields in Texas and North Dakota.  Peabody Energy is the largest coal producer and coal reserve owner in Illinois and as a result is also a large energy consumer in Illinois.

Peabody Energy is also the industry leader in developing the next generation of new very clean coal plants that will be used to provide reliably low cost electricity for the next two generation.  Peabody is currently developing a total of 3,000 MW of new mine-mouth coal plants in the Midwest including the 1,500 MW Prairie State Energy Campus which will be located in Southwest Illinois, 40 miles southeast of St. Louis, near the town of Marissa.  This over $2 billion dollar investment, will be the largest single investment in Southern Illinois and will create a peak of 2,500 construction jobs during its 4 year effort as well as approximately 450 long term, high paying skilled trades jobs between the mine and the plant.

Peabody Energy believes that US energy and electricity policies should be very mindful of the reason the US and various states within the US have low cost electricity.  That reason is the plentiful low cost coal generation in the various regions of the US.  Coal is used to produce over 50% of the electricity in the US.  Consumers in states the have less than 33% of their electricity from coal generation pay on average over 60% more for their electricity than consumers in states that have more than 66% of their electricity from coal.  Unfortunately, the State of Illinois has not benefited from low electricity prices like other coal rich states like Kentucky, Indiana, West Virginia, Wyoming and Utah, who have over 94% of their electricity from coal and have electricity prices from 4.4 – 5.4 cents/kWh and are 5 of the six lowest cost states in the US.  Illinois consumers on the other hand has under 50% of their electricity from coal and pays over 7.0 cents/kWh, even though it is the state with the second largest coal reserve in the US.

With the projected need for electricity over 40% more electricity over the next 20 years and an existing set of baseload assets (coal, hydro and nuclear) reaching their output, limits over the next 5 – 10 years, the US has to begin constructing the next generation of low cost baseload generation.  Given the supply shortfall of natural gas and the increased demand and subsequent 2 – 3 fold price increase for natural gas, it is clear to all industry participants that natural gas generation will not be the source of low cost generation in the future.  As a result, such source for affordable electricity will be new, very clean, low cost coal generation, which in Illinois’ case will likely be fueled with Illinois coal.  Such projects will take 4 –5 years to construct after they have went through the 2 – 4 years of development.  In order to bring such projects to reality to the benefit of electric consumers in Illinois and the Illinois economy, longer term (10 – 20 years) electricity contracts for a significant portion of the power will be required to finance such projects.

With this in mind, the electricity procurement strategies and policies need to develop in a way that is consistent with the desire to provide low cost, reliably affordable electricity from Illinois fueled coal generation (both new and existing generation).  This will require a slice of the power portfolio contracted for over a 10 – 20 year period to allow this new coal generation the opportunity to be developed and financed.  Doing so will also align with Governor Blagojevich’s economic platform of reviving the Southern Illinois economy and providing low cost electricity with new, very clean Illinois based, Illinois fueled coal generation.

With this as a backdrop Peabody Energy has the following responses to some of the Post 2006 Initiative Issues.

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?

The overarching goals should be to provide electric customers with affordable, low cost electricity, which is relatively stable in price and reliable in service.   This is done via an efficient wholesale market with suppliers developing a portfolio of contracts that minimizes the exposure to price volatility or step function changes in prices.  The market must be free of market power or where the potential exists, power procurement processes must be extremely transparent to regulators and the customers or alternatively, must be conducted by 3rd parties.
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 strategies that best achieve providing electric customers with affordable, low cost electricity, which is relatively stable in price and reliable in service, are to create efficient wholesale market with suppliers developing a portfolio of contracts that minimizes the exposure to price volatility or step function changes in prices.  This portfolio should be developed with an array of contracts of varying lengths (from 1 to 20 years) and suppliers (to manage credit exposure to any one supplier).  The varying lengths of contracts is important to minimizing the renewal risk of entire portfolios in the same time period especially when many of the contracts will be priced off of volatile natural gas prices used to generate the marginal MWh.  Having a slice of long-term contracts (10 – 20 years) also provides opportunity for new generation, particularly low cost, stable priced, very clean coal generation, to be developed in Illinois.  Such capital intensive and long construction period (4 – 5 years) investments, cannot financed and developed without some level of contract certainty for the first 5 – 15 years of operation (which is 5 years after construction begins).
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? 

No response at this time.

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?
To the extent the procuring utility has an unregulated arm participating in the bidding process to provide electricity, the process must be extremely transparent to the regulators, electricity consumers and bidders.  Alternatively, a 3rd party with overall purchasing requirements and screens developed in advance must conduct the bid process and evaluation.

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?
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 exposes it to financial risk depending upon market behavior?

If the conditions in Issue 4 are met and there is not gross negligence on the part of the distribution utility, they should have minimal exposure to the commodity risk of the procurement process.

7)
How do we expect wholesale electricity prices to behave in 2007 and beyond?  Apart from their level, how volatile will they be?  
Electricity prices (especially on-peak prices) will remain very volatile as a result of volatile natural gas prices, which will set the market price of power in 2007.  This volatility will result from a diminishing US natural gas supply base, increased natural gas demand and further reliance on international produced LNG, which will price internationally off of crude oil.  Given the geopolitical and risks and resources constraints, natural gas is likely to be even more volatile and higher priced (at least for periods) than it is currently.  Also given the fact that we will almost fully utilize the existing coal and nuclear fleet in the US by 2007, the US will have no choice to use more gas based generation until lower cost coal plants (likely mine-mouth using local coals) can be developed and financed.  Even the off-peak prices will become more volatile as the existing baseload facilities are fully utilized over the next 4 – 8 years

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?
The amount and type of generation available to serve Illinois load beyond the existing Illinois resources will depend in large part upon the upgrades to the Illinois transmission system.  If the relatively weak Southern Illinois transmission system and its ties to the rest of the state and other states are upgraded, several more new very clean low cost Illinois coal fueled plants will be developed (assuming reasonable procurement strategies and rules are put in place).  If little upgrades to the Illinois transmission system are made, almost all new generation in the state will have to be made near the loads and that will likely mean that high cost natural gas plants will have to be developed to serve the load.

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 wholesale market structure will not be the different in 2007 other than removal a pancaked transmission rates (assuming the seams is resolved in this fashion).  Far greater structural impacts will occur if/when transmission enhancements are made to the Illinois system to better tie the relatively weak Southern Illinois transmission system to the Northern Illinois and adjoining states’ transmission systems.

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?

On the short term, vigorously support the removing pancaked transmission cost between the RTO’s.


In the long term, vigorously support multiregional transmission analysis and plans to identify regional and multiregional transmission bottlenecks that limit the flow of low cost power and the development of new low cost generation near the fuel source (the Illinois coalfields).  Plans, such as the one MISO developed last year, provide tremendous guidance to State regulators and legislatures as the types of regional and multi-regional infrastructure projects needed to provide affordable electricity in an entire region.  The Commission also needs to view transmission upgrades as a market enabler and an insurance policy against any number of risks in fuel price volatility and supply risk, weather events, and local generation market power, etc.

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?

No, transmission enhancements across weak areas in Illinois must be added to increase customer access to regional resource and develop new low cost Illinois coal based generation in Southern Illinois.  Areas of consideration include 345 kV additions/upgrades of Sidney to Rising, Norris City to Albion, Pawnee to Roxford, Newton to Merom and Baldwin to Rush Island.  These lines were identified by MISO in the 2003 Transmission Plan as upgrades of value to customers, in that they reduced the overall price of electricity to customers, paying for themselves in 1 – 4 years depending on the gas price assumption that one uses.

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?

No comment at this time.

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?

Unless transmission is enhanced/added, the economic methods of addressing the RTO congestion will have little impact on the competitive generation market other than to create a new way to fight over the same scarce “piece of the pie.”

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? 

Utilities especially those with unregulated generation affiliates should procure through an open and transparent bidding process which could under very strict guidelines be conducted by the utility, but preferable would be conducted and analyzed by an independent 3rd party.

15)
Should power acquisition practices be structured any differently where wholesale markets are not fully competitive?

Given the 2 major utilities are also the major unregulated generation owners and that without such generation, the load in Illinois cannot be fully served, it should be presumed that the markets are not fully competitive and that very open and transparent bidding process using preferably 3rd party evaluators is required.

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 the utility also has unregulated generation, which it may purchase from, the entire bidding process, need and data used to evaluate bids against need must be public and transparent.

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?

Utilities should have reasonable credit policies for procurement.

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?

No comment at this time.

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?  

No comment at this time.

20)
Should energy efficiency be deployed as a supply substitution resource?  If so, how? 

Energy efficiency should be viewed as modification to the load requirement of the LSE.

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?

Energy efficiency beneficiaries are primarily those who reduce the energy consumption and the benefits come in the form of lower energy purchases and therefore cost.  Little other incentives are usually required or appropriate.

22)
Should utilities be required to use a designated percentage of renewable energy as part of their supply portfolio?

No, customers should have the choice but not be required to pay higher electricity cost for electricity portfolios, which mandate renewable percentages.  Retail access allows customers to directly do that.

23)
Should the utilities be required to use multiple supply sources rather rely on a single source?  What types of products should be procured?  Should utilities build a supply portfolio with standard products, or rely on the provision of full requirements products?  Should energy purchased through any of these methods be acquired in small units or in large blocks?  Why?

A portfolio of various contracts in terms of contract length, in terms of supplier and in terms of dispatch characteristics (peaking, intermediate and baseload) should be developed.  Use of full requirement contracts for entire utilities will potentially limit/eliminate any competitive alternative to those who have substantial unregulated generation holdings in the market area and therefore should not be allowed.  Also, RTO’s should be able to provide several of the ancillary service functions and therefore full requirements contracts from a unregulated affiliate should not be necessary.

24)
Should utilities be allowed to make any or all their purchases through an unregulated affiliate? Why or why not?

No, for several reasons.  First if a large utility procured all of its resource from one supplier, it would represent an unacceptable single event credit risk.  Second, if a large utility were to buy all of its electricity supply from its unregulated affiliate, it would represent tremendous exposure to market abuse allegations and litigations and would create a never-ending source of political friction.

25)
What additional safeguards, if any, should be included in purchase agreements and intercompany operating agreements between a utility and its affiliates?

Again the process must be completely open and transparent and should preferably have a 3rd party administering the process and analyzing the bids.

26)
Are there barriers to efficient development of co generation and self-generation, including but not limited to projects of a size and scope to permit them to serve multiple nearby industries that should be eliminated? If so, how can they be eliminated?  

No comment at this time.

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?

If open and transparent and free of fiduciary conflicts pre-approval of multi-year purchases should be approved as a way of ensuring price stability.

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?

We do not believe this case exists for the two major utilities in Illinois.

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?

Rate Issues
Most of the Rate issues of concern were addressed under the procurement responses.

Competitive Issues
74)
Are there specific actions the Commission can take, either through the FERC or other national or regional forums, to improve the competitiveness of the Illinois wholesale market, either through improvements in transmission availability or through better market design?

On the short term, vigorously support the removing pancaked transmission cost between the RTO’s.


In the long term, vigorously support multiregional transmission analysis and plans to identify regional and multiregional transmission bottlenecks that limit the flow of low cost power and the development of new low cost generation near the fuel source (the Illinois coalfields).  This analysis and planning should be done by independent RTO’s or transmission companies, which do not have affiliate owned generation.  Plans, such as the one MISO developed last year, provide tremendous guidance to State regulators and legislatures as to the types of regional and multi-regional infrastructure projects needed to provide affordable electricity in an entire regions.  The Commission also needs to view transmission upgrades as a market enabler and an insurance policy against any number of risks including fuel price risk, weather events, local generation market power, etc.

