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KEY ASPECTSOF ELECTRIC RESTRUCTURING AND
THEIR RELEVANCE FOR FLORIDA’SELECTRICITY MARKET

|. INTRODUCTION

This report andyzes the activities of those States that have begun to restructure their
verticdly integrated" dectric utilities and considers how their experiences may relate to Florida's
eectricity market. The report was prepared by daff of the Florida Public Service Commission
(FPSC) and is largely based on information obtained from original source documents such as dtate
satutes, rules, commisson orders and, to a lesser extent, trade journds and subscription services.
The report is organized according to seven key issue topics and associated policy questions that most
states have addressed as they restructure the electric industry. The seven topic areas are:

. market structure

stranded costs

electric sdles and revenues

customer issues

reliability and qudity of service

public purpose programs

. role and follow up of the state public service commission

A supplement to this report is avallable and it contains a state by state analysis of how each
state handled these policy areas.  Where the states are in the restructuring process varies gregtly.
Some states have just begun to restructure while others have had full retail choice for two and haf
years. Therefore, the manner and level of detail in which these areas have been addressed vary
substartialy. Moreover, any review of dectric restructuring activities must be viewed as a snap
shot in time because states are already modifying some of their early decisions on how to proceed
and other gtates are adopting rules and decisons for the first time.

Electric redtructuring generally describes the movement along a range of methods to
structure the dectricity market. At one end of the range is fully regulated monopoly eectric services
and at the other end are fully compstitive generation, metering and billing services:  When moving
dong the range from regulated to competitive, the fird step away from regulated is wholesale
generation competition. Wholesde generation competition is generdly a prerequiste to the
subsequent steps in the movement towards retall competition.  The eectricity market must have a
fully competitive wholesale generation market before it can sustain a competitive retail generation
market.

! A verticdly integrated utility is one that combines different stages of the production
process into one business unit. For example in the dectric industry, utilities that own the cod
mines, the eectric generators, the transmission lines and the distribution system would be
verticdly integrated.
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This paper primarily focuses on the policy implications of moving towards retal
competition, however, snce Florida does not have a fuly competitive wholesdle market, it aso
includes a discusson on policy steps needed to create a more competitive wholesde generation
market.

Phrases such as redtructuring, deregulation, competition, retall wheding, retall access, and
customer choice have dl been used to describe dectric restructuring. Regardless of the name
attached, what is generdly being discussed is the bresking out of generation services into a separate,
more competitive segment of the industry while the trangmisson and digribution parts of the
sarvice reman largedy regulated monopoly services.  In addition, in some dates municipa and
cooperative utilities are exempted from retail access requirements and continue to offer regulated
services within defined franchise aress.

In mogt states, not dl dectric utilities generate dl the dectricity they sl to their own retall
customers. Many smdler municipd and cooperative utilities and some investor owned utilities
purchase al or part of their customers eectric energy requirements from other utilities at wholesde
and resdl it to the end use customer. Nearly dl utilities purchase power from each other on an
opportunity basis when it is cheaper to purchase than to sdf generate.  These kinds of inter
company transactions are part of the wholesdle power market which is largely regulated by the
Federal Energy Regulatory Commisson (FERC).  This report only peripherdly discusses the
operations of the wholesdle market and the Federd efforts to enhance competition in this market
segment.  Indtead, this report largely focuses on the complexities of bringing competition to the
retall dectric market.

What is Happening in Other States

As of September, 2000 some 24 states’ have trangitioned or are in the process of trangtioning
to pamit retall choice. Many of these ates were initidly motivated to restructure as a means of
achieving lower rates and enhancing economic growth. Higher than average electric rates appear
to be the primary driver in these states. However, more recently several lower cost states such as
Virginia, Montana, and Oklahoma have passed restructuring legidation. Most states experimenting
with retail redructuring are using a phase-in system to alow some percentage of retail customers
to sdect from dternative dectric generation providers over a window of severa years. In a few
states, such as Cdifornia, Rhode Idand and Massachusetts, dl customers were alowed to choose
their generation supplier a once on a date certain.  Transmisson and distribution services (poles,
lines, substations, meters, and monthly hilling) will continue to be provided by a regulated utility.
Only the generation portion of dectric service will be subject to cusomer choice.  However, for the

2 The 24 gates are: Arizona, Arkansas, Cdifornia, Connecticut, Delaware, lllinois,
Maine, Maryland, Massachusetts, Michigan, Montana, Nevada, New Hampshire, New Jersey,
New Mexico, New Y ork, Ohio, Oklahoma, Oregon, Pennsylvania, Rhode Idand, Texas,
Virginia, Wegt Virginia
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mogt part, each of these three elements of service -- generation, transmission, and distribution -- will
be unbundled and priced separately on a customer’s hill. A few states are exploring the possibility
of making metering and billing services an unbundled and a competitive part of dectric service.

While it is too early to do a ful assessment of the beneficiaries of dectric restructuring,
because only two and a hdf years have passed since the first state initiated retail competition, the
evidence now avalable indicates that large industrid and commercia customers are the ones most
likdy to change generation providers if given retall choice. These customers appear to have the most
to gan from restructuring, since ther Sze and business experience give them the ability to negotiate
for lower rates or to inddl sdf-service generation. They aso appear to represent the primary market
segment to which merchant plants, brokers, and other aternative generation suppliers would most
likdy target. Smadl-use resdentid and commercid customers are less likdy to have meaningful
dternative generation supply choices in a competitive market and may be left paying higher codts.
In fact, recent experience with deregulated markets in California, the Midwest, and New York
indicate that eectric prices may not have declined with dectric restructuring and are certainly more
volatile than under a regulated modd.

Florida's Stuation

Florida is rather unique in many aspects of its dectric industry. Its utilities largely serve
resdential customers. Based on 1998 data, approximately 87 percent of al eectric energy is sold
to resdentid and commercia customers, with another 3 percent sold to other businesses such as
fams. Industria customers account for dightly more than 10 percent of sdes. Eighty-eight percent
of dl accounts on record as of 1999 are resdentid accounts. In addition, Florida is a rapidly
growing state with its total dectric summer demand growing at 3.2 percent per year during the
1990s. This represents aneed for over 1000 megawatts of new generation each year.

Florida's geography aso makes it unique, because being a peninsula limits Horida's &bility
to import power from surrounding states. Forida's only dectricad interconnection is with the
Southern Company and that interface will permit approximatedy 3600 megawatts of imported
dectricity, if the power is available, and if the transmisson system is operating at is optima leve.
For the summer of 2000 only about 6.4 percent of the peak demand is firm, contracted from imports
outsde the state.  This geographic feature dictates that Florida must rely on generation resources
within the state to ensure the rdidblity of service to its citizens. Toward this end, the FPSC has
recently approved a dipulation with the investor owned utilities (I0Us) that they will build and
maintain at least a 20 percent mandatory reserve margin.

Despite this rapid growth and limited import capability, Florida's dectric utility industry has
provided rdiable service at competitive prices. Forida's rates have been stable for more than a
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decade.® Adjusting for inflation, the price of dectricity in Horida has actud declined by 22 percent
gnce 1984. Compared to prices around the nation, at 7.1 per KWH, Florida's electric rates are
digntly above the national average of 6.7 cents per KWH. This is remarkable given Horida has
little low-cost hydropower, and dl generating fuds must be transported very long distances by rail,
pipeine, or water.

Restructuring Developmentsin Florida

Over the lagt few years the Horida Public Service Commisson has been monitoring what
iS happening in other states with respect to restructuring.  This instant report is a continuation of this
effort. Horida has not initiated retail choice, it would take formd legidative authority for retall
choice to be made available here.  During the 2000 legidative session, a bill was considered to set
up a sudy commisson to examine the energy dtuation.  While the bill did not pass, on May 3,
2000, Governor Jeb Bush established by executive order the Energy 2020 Study Commission.  This
seventeen person commisson was charged with studying al aspects -- including retail access and
wholesdle compstition -- of Horidas future energy needs and meking recommendations by
December, 2001.

With respect to Federd activities, the FHorida utilities, industry stakeholders, and FPSC staff
have been working to develop a forma filing in response to the Federal Energy Regulatory
Commisson’'s (FERC) Order 2000. This order requires dl FERC jurisdictiona utilities to either
file a plan by October 15, 2000 to establish a Regiond Transmisson Organization (RTO) whose
function is to independently operate the transmission systems; or, if a filing is not made, then each
utility must explain why they are not making such a filing. At this time, the FHorida utility share
holders are moving towards developing a for profit transmisson company into which some utilities
will sl ther assets and others will lease transmission assets to be operated by the independent
transmission manager.

Florida has long encouraged a robust, active wholesale market.  As early as 1978, the
utilities established a broker system to make short term power sales to each other when it was
cheaper than generating their own energy.  During the 1990s the utilities contracted for over 2500
MWs of firm capacity from cogenerators to supply power directly to the purchasing utilities.

Then in 1999 the FPSC issued a need determination certificate to permit Duke Energy LLP
to congtruct the first merchant power plant to file under the Florida Power Plant Siting Act. The
investor owned utilities chalenged this decison and the Florida Supreme Court determined that
Duke Power was not an gpplicant as defined under the Siting Act and therefore could not be issued
a need certificate. The severa parties in this case, including the FPSC, have asked the Supreme

* Florida s dectric rates have been stable primarily due to stable fue prices, however,
with the recent volatile prices of fud ail that may soon be changing.
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Court to reconsider its decison. Despite the obstacles imposed by the Duke decision, a number of
other merchant power plants that are not subject to the Power Plant Siting Act are either operationa
or under congtruction in Florida.

Future Activities

As Horida studies dectric restructuring, the 24 pioneer states that have already embraced
electric restructuring provide a vauable laboratory to examine what works and what pitfalls to
avoid. For example, it is clear based on the experiences around the country thus far that policy
makers should lower expectations about competition substantialy reducing retal rates in the short
teem.  Moreover, few dates have undertaken vigorous evaluations to see if the benefits of
competition are being redized. All of this monitoring, evauaing and updating of information
requires that reports such as this one be capable of incorporating the most recent information into
them. A hard copy report such as this provides a vauable snapshot in time of the process and is a
quick reference to what has already been done. However, it is recognized that the electric industry

is changing rapidly and the redtructuring process is dynamic, thus these states will need to be
revigted over time to see how eectric restructuring is evolving.
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II. KEY ASPECTSOF ELECTRIC RESTRUCTURING

For each state that had aready embraced dectric restructuring, staff sfted through available
information to see what mgor issues emerged and what actions might be applicable to Florida,
should Florida follow the path of éectric restructuring. The mgor issues were identified and are
discussed here. Theseissues are:

Market Structure and Power

Stranded Costs

Electric sales and revenues

Customer Issues

Public Purpose Programs

Rdiahility and Qudity of Service

State Public Utility Commisson Role and Follow-up Programs

Nogas~wdpE

1 MARKET STRUCTURE AND POWER

Market dructure is a broad term referring to the role and responsibilities of participants in
the dectricity industry and the rules that govern thar behavior. Higoricdly, the dectricity market
has been characterized by a verticdly integrated monopoly market structure, where the utilities were
granted franchise areas with the exdusve right to provide eectric service. In exchange for this
monopoly right, dmost every aspect of their busness was regulated. The date public utility
commissons (PUCS) set the operating standards for eectricity service, authorized the utilities to
inves in new facilities such as power plants, transmission lines or other equipment needed to meset
their customer service obligations, and set the rates that customers paid for dectricity service.
Today, the higtorical market structure for eectricity serviceis changing.

Driving dectric redructuring nationwide is new technology, which makes it economica for
competitors to provide eectrica generation services, and the legd authority given to large industrid
users of dectricity to bypass (leave) the loca utility. Large industria users of eectricity account
for a ggnificant portion of each public utility’s revenue base, thus if industrid customers leave the
network it can be finandaly devadtating to the loca utility and cause sgnificant increases in rates
to remaning customers. Further, if the industria customer is large enough, its departure may even
result in ide generaing capacity for the loca utility. In many dates the rates the industrial class
pays for dectricity subsdizes the rates the resdentia class pays. In other words, the industria
businesses pay higher dectric rates than are required in order for the utilities to charge resdentid
customersless.

Due to technology and regulatory changes, states are taking a close look at their eectricity
market structure and implementing changes. For instance, €lectric service has been offered

11
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traditionaly as a snge packaged service; however, with the prospect of industrial customers
purchasing power from other sources, or inddling sdf-generation, some state PUCS are requiring
utilities to unbundle their service package. Electric service is historically offered on a bundled basis,
meaning that generation, transmission, and didtribution services are provided as a sngle eectric
sarvice package. By unbundling dectric service, the various services that make up traditiond utility
service are separated into discreet, separately-priced components.  Unbundling alows the customer
to sdect a different supplier or source for generaion services. Due to the economies of scale
inherent in the transmisson and didtribution networks, as wel as potentid market power issues,
these services will most likely remain under some form of regulation for the foreseegble future.

Under eectric restructuring the dectric utilities will be treated as though they have three
digtinct services.

1 Digribution of eectricity and other servicesto end users
2. Transmission of eectricity dong high voltage transmission lines
3. Generation of dectricity

In the past, each of these services has been provided by a sngle utility company in a given service
territory, subject to regulatory oversght by the state PUC and wholesde transmission oversight by
the Federd Energy Regulatory Commission (FERC). In the future, these services could be provided
partly by the exiding utility company and partly through new competitive businesses. Only one of
these services, the generation of electricity, isbeing opened up to retail competition. Customers
will be able to shop for power from competing suppliers, but eectricity will continue to be delivered
to their homes and businesses by traditiona utility companies over the same ditribution lines.

Of the dates that have adopted dectric restructuring, nearly al are proposing the following
electric industry structure; customers will be able to sdect an dectric generation supplier who will
deliver eectricity over the transmisson system, usudly through some form of regiond transmisson
organization (RTO) or independent system operator (1SO), and onto the incumbent distribution
company. Separated into parts the services are;

DISTRIBUTION SERVICES: For digribution services, there will be no ddivery change and
service will be provided by a regulated dectric company subject to the jurisdiction of the State utility
commisson. The digtribution/customer service function, which presently encompasses moving
dectricity through a geographic service area to customers, mantaning dectrica lines, and
providing metering and billing services, is expected to remain a monopoly activity at this time.
However, some services now performed by the digtribution company, such as metering and billing,
may be “unbundled” and provided by other private businesses.

TRANSMISSION SERVICES: The concept of opening the naion's eectricad transmisson
network enables al participants in the generation market equal access to transmisson sarvice, as
long as capacity is available. The Energy Policy Act of 1992 gave FERC authority to order utilities
to provide trangmisson access to third parties in the wholesale electricity market. Order 888 was

12
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issued by the FERC in April of 1996 mandating open access to the transmisson network. Thus
under eectric redtructuring, transmisson services will remain under the Federa jurisdiction of the
FERC. However, some portion of transmission dedicated to retail customers may remain under sate
jurisdiction.  For the mogst part, the FERC sets the transmisson rate for wholesde transactions.
However, there are a number of outstanding issues dedling with what portion of transmisson
fadlities dedicated to retall customers should be classfied as jurisdictiona to the FERC and what
portion is jurisdictiond to states. The FERC established a seven-part test in Order 888 to set
standards for meking such determinations. Orders 888 and 889 were challenged by representatives
of dmost every ssgment of the energy maket: date utility commissons, incumbent energy
providers, investor-owned utilities, munidpas and co-ops, as wel as consumer groups. After the
FERC issued three rehearing orders, it denied further rehearing. Numerous parties, including state
commissions, then filed chalenges of the FERC orders in various courts. Those challenges were
consolidated and transferred to the U.S. Court of Appeds for the District of Columbia Circuit Court
(Court). The decision issued by the Court on June 30, 2000 upheld Orders 888 and 889 in dl major
respects. The state commissions and other parties filed a Petition for Rehearing on July 24, 2000,
which the Court denied.

In addition to asserting federa jurisdiction over dl transmisson, FERC Order 888 states that
trangmisson-owning utilities must charge competing utilities the same amount to useftraverse thar
tranamisson system as they chargeimpute to themsdves. Order 888 does not require utilities to
place thar transmisson holdings into a separate company, but it does require them to maintain
separate accounting books. Thisis caled functional unbundling.

To ensure far and reasonable access to the transmisson network nationwide, FERC and
many states are encouraging the development of some form of regional transmission organization
(RTO). A regiond trangmisson organization is any of severd forms of an entity that manages,
operates, or owns al or part of an dectric supply syssem. In generd, aRTO is a voluntarily-formed
entity that ensures comparable and non-discriminatory access by eectric generators to regiond
eectric transmission sysems. RTOs are governed in a manner that renders them “independent” of
the commercid interests of power suppliers who aso may be owners of transmission facilities in
the region. The RTO assumes operational control of the use of transmisson facilities, administers
a sysem-wide transmisson taiff applicable to dl market participants, and mantains short-term
system rediability. Some RTOs may aso be responsible for long-range planning.

The RTO may be different or have separate management from the owners of transmisson
and/or generation. RTOs may take the form of severd types of configurations which include
Independent System Operators (1SOs), Independent Transmisson Companies (ITCs) , Independent
System Adminigrators (ISAs) and Transmisson Companies (Transcos). The mgor difference
between the firgt three RTO forms mentioned (1SO, ITC, and 1SA) and the fourth form (Transco)
is that a Transco is generdly driven by a profit motive incentive and a pricing regime that can
accommodate investment risks.  Transcos are accountable to shareholders rather than to the energy
market as a whole. As of this date, the FERC has yet to grant full approva to an RTO Transco
proposal.

13
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In generd, non-transmisson owning municipal and rurd cooperative eectric utilities have
expressed concerns about the transmisson routes available to them and the lack of coordination in
regard to transmisson interconnection and planning. One particular complaint with the current
transmisson operation is the “pancaking” of rates for the purchase of generation from remote
fadlities Rate pancaking occurs when a municipa or rurd cooperative distribution company
contracts with a generating fadlity some disance away and must rdy on severd different
transmisson-owning utilities to carry that power to them. Each utility could charge a different price
for trangporting that power across ther transmisson lines and those charges are additive, or stacked
on one another like pancakes. The sum of the charges makes transactions more expensive.

GENERATION SERVICES: Initidly, only the generation portion of dectric service will be
competitive. Power plant owners will have the opportunity to sell dectricity to customers with
whom they have negotiated sales contracts, to sdl dectricity into the open market, or to sell to
“aggregators,” which are entities that combine many smdl customers to form a*buying poal.”

Hidoricdly, there has been a wholesale market for eectricad generation. The wholesale
market condsted of other utilities tha needed additiond power and some cooperatives or
municipdities that did not generate their own power supplies. With eectric restructuring, retall
competition can be introduced in generation and the retail customer, the end-user, will be able to
sdect from where they purchase thar generation service. Redtructuring will dlow end-use
customers to select generation service from either the generating utility or from an aggregator.

Fourteen dtates that have embraced ectric restructuring are requiring utilities to functionaly
Separate thelr generation fadilities from thar transmission facilities in order to assure an adequate
levd of competition. The dectric utiliies must implement this separation through ather divesting
the generation fadilities outright, or by placing them into a separate subsidiary. Another four states
(Cdifornia, New Hampshire, New York, and Rhode Idand) are requiring ful divestiture, and two
other states (Mane and Texas) are requiring their utilities with more than 30% or 20% market share
repectively to divest down to 30 or 20 percent. Divedtiture can occur voluntarily as a business
decision driven by the market or by a government mandate that forces a utility to sdll certain assets
to diminish real or percelved market power.

The concern with leaving the generation and transmisson facilities owned in a verticd
fashion by one company is that the utility could confer a market advantage to their generation
fecilities if they controlled both the energy source and the facilities to move that energy. For
example, a utility could block a competitor from usng its tranamisson network to deliver lower-cost
energy to a customer in order to sl its higher priced power. In addition, many dtates are dlowing
eectric generding fadlities to be constructed by companies that are not utilitiess  Competition
among riva generators of eectricity will set the price for the generation component of a customer’s
eectricity bill. The role of regulators will be to make sure that competition is alowed to succeed
and that no firms can dominate the market and control prices. Since Florida has one utility with a
greater than 30% market share, policy makers should consider whether that utility should be ordered
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to divest completely, to divest down to below some designated percentage, or just to functiondly
unbundle.

In order to further reduce the potentid of one utility controlling the generation market, a
number of states are exploring the notion of incorporating a mandatory power exchange (PX) as
part of the market structure. A power exchange is a competitive market mechanism for the purchase
and sde of dectricity where supplies are offered and solicited on a very short-term basis, such as
hourly.  This results in an hourly market price of power regardiess of whether the transactions are
commitments for a short or long duration. A PX is where the financid transactions and settlements
take place for energy. The PX handles the financid part of energy while the RTO handles the
operational side of the transaction. Power exchanges are required to be governed by a body that is
independent from, but representative of, dl market participants and are usually subject to federa
regulation.

Cdifornia is the only sngular state in which rate payers incurred the cost of setting up a
power exchange, while multi-state power exchanges do occur around the nation. Cdifornias law
edablishing the power exchange required utilities to purchase dl of its power through it. While that
exchange offers forward markets, where contracts for blocks of power can be negotiated well in
advance of expected need, it is gill a commodities market. Much of the power bought and sold is
in its spot market, which is extremdy volatile. The spot market in Cdifornia, which should account
for only about 2 percent of power bought and sold, accounts for gpproximately 25 percent. Given
the volatility of spot markets and the associated costs, setting up a state run power exchange does
not appear to be the best or even a necessary option. However, if an independent power exchange
were to develop, FHorida should not mandate its use.

While moving from no competition to wholesde competition to retaill competition each state
may have a dight variaion on how they handle divesting generating facilities. Most Sates view the
generation portion of eectrica service as becoming completely unregulated except for issues
involving customer protection and information requirements.

UTILITY SPECIFIC SETTLEMENT AGREEMENTS

A few states, but not many, are requiring dl the utilities to be consgent regarding rate
reductions, sdling off assets, stranded costs, etc. It appears that more states have established a basic
framework for dectric restructuring yet are taking into consideration the unique characteristics of
each utility. A dgnificant number of state PUCS are ordering utilities to provide them, by a date
certain, a proposal on how the utilities wish to restructure their operations. The PUC, in turn, will
gve caeful condderation to a utility’s proposal before imposng specific criteria, on a case-by-case
bass, within settlement agreements. For example, the controversd issues of rate reductions,
divedtiture of assets, and stranded investments are frequently determined on a utility-by-utility bass.
It would appear that usng settlement agreements in Florida would be an atractive option, as it will
take into congderation each utility's cusomer base, and it might avoid a lengthy Commission
proceeding.

15
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UNBUNDLING CUSTOMERBILLS

In order for customers to understand the change from purchasing dectric energy as a package
and paying a dnge hill to moving towards unbundled dectric services, cusomers bills need to be
unbundled and dearly marked. Nearly al dtates, whether they have adopted eectric restructuring
or not, are requiring the components of eectric service to be unbundled and priced separately. A
customer will have a power charge, a transmisson charge, a ditribution charge, and perhaps a meter
reading and hilling charge dl listed individudly on the bill. Other potentid charges include public
purpose program surcharges (energy dfidency, renewables, low income), taxes, and competitive
trangtion charges. The competitive transtion charge (CTC) is a fee charged to recover
commission approved stranded costs.

RATE REDUCTIONS

Many dates included a rate reduction provison with their restructuring requirements. In an
effort to force competition to occur, some states legidated the amount of the reduction: Cdifornia
set agoa of around 10%, others around 5%, and others were silent, yet required some form of rate
adjugment within ther settlement agreements.  These reductions are from the base rates, not fuel
charges, and other expenses that fluctuate and are recovered separately. It appears that there is little
economic judification for these reductions, with the exception of a few utilities that were
overearning. Ingtead, the reductions were motivated either by a desire of policy makers to dlow
resdentia customers to see a reduction in base rates up-front, or to mitigate the new Competition
Trandtion Charge that some states imposed to cover the cost of eectric restructuring and stranded
cost recovery. Imposing a rae reduction to accompany dectric restructuring with little or no
judtification does not appear reasonable. Further, customers need to be educated that rate reductions
may not accompany retail choice.

PHASE IN OF ELECTRIC RESTRUCTURING

Mogt dtates are dlowing retail access usng a phase-in plan that gradudly allows customers
access to competitive power providers over a two to five-year window. There are many different
ways to phase-in dectric regtructuring.  These range from alowing the industrial users to have the
firg choice in sdecting an dterndive energy provider to alowing residential customers to have the
firg choice. In contrast, instead of selecting who gets to choose first based on customer class, the
phase-in can be accomplished by sdting asde 25% of dl customers at random to convert, then
follow-up every sx months with another 25% until al customers have chosen. A variation on that
method is to alow anyone who wants to select a new generation provider to submit their name and
a lottery is hdd to sdlect the firg 25% to convert. A few dates have set a date certain for dl
customersto choose a once. Different states have chosen different methods.

Given the confusion that accompanies the change to retail generation competition, there is
some wisdom in phasing it in so that the utilities will be able to handle the increase in consumer
sarvices cdls and inquiries. Allowing the industrid and business customers to have the first choice
seems reasonable since they are the most sophisticated users and that phase will go the smoothest.
The utilities can learn from that experience and will be more prepared to deal with the problems
associated with the residential customers during the second phase.
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DEFINING MARKET POWER

Due to its importance in determining how fully competitive markets should operate, market
power should be carefully andyzed. Market power is defined as the ability of a supplier to
profitably raise prices aove competitive levds and mantan those prices for a ggnificat time
period. Market power exists when a single sdler can influence prices. However, to profit from the
ability to raise prices, the firm must be able to prevent competitors from entering or reentering the
market once the price has been raised.

The economics and antitrust literature identifies two types of market power, horizonta and
vaticd. Horizontal market power is exercised when a firm profitably drives up prices through
its control of a single activity, such as dectricity generation, where it controls a significant share of
the total capacity available to the market. These assets give the utility an advantage in a deregulated
market to establish monopoligtic pricing.

Vertical market power is exercised when a firm involved in two or more related activities,
such as dectricity generation and trangmission, uses its dominance in one area to raise prices ad
increase profits for the overdl enterprise.  Electric utilities that are verticaly integrated and provide
dl aspects of eectrica service (generation, transmission, and distribution) under a long-standing
monopoly environment, could easlly exercise market power. The incumbent utilities ownership
of generation and transmission facilities in afranchised service areaincreases that probability.

Severd federd organizations, such as the United States Department of Justice (DOJ) and the
Depatment of Energy (DOE), pay close attention to market power and have developed severd
measures of market power. The Herfindahl-Hirschman Index is a well-accepted measure of market
power used by the DOJand DOE. When an industry contains only one firm (a. monopoly), the index
atans its maximum vaue 10,000. The index’s vaue decreases with increases in the number of
firms in the market and increases with riang market share inequdity among any given number of
firms A consensus has not been reached with respect to when a market is or is not competitive.
Any choice of threshold is likdy to be arbitrary. While no consensus has been reached, the DOJ
uses the Hefindahl index to characterize markets and to specify treatment of proposed mergers
occurring within certain index boundaries. The DOJ does not challenge mergers with post-merger
indices below 1,000 points since in this index range, the market can be considered competitive. The
DQOJ characterizes firms as a dominant firm when they have more than 35% of the market share.

Incumbent generation utilities that possess market power have a number of ways they can
widd that power. In markets where concentration is high and transmisson congraints impede
imports of power from digant generators, incumbent generation utilities can employ a Imple market
power bidding strategy to cut output and increase net revenues from generation by driving up the
market’s price of dectricity. The exploitation of market power can have a significant impact on
wholesde power prices, which in mogt regions is the largest component of dectricity prices paid
by consumers. Another example of how an incumbent can control prices in an area by controlling
the amount of capacity available was observed in the United Kingdom after they restructured their
eectric market. In the UK, the two largest utilities retired significant amounts of their generating
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capacity as new firms entered the market; thus, the incumbents limited the net increase in capacity
within the power pooal.

Oddly enough, the exercise of market power by the dominant supplier may be welcomed
rather than opposed by its existing competitors. In some instances, competitors can profit from the
higher prices reaulting from the withholding of capacity by the firm that exercises market power
without having to ide thar own capacity to achieve those prices. The competitors may increase
thar output in response to the dominant firm withholding capacity. Regulators should not rely on
competitorsto identify or address the existing market power.

It comes as no surprise that state regulators are looking at a number of different approaches
to ensure that an incumbent does not exercise market dominance. At a minimum, most states are
requiring functiona unbundling of generation, transmission, and digtribution services. Severd dates
are requiring full divestiture of generation assets for those companies who want to make direct retail
sales, and severd utilities have voluntarily agreed to divest some portion of thelr generating assets.

An additiond approach to mitigating market dominance is the requirement that transmisson
control and system rdidbility functions be performed by a regiond transmisson organization
(RTO). As discussed previoudy in the transmisson section, the RTO is essentidly the eectric grid
contraller and is responsible for ensuring operationd reliability of the grid. Further, the RTO
controls which transmisson paths are avalable to carry the power. These functions have been
traditionaly performed by regulated utilities. Whoever manages system operations or dispatch has
inordinate power to affect prices by limiting trangmisson access or redricting generation. To
prevent such undue market influence, the FERC in Order 2000 suggested, but did not require, that
utilities form or join existing RTOs or make a filing as to why they had not. RTOs will not be
dfiliatled with utilities and are supposed to provide far and nondiscriminatory access to the
transmission system for dl market participants.

Simulaing the entry of new competitors into the market is yet a third important approach
to limit market power and dso limt the ability of dominant utilities to sustain prices above a
competitive levd. The possibility of rapid entry by new competitors can deter the exercise of
market power by an incumbent firm that dominates its market. Entry attracted by the above-normal
profits associated with high prices can lead to overcapacity and low-level profits following entry.
The threat of entry encourages competitive behavior, and the actual entry of competitors reduces
market concentration.

In March of 2000, the Depatment of Energy’s Office of Policy released a paper titled
Horizontal Market Power in Restructured Electricity Markets which identified multiple ways to
address market power. It dates that, while the preference for regulatory bodies is to require
sructural separation, a variety of regulatory options are available that fall between direct regulation
of prices and divestiture. These optionsinclude:
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Market monitoring  Absent the exercise of market power, competitors have an incentive to
minimize outages during periods of pesk demand and prices, in order to maximize profits.
Competitors could profit from the higher prices resulting from the withholding of capacity through
plant outages by the firm that exercises market power. The outage experiences and bid strategies
of generators with market power could be monitored, with appropriate pendties applied if evidence
of market abuse is uncovered.

Creation of a bidding trust for certain assets Generators can agree to place some or all assets
ina*“bidding trust” to mitigate market power.

Contracts for differences and call options Generators with market power could provide an RTO
or other designated recipient with cal options that are “in the money” if prices rise above a preset
threshold. This can reduce those generators' incentive to withhold capacity.

Requirements for transmission upgrades Generators could be required to upgrade transmisson
under their control to mitigate their market power in load pockets where they operate.

I nter connection requirements  Generators could be required to streamline access to transmission
lines or plant Stes under their control to reduce barriersto entry.

Requirements to offer real-time curtailment prices to end-use cusomers A generation owner
with market power could be required to offer its end-use customers rea-time market prices for load
curtailment. This would mitigate the price effect of any effort to withhold capacity.

Limitations on variance of bid prices Under compstition, bids for running individua units should
not vary with market conditions (dthough market prices will). To mitigate market power, a
generator with market power should agree to limited bands for bidding each unit.

Denial of market-basedrates Where alowed by law, regulators could revert to cost-based rates
in instances where they have reason to believe that incumbent generators are exercisng market
power. However, denia of market-based pricing for eectricity generation risks jeopardizing the
benefits in terms of new products and services and greater incentives for efficiency that competition
can bring to eectricity customers.

ELECTRIC RESTRUCTURING IN FLORIDA

As mentioned earlier, dectric restructuring is being driven by new technology, which creates
new generation providers, and the threast of large industria users bypassng the local dectrica
utility. In many dates throughout the nation, large industrid users of eectricity account for a
ggnificant portion of each public utility’s revenue base. Thus, if industrid customers leave the
network, it could be financidly devastating to the utility and its ratepayers. In many dates,
indudrid electric rates are above cost in order to subgdize the rates the resdentid class pays. This
is not the case in Horida, it has been Horida s policy to set ratesto achieve parity.
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In Florida, the indudtrid class provides less than 7% of the total revenues generated from
electricity use, and the indudtrid and commercia classes, combined, represent less than 40% of the
total revenues generated by dectricity based on 1998 data. Because Florida wants to encourage
development of a strong commercid and industria base within the state, commercid and industrid
eectric users are offered rate concessions to keep them on the grid. Thus, Forida is not receiving
inordinate pressure interndly from itsindustria customersto restructure,

Ancther characteristic of Forida that makes it different from other dtates is that it is a
peninsula and somewhat isolated from most national eectric grids. There is limited power flows
between Florida and other states. The tota transmission interface with the Southern Company to
Florida's north, is 3600 MWs under optima conditions. A portion of this cgpacity is committed to
firm imports into FHorida. Thus, there is little excess capacity for bulk power transactions into and
outside of the date.

Given Florida is a peninsula, virtualy al the power needed is produced within its boundaries
and a gndl but important amount of power is imported from outside the state. The primary Florida
network is connected to the Southeastern Rdigbility Council (SERC) in two locations. There are
two 500 KV lines located at the northern portion of Florida and several 230 and 69 KV lines located
in the northwest portion of the state. The portion of Florida west of the Chattahoochee River is part
of the SERC grid covering all or parts of 13 dates in the Southeastern United States (Georgia,
Alabama, Missssppi, Louisana, Arkansas, South Carolinga, North Carolina, Tennessee, Virginia,
Florida, Kansas, Oklahoma, and Missouri) and is predominantly owned by the Southern Company.

GENERATION MARKET POWER

As mentioned earlier in the section on market power, Florida should be concerned with
horizontal and verticd market power. Horizonta market power is a concern in restructuring the
eectric generation market. There are over 22 separate utilities that own eectric generating facilities
in Horida. Of those, only one, Horida Power & Light, is a dominant firm based on the Department
of Judtice's standards. Forida Power & Light (FP&L) has a 39% market share which is 4% points
higher than the 35% market share the DOJ characterizes as a dominant firm. In addition, FP&L has
a Herfindahl-Hirschman Index of 1,549. The next largest utility is Florida Power Corporation, and
it has less than 18% of the generation market.

Severa dtates that have adopted dectric restructuring have dominant firms with up to 90%
of the market share. In those ingtances, the state required the utilities to fully divest themsalves of
their generating fadllities Other states that do not have a generation market characterized by one
or two highly dominant firms are more flexible with their treatment of generation facilities. Like
those states, Floridamay wish to consder if FP&L should be required to take some action to remove
its market power. Severa options are available to policy makers, for example FP&L could be
required to fuly divest itsdf of its generating fadllities, or it could divest enough of its facilities to
take it below the DOJ s standards of what constitutes a market power, or finaly FP&L could be
required to make a proposal to the FPSC on how it will reduce its market share, either through
separate subsdiaries or the sale of some or dl of its generation facilities in Florida.
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PROPOSED TRANSCO

The second type of market power that Florida should be concerned with is vertical market
power. In order to specificaly address this concern, the FERC was given authority to order utilities
to provide transmission access to third parties in the wholesde dectricity market. The FERC has
not ordered the utiliies to form Regiond Transmisson Organizations (RTO), yet they drongly
encourage thar voluntary formation. Some dtates have ordered the formation of RTOs or
Independent System Operators (1SOs), while others, like the FERC, have encouraged their states to
pursue an RTO and retain authority to force a government- run 1SO if they do not. Even though the
FERC retans primary jurisdiction over transmisson facilities, some portion of transmisson
dedicated to retail customers may remain under state jurisdiction.

In response to the FERC's orders, the utilities in Florida have been holding discussions on
the formation of a transmisson company (Transco). On March 9, 2000 FHorida Power & Light
proposed divesing (sdling off) their tranamisson facilities with the intent of creating a for-profit
Transco. The second largest utility, Florida Power Corporation, has committed to join an RTO as
part of ther pending application for approval to merge with Carolina Power & Light. The
development of this Transco will purportedly diminae the pancaking of rates charged to small
utilities who purchase power from remote facilities.

The Horida Rédiability Coordinating Council (FRCC), on of the regions of the North
American Electric Rdiability Council (NERC), will set the rdiability standards for the Transco.
The transmisson gting respongbility has higoricdly been within the sate's jurisdiction.
According to the proposd, a Transco has the incentive to be:

(a) codt efficient, asit will own or control, through leases, dl transmission facilities,
(b) service focused, thereby improving network customer service;
(c) customer focused, by expanding network facilities for customer and market needs, and

(d) effectivein insuring reliable service through one owner/operator.

In addition, because a Transco is a for-profit entity, it has the ability to raise capital for construction
of new trangmission assets to improve system access and system rdidbility. The Transco, as
proposed, will be an investor-owned transmisson company that is independent of market
participants. Additiondly, dl the Transco's board members and employees will be independent of
market participants. The Transco will act as the Security Coordinator and have authority for
mantaning short-term rdiability. Control area operators will continue to be responsible for red
time operations under the direction of the Security Coordinator.

The Horida Transco proposal states that it will administer an open access transmission tariff
to:

(8 diminate the pancaking of transmission access charges,

(b) minimize tranamission cog shifting; and

(c) recover the revenue requirements of transmission owners.
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One proposa would have the rates based on the zone where the power is delivered or exits the
Transco and will be based on the revenue requirements of the transmisson owner providing service
in that zone. The Florida Transco will operate a single Open Access Same-Time Information
System (OASIS) for dl transmisson facilities under its control. A further discusson on OASIS
follows.

Not dl the detalls of the proposed Horida Transco have been worked out as yet. Regulators
are expecidly concerned with rdiability.  With a privately-owned for-profit Transco, will there be
a market incentive to cut back on maintenance and operation budgets in order to keep stockholder
profits high? How can the state be assured that the Transco Board of Directors will maintain a
aufficent amount of operation and maintenance budget to ensure no interruptions in power? What
will be the RTO's measures of rdigbility, and who will be monitoring those measures? What are
the costs and expected benefits to consumers?

FL-OASIS

FERC Order No. 889 established a code of conduct intended to functionally segregate the
transmisson operations and merchant functions of utilities and mandated that transmisson access
information for energy transactions be displayed on dectronic bulletin board systems called Open
Access Same-time Information Systems (OASIS). The FHorida Transco proposa states that a single
OASIS for dl trangmisson fadlities will be under the Transco's control. The OASIS is an
eectronic information system that allows users to indantly recelve data on the current operating
datus and transmisson capacity of a transmisson provider. Examples of the type of information
that might be avalable on an OASIS incdude avalability of transmisson services, hourly transfer
capacities between control areas;, hourly amounts of firm and non-firm power scheduled at various
points, load flow data; current requests for transmission service; and secondary market information
regarding capacity rights that customers wish to resell.

Currently, in peninsular FHorida, FL-OASIS is used, which is dfilialed with the Florida
Rdiahility Coordinating Council. The FL-OASIS is an Internet site with an automated program that
schedules transmisson ddivery on the Horida grid. A utility will contact the FL-OASIS and
provide the amount of power it wants to deliver, the length of time it will ddiver it, the Sarting time,
and the distance it must travel. The FL-OASIS responds to the utility regarding the price it costs
to send the power and whether the time is acceptable.  All the utilities in Florida have a stake in FL-
OASIS, and al market participants have access to it. The FL-OASIS is different than an energy
broker in that power is purchased by utilities 24 hours in advance, based on expected needs and the
weather. However, if they need to change that forecast and buy additiona power, they can schedule
the purchase of power through the energy broker system one hour ahead of the time they need it.

CONCLUSION

Florida has not rushed into eectric restructuring for severd reasons. First, in comparison
to the nationa average Florida's eectric rates are reasonable, and second, rates across customer
classes are farly dlocated, based on the actual cost to serve each customer class. To Florida's
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benefit it has been able to watch other states restructure and learn from their good decisions and
from their mistakes.

Before any dectric restructuring is undertaken in Florida, policy makers should firgt look
a the wholesale generation market. A form of wholesde generation dready occurs in Horida, but
it could not be characterized as competitive. To be consdered a competitive market it would have
the presence of the following three characteridtics:

(1) A large number of independently acting sdlers;

(2) Each firm would produce such a smal amount of the total output that increasing or decreasing
its output would have no perceptible influence upon total supply or product price; and

(3 No ggnificant obstacles -legd or technicd- exist to prohibit new firms from coming into the
market.

Currently, there are 22 generating Utilities in peninsular Florida and out of the 22, two
produce 57% of the eectricity generated. One utility, Florida Power & Light (FP&L) based on the
Department of Jugtice's standards, has a 39% market share which is 4% points higher than the 35%
market share the DOJ characterizes as a dominant firm. The next largest utility is Horida Power
Corporation, and it has less than 18% of the generation market. M arket power in the wholesdle
generation market remains a mgor concern in FHorida, due to the requirement of native generation,
limited transmission import, and two incumbent utilities that serve over haf the load in the dtate.

Further, FHorida could not dhift its reliance from domedticdly produced power to power
produced in another state. Florida has limited import capabilities. This is due to the physicd
limtations of the grid and because Florida, while it has two states that border it to the north, only
has dgnificant transmission links to one state- Georgia. Thus, Forida is heavily dependent on the
energy that is produced within the Sete.

Severa dtates that have adopted eectric restructuring required their investor owned utilities
to fully divest themsdlves of ther generdting fadlities Other states that do not have a generation
market characterized by one or two highly dominant firms were more flexible.  Policy makers in
Florida may wish to consder if FP&L should be required to take some action to remove its market
power. Severd options are available to policy makers, for example FP&L could be required to fully
divest itdf of its generating facilities, or it could divest enough of its facilities to take it below the
DOJ s standards of what congtitutes a market power, or finaly FP&L could be required to make a
proposal to the FPSC on how it will reduce its market share, either through separate subsidiaries or
the sde of some or dl of its generation facilitiesin Horida

In addition to market power, the other condraint to Forida having a robust competitive
wholesdle market is that entrants wishing to come into Florida have difficulty doing so. This barrier
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to entry is caused by the problems associated with new siting and constructing generation and
transmission facilitiesin an environmentaly sengtive area.

The Florida Power Plant Siting Act (PPSA) presents two legidative barriers in Horida
that inadvertently impede the development of a vigorous generation market. The first barrier is the
limited definition of an digible applicant contained within the PPSA. As interpreted by the Florida
Supreme Court in the power plant need determination joint request of the Utilities Commisson of
New Smyrna Beach and Duke Energy New Smyrna Beach Power Company (Duke Decision), the
PPSA only applies to utilities serving retal customers and the gting of any new steam or solar plant
with capacity over 75 MWs.  This decison gives retail-serving utilities a de facto monopoly over
condruction on any plait over 75 MWs. If Horida is going to gain any benefit from dectric
redructuring it must remove this obstacle to permitting and dting new generation to assure an
adequate supply of energy for a robust generation market. Given the Duke Decison, the Florida
Power Fant Sting Act and Transmisson Line Sting Act will need to be modified to permit
“merchant plants” and new transmission lines to be permitted and constructed here.

The second barrier requires that new generation capacity must be huilt to exactly match load
growth plus reserve. This requirement was to ensure that customers of regulated utilities only pad
for capacity that was needed to meet immediate and identifible future generation needs. While this
concept provided cost protections for customers of monopoly retall serving tilities, it is
unnecessary when applied to independent energy suppliers which have no captive customers. These
suppliers would build new facilities at their sockholders risk. This barrier should dso be removed
to simulate the congtruction of generation facilitiesin Horida

An impediment to the deveopment of a vigorous generation market identified by
independent energy suppliers is the requirement that Florida utilities must maintain a 15 to 20%
reserve margin. The utilities are mandated to build and have avalable this amount of excess
reserve to accommodate extreme changes in demand.  With this requirement, the need and ability
for merchant plants to enter the generation market and provide that capacity is reduced. However,
the eimination of the requirement would jeopardize the rdiability of the energy supply.

Before Horida undertakes a mgjor effort to restructure the eectric industry in order to
embrace retal competition, policy makers shoud firs give serious condderation to restructuring
the eectric market to simulae a robust wholesdle generation market.  Then, afterwards, implement
those steps to pursue aretail generation market.

Over the next year, Florida should give careful consideration and look closdly at the costs
associated with any regulatory action.  Due to its unique characteristics and previous favorable
policy decisons, Florida may be in a better position than some states when faced with issues such
as.

(@ Independent Service Organizations,

(b) divedtiture,

(¢) stranded cost recovery, and
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(d) Power Exchanges.

Premature regulatory actions could be cogtly to the state and in turn, to electric ratepayers. Instead
of sedng a reduction in dectric rates, customers may end up paying more due to eectric
redructuring expenses. Florida's goal should be to create a regulatory environment that will alow
the market to keep downward pressure on dectric prices and to ensure that customers will not be
made worse off due to dectric restructuring. To that end, tools used in other states to address market
gructure and power that have merit and are worth consideration in Foridainclude:

Requiring utiliies to file detailed proposals to restructure their operations by a date certain;
Require unbundled customer bills now in advance of introducing retall competition;

Phase-in dectric restructuring, establishing wholesdle competition then retail, and alowing
indudtrid then resdentid;

Establish appropriate monitoring of market power based upon market structure; and

Require a plan to diminate market dominance.
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2. STRANDED COSTS

One of the most contentious issues to be addressed during the transtion to a competitive
market is finding a far and equitable solution to the stranded investment question.  Stranded costs
resulting from the trangtion to a competitive market may take many forms. In the eectric industry,
stranded costs generdly include uneconomic generation fecilities, above market purchased power
contracts, and unrecovered regulatory assets. Other expenses often included in the definition of
dsranded costs could include operating costs of uneconomic units, unfunded nuclear
decommissoning costs, high-priced purchases from qudifying facilities, and certain deferred tax
assets and liabilities  Additionaly, stranded costs may dso include ancillary expenses the utility
will incur trangtioning to a competitive market, such as employee retraining and costs associated
with establishing a regiond transmission organization as discussed in the Market Structure section
of this report.

The difference between costs expected to be recovered under rate regulation and those
recoverable in a competitive market is termed “stranded costs”  The single largest category of
sranded costs in the eectric industry is generation related, induding whally or jointly-owned
generation assets, leased generation assets and long-term purchased power contracts at above-
current-market prices. Also included are common plant associated with generation-related activities,
and the physcd removd of those assets. These costs represent potential stranded investment.
Conversdy, it is posshble that the market value of regulated assets could be higher than the
unrecovered book balances. In this case, these values could be netted against other stranded costs
or otherwise credited to the ratepayer.

The methodology used to cdculate stranded costs and the recovery mechanisms used vary
from date to state. One reason for this is each state's policy makers are responding to unique
politica, economic, and fud resource circumstances. Moody’s Investors Service asserts that
without substantial recovery of stranded costs, a utility could end up in bankruptcy. Opponents to
this school of thought assert that bankruptcy is acost of competition.

The vdue of the uneconomic or stranded assets will vary going forward based on future
market prices. Therefore, a number of states have proposed periodicaly re-estimating the stranded
invesment. Others are making an initid estimate that will remain in effect for a fixed period to be
revisted at a later date. Many states have not addressed or have postponed addressing the details
of how to estimate stranded investment.

DEFINING STRANDED INVESTMENT

Stranded investment is generdly defined as assets reduced in vdue due to competition and
is caculated as the difference between the net book value of the assets and their market value.
Assets reduced in value for reasons not related to competition are not potential stranded investment.
Costs dready recovered from rate payers, such as the depreciated portion of the origind cost of
assets and deferred taxes, should not be recovered a second time. Many states allow recovery of
costs associated with restructuring such as trandtion costs, retraining costs, and nuclear
decommissoning costs.  While grictly spesking, these are not *‘stranded” costs, many dates treat
them as such for purposes of estimating stranded costs.

27



STRANDED COSTS

MEASUREMENT METHODOL OGIES

There are vaying messurement methodologies for determining the amount of potentia
dranded investment. Most agree, however, that the precise dollar amount is difficult to estimate.
The amount of stranded investmert is dependent upon what happens in a competitive market, thus
contributing to the vaiability and the riskiness of estimates. EStimating stranded investment today
requires assumptions and judgments about future market conditions and can vary widdy depending
on the methodology, thus estimates of stranded invetment are imprecise.  Estimating future market
prices is paticulaly dfficut in the changing utility market. In addition to the unpredictable
dynamics of an evolving market, edimating future market prices will aso be impacted by
government decisons about wholesale competition, retaill competition, mergers, future rate designs,
and municipaization.

Potentia stranded invesment associated with generating facilities incdludes not only the
current capital cost of the fadlities, but also the cost of the physica remova and dismantlement at
the end of the respective lives. Such amounts for the decommissioning of nuclear plants and
disposng of nuclear waste are very sgnificant. Although not nearly as greet, the costs of removing
and dismantling foss fue burning plants may aso be substantial.

Stranded investment amounts may be adjusted for related accumulated deferred income
taxes, unamortized invesment tax credits or other related balance sheet reserves. Consideration
should be given to reflecting dl generating units and other sources of power supply, whether above
or below market, in the caculation of stranded investment. Fairness and equity dictate that the
benefits from assets that may have a vaue higher than market vaue be used to offset the stranded
investment of other assats.

Two genera measurement methodologies to consder when estimating stranded investment
are adminidraive determination and market based determination. Adminigirative methods attempt
to measure stranded investment by anaytic techniques involving the forecasting and modeling of
future revenue requirements under current regulatory principles, and comparing the results against
projected revenue streams in a competitive market. Market valuation approaches measure stranded
investment by determining the market value of assets through sdle, auction, or divestiture of the
assets and comparing the resulting market price to the embedded cost of the assets. If the market
vaue is less than book vaue, then the difference represents stranded investment. If the market
value is greater than the net book vaue, then the difference represents stranded benefits. In both
cases, the market vaue (adminidratively determined or actud) is compared with regulated net book
vdue to detemine the levd of stranded investment. Thus far, it is clear that no one broadly
accepted and recognized methodology has emerged in the industry.

The timing of the vaduations is one important decision criteria. The vauation can be based
on the estimated market vaue of the assets (adminidrative vauaion method), or based on the sale
of those assets (market valuation method). The vauation can be determined before the trangtion
to the competitive market (ex ante) by estimating future market conditions, or after the trangtion
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(ex post) udng the known market conditions in a competitive market at that point. Stranded
investment cannot be estimated currently usng the ex post method as the trandtion to a competitive
market has not yet occurred.

Generation divedtiture is an example of a market-based valuation. Using this approach, the
utility’s asset is sold, with the difference between book value and the sale price representing the
stranded invesment amount. With spin-off and stock vauation, generating units are spun-down into
a new corporation and part of the common stock is publicly traded. The market would automaticaly
vadue the common stock, which, together with the vaue of the debt and the preferred stock, would
edtablish the market vdue of the generating assets. Another example is long-term power sdes
contracts, in which market prices associated with firm long-term power contracts would be used to
determine generating asset vaues.

MEASUREMENT PERIOD

There are two time periods warranting consideration in connection with stranded invesment.
Firg¢ is the period over which stranded invesment is computed when usng administrative
approaches. The second is the period over which stranded investment may be recovered. The
former will be addressed here, while the latter is consdered later in the Methodologies for Recovery
section.

The time period over which stranded invesment is computed will affect its overal
quantification. A principal consideration is the fact that, under the traditiona obligation to serve,
utilities incurred obligations on behdf of thar customers. Using very long planning horizons,
utilities undertook congtruction programs to assure there was suffident and reliable capacity over
the long teem.  These investments were incurred by the utilities to fulfill their exclusve obligation
to sarve customers and be provided the opportunity to recover prudent investments.  Under
traditiond ratemaking, the cost of long-term investment is spread over the estimated useful service
life of that investment, with the intent of matching cost recovery with ratepayer benefit. There is
a reasonable expectation that utilities are given a far opportunity to recover such investment over
the periods the assets are used in connection with the provison of service. The quantification of
stranded invesment should consider the expected remaining cost recovery periods associated with
such assets as were in the traditiona ratemaking process. Imposing a time period for quantifying
granded investment could deny the utilities a reasonable opportunity for full cost recovery. The full
expected cost recovery period should reflect the remaning estimated service lives implicit in
currently approved book depreciation rates for assets.

MARKET PRICE
A critical variable in attempting to quantify stranded investment is the expected market price

over the caculaion horizon. Estimates of the market price are necessary for projecting future
annud revenues under any logt revenue approach. Moreover, if one assumes that a prudent investor
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factors future revenue streams into the process of deciding upon the extent to which funds are to be
committed, then estimates of the market price may reasonably be assumed as implicit in the bids
offered in connection with the auction and divestiture approaches.

There are ggnificant risks in esimating the market price because, if the estimates are too
high, the quantification of stranded investment will be understated. Conversdly, if the estimates are
too low, then the quantification will be overstated. The risk of such estimates will largely be
dependent upon the calculation method selected and whether there will be opportunities for
subsequent revisons to the edtimates. This topic is addressed further in the Methodologies for
Recovery section.

Theoreticdly, in a highly competitive deregulated indudry, the market price will approach
long-run margind cost. Attempting to forecast such prices is a difficult undertaking. Among the
factors affecting the market price are. customer demand, assumed market Structure, capacity
condraints, input prices, busness decisons made by competitors, interest rates and inflation,
developments in technology, and new laws and regulaions. Moreover, a clear understanding of
wha congdtitutes the rdevant market is an unknown. Any current estimate will be speculative at
best, nevertheless, the ex ante method requires aforecast of market price.

METHODOLOGIES FOR RECOVERY

BACKGROUND

This section discusses standards and methodologies for the recovery of utility costs where
juridictions decide stranded invesment cost exists and is recoverable, in whole or part, from
ratepayers. Public policy considerations warrant development of standards for review of stranded
cost recovery mechanisms.  Such mechanisms should promote a proper dlocation of risks and
rewards between utilities and ratepayers and ensure that the utilities have a reasonable opportunity
to recover the net, non-mitigated stranded codts.

MITIGATION MEASURES

Standards of review should include a demondtration by the utilities that the net non-mitigated
stranded costs will occur with reasonable certainty before any consideration is given to recovery of
the costs.  Mitigation of stranded investment, as discussed herein, Smply means reducing the
potential amount to be recovered. Mitigation requires active efforts by utilities to minimize the
amount of potential stranded invesment caused by retail competition. From the utility perspective,
stranded investment recovery will have some detrimental impact upon the workings of a free and
unfettered competitive market for utility products. The impacts of stranded investment on new
competitive markets should be minimized, and minmizng or dimingling stranded investment will
result in lower customer bills sooner.

Mitigation from the customers perspective means the utility is taking dl possble steps
to reduce its stranded investment, so potentiadly customers are the last possible source of recovery
of these costs. Mitigation, from the utility's perspective, usudly means that its potentially stranded
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STRANDED COSTS

costs are minimized by the time competition is introduced. One way of mitigating stranded costs,
under the utility definition, is collecting additional amounts from customers in rates prior to the
intiation of competition. This method is not consstent with the customer’s perspective of
mitigation.

The importance of mitigation in stranded cost policies can be measured by the fact that some
regulatory agencies have dlowed only recovery of stranded costs, net of mitigaion. These decisons
afirm that active plans by utilities to reduce thar potentia stranded cost exposure are expected
before responsbility for stranded investment recovery is passed on to ratepayers. Generdly,
mitigation is a recommended Strategy for any state addressing stranded cost issues.

Market Action

Market actions affect the market structure for utility services or rey on market mechanisms,
such as auctions or sdes, to dlow for the effident distribution of stranded invesmert. In the
electric indudtry, one such gtrategy cdls for the rapid opening at the earliest possible date of retail
eectricity markets by diminating monopoly franchises for retail eectricity sdes.  Consumers, with
a choice of dectricity suppliers, will maximize competitive pressures on generators by maximizing
their consumer benefits.

An dternate Strategy is to delay the onset of competition by a more deliberate opening of
retall utility markets. Here retail access would proceed in a staged fashion, with selected customer
segments initidly recelving access to dternate suppliers.  All customers would be granted retail
access but on a planned basis. A variant on this srategy is to grant dl consumers access at the same
time, but to delay the onset of access by a period of time. This strategy, while sacrificing some
consumer benefits, allows utilities the opportunity to recover alarger share of their sunk costs.
Thisisthe strategy that most states have adopted.

Divediture by sde provides a readily idetifisble market vdue for the asset(s), which is
ussful in determining stranded invesment. It then alows an unregulated business to be separate
from the regulated utility business.

Marketing excess capacity of assets, caused by departing customers, is a clear strategy to
increase revenues or offset lost revenue, thereby reducing stranded invesment. For eectric utilities,
improving system load factors, by reducing peak demand or by increasing off-peak energy sales,
provide opportunities to lower utility costs. These marketing strategies have the potential to reduce
amounts of stranded investment.

Depreciation Options

Depreciation expense contributes directly to fixed costs. Accelerating depreciation shortens
the time over which these capital costs are recovered. Increasing depreciation expense to more
cosdy approximate net book vaue of the plant assets with their market vaue is a method to
mitigate potentia stranded investment. For States that are ordering retail access or have a future date
for retall access, accelerated depreciation is one strategy that would hdp mitigate the magnitude of
the cost.
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A modification of this method is to accelerate depreciation on certan assets while
decdlerating depreciation on other assets. Where this method is used, there is some consensus that
the net book vaue of accelerated assets exceed their market vaue, while the decelerated assets have
market vaues less than their net book vaue.

Some have proposed a revauation of the net book vaue of selected classes of customers by
trandferring depreciation reserves from one customer class to another. A criticism to this proposa
isthat it shifts costs between classes of customers.

TRUE-UP MECHANISMS

Public policy may require some type of periodic true-up to ensure that restructuring is carried
out in a manner that protects the public interest. True-up mechanisms are procedures that address,
on a timdy basis, corrections to unanticipated variances to stranded invesment and provide a
continuous review of stranded investment charges paid by consumers.

Stranded investment determinations involve a comparison of the net book vaue of assets
with an esimation of their market vdue. The result of this comparison is largely equd to a utility's
sunk cost minus a caculation of the future operating earnings. This vauation places its reliance on
forecasts of expected utility revenues, costs, and future market prices. The difference between the
forecasts and the net book value of the related assets is the true-up amount for use in future cost
recovery proceedings.

Since there is considerable uncertainty in atempting to quantify stranded investment, the
cdculaion of stranded invetment is subject to a wide range of outcomes. Because of this
uncertainty, proponents of periodic true-ups argue that one solution is to use some type of periodic
revigting of the stranded investment cdculations. This ongoing approach reduces the risks of
edimation, resulting in a more fair and accurate recovery of stranded investment. They assart that
true-ups are appropriate to ensure that customers do not overpay stranded investment, or utilities
under-collect.

Opponents of true-ups hold that once market participants value the future liability for
stranded investment, it becomes fixed and certain. They assert that no additiona risk should be
injected into the process for future changes or true-ups to the stranded investment estimates. They
aso argue that dollar-for-dollar true-ups take away any incentive for utilities to improve and are not
the best recommended dternative. If initial estimates of the size of siranded costs are relatively
accurate and the recovery mechanism is reatively predictable (ie. kWh), then true-up mechanisms
should not experience exceptiond volatility or uncertainty in their results.

Regulatory commissions ultimady must determine whether a trueup mechaniam is
necessary to protect the interests of the involved parties. If they decide yes, then the falowing must
aso be decided: how often a true-up procedure should be used, what specific elements of the
stranded investment calculation need to be updated, should corrections be made for past over- or
under-collections, or should stranded investment charges be restated on an ongoing basis only.
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Additiond factors to consider include changes in the market price, depreciation lives or amortizetion
periods, and the effect of changesin maintenance practices.

COST ALLOCATIONS

Once stranded investment has been properly computed, the next step before developing a
recovery mechaniam is to establish the manner by which such costs are to be allocated between
jurisdictions and between customer classes. The jurisdictional alocation is necessary to properly
segregate  stranded  investment  between the various customer classes, such as resdentid,
commercid, and indugtrid.

Congderation should be given to dlocation of stranded invesment to jurisdictions and
classes in a manner congstent with the recovery of similar costs from customers or customer classes
under current rates. However, most states appear to be collecting stranded costs on a kWh basis and
do not use traditiond cost dlocation models. Good regulatory practices would indicate that cost
should be dlocated in an equitable and consistent manner. These costs should be assigned either
by the customer class or rate class based on some notion of cost causation. This is parale to
traditiona cost assignment methodologies used for newly acquired assets.

RECOVERY MECHANISMS

Stranded invesment recovery mechaniams can be defined as ether implicit or explicit. A
mechanism that recovers stranded invesment through regulated rates, without specificaly
increesing rates, is one example of an implicit charge. In such cases the stranded investment charge
is amply a part of bundled rates. Common examples of explicit charges include customer exit fees,
a surcharge usudly on a kWh basis (often cdled a competitive transition charge), or access fees paid
for access to new providers.

The dfectiveness of implicit recovery methods is difficult to assess. For example, if a
ample rate-freeze is implemented as a recovery mechaniam, it is impossble to assess whether a
utility is over or under recovering stranded investment. In order to safeguard the public interest, a
commission proceeding could be opened to determine whether rates are just and reasonable prior
to the implementation of a rate freeze. In this manner the benefits to ratepayers are measured, cost
dhifting between rate classes can be minimized, and the financid integrity of the utility is
specificaly addressed.

In addition, many states are performing a periodic reconciliation or true-up between
projected stranded costs recovery and actuals. There are magor issues of both inter-class and inter-
generationd equity issues that can be mitigated with periodic evauations of recovered amounts.
Thus, in most cases, periodic true-ups are an important tool to ensure timely recovery of stranded
costs and to achieve an equitable assignment of cost to the appropriate customer or rate class.

SECURITIZATION OF STRANDED COSTS

Securitization of dranded investment is one means for managing the financid effects of
stranded invesment recovery. It is a method used to refinance investment in utility plant deemed
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uneconomic through the process of resructuring regulation of the utility industry. Through
securitization, bonds are issued by a trust or amilar entity in the amount of the stranded investment
the utility is authorized to recover, with the utility recaiving the proceeds for the amount of its
stranded investment. State statutes are passed to alow a stream of future revenues to be considered
property for purposes of securing the bonds. Utility customers pay a fixed recovery charge to
generate sufficient revenues to cover the payments to retire the bonds.

Advocates of securitization of stranded investment view it as providing benefits to al parties
affected. Stockholders receive a guaranteed recovery of their authorized stranded investment. With
securitizetion, a revenue stream of principd and interest payments is mandated by law, minimizing
risk for the securities, and making them very attractive investments. Investors in these bonds usualy
accept interest rates lower than the utility cost of capital. This interest savings to the utility reduces
the stranded invesment recovery charge below what it would have been if financed by the utility's
total capitd dructure. Separation of the stranded investment recovery from recovery of the
remaning utility assets dlows the capital cost on utility invesments to be no higher than it would
have been absent a stranded investment risk. This reduces the cost of capitd for on-going utility
operations and benefits ratepayers.

Opponents of securitization state that the reason for the reduced interest rate is the fact that
securitization, in effect, represents a dgnificant transfer of risk of collecting stranded costs from
shareholders to customers. Another disadvantage is that once securitized bonds are sold, state
regulators might not have the authority to modify the recovery charge paid by ratepayers, unless
legidation provides for a true-up mechanism. They also contend that guaranteed utility recovery of
stranded investment through securitization does not provide an incentive to the utility to reduce or
mitigate stranded investment and may in fact st the stage that stranded investment may be over-
recorded causing detrimental market impacts.

CONCLUSION

In concluson, the gods and principles sat forth in the beginning of this section should be
considered in order to achieve equitable resolution of stranded investment recovery in the new
competitive environment if necessary. These principlesinclude:

. Policy makers determine what costs are digible as potentidly strandable

. All reasonable mitigation efforts are required by the utility

. Estimate stranded codts (after netting above market assets)

. Require periodic recovery adjustments to ensure timely recovery over the desired period
. Fairly alocate recovery cost to the appropriate rate or customer class

. Consider securitization as one recovery technique

While there is no ideal way to address stranded costs a few consensus ideas have emerged
Firg, if Horida uses an adminigrative method of edimating stranded costs, then the projected
market price of energy should be periodicdly re-estimated and compared to the actua, above market
production costs of the generation assets. It would be much riskier to use a single band forecast
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going forward and netting actua production costs againgt a forecast without a periodic readjustment
to market prices.

Alternatively, a much more accurate estimate of stranded costs is obtained, if Florida
requires divestiture of generation assets. Divesture would permit the market to determine the vaue
of generation and this market set value would be offset againgt the undepreciated book vaue. This
gpproach aso may have the benefit of mitigating market power concerns.

Regardless of the method used, the FPSC should require dl reasonable mitigetion efforts be
employed prior to either an adminidrative or market based evauation method. Second, periodic
true-ups are approach mechanisms to ensure that whatever time period is determined for stranded
cost recovery, that appropriate progress is being made in meeting the timeline. Cost recovery
mechanisms tend to add uncertainty to market determined energy prices and thus recovery should
be accomplished as expeditioudy as possible.

It is not anticipated that Florida utilities will have substantial assets that will be above market
in value. The one exception is purchased power contracts entered into with cogenerators as required
by Federal Law. Both FPL and FPC have such long-term contacts that are clearly above current
market prices. FPL was permitted in its last rate stipulation to book $100 million in accelerated
depreciation for generation plants. 1n addition, the FPSC has permitted over earnings to be booked
againg under recovered regulatory assets and reserve accounts. It is possible given the rapid energy
growth in Forida and the limited import capabilities, that Florida utilities could have above market
assets. In this case, traditiona FPSC regulatory philosophy would suggedt, if any gain on sde
occurs by divesting these assets, that such gains be shared with the ratepayers.
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3. ELECTRIC SALESAND REVENUE INFORMATION

Understlanding two concepts will hdp explain how dectric rates are determined now and in
the future. The first traditional concept is caled cost-of-service ratemaking. Under cost-of-service
ratemaking, which has historically been the norm under State regulation, State regulators seek to
match the rates charged to consumers with the costs incurred in providing those consumers with
eectricity. There is, in other words, some dement of causation. If a customer class causes the
utility to incur certain codts, that class pays those codis.

The second concept is cdled vaue-of-service ratemaking.  This approach is applied when
a dtate's dectric generation becomes open to competition. With this approach prices are set equa
to what the market will bear rather than being based on cost causation. Value of service ratemaking
takesinto explicit consideration the dternatives available to customers.

Under vaue-of-service raemeking, and adequate generation competition, rates will
potentidly be lowered for al types of customers. However, if an adequate supply of generation
fadlities is not avalable, prices will be higher and customers will spend more to obtain service.
This exact dilemma is being faced by California, a restructured state. As soon as the phase-in period
was over in San Diego, Cdifornia, the rate freeze was lifted and customers experienced a doubling
in the average dectricity hill. Customers demanded answers. Power generators countered that their
prices only reflected the dynamics of supply and demand, and that Cdifornians are now paying for
years of neglect when it came to condructing new facilities.

Obvioudy, dectric regulators are facdng a new chalenge, that of deregulation. Not only
must they grapple with the environmental and sociad questions that the process raises, they must
think harder about the basic economics of dectricity. Do regulators completely rely on competitive
markets to price the product or do they attempt to mantan some type of price caps? How do
regulatory authorities ensure that adequate supplies of new generation are available? What are the
consequences of price voldility for cusomers? These are al important issues that are ultimately
reflected in the rates.

The gaff of Florida Public Service Commission analyzed the average revenue per kWh for
every state from 1995 to 1999 and separated the States that have adopted restructuring from those
that have not. The tables follow. Each state was further broken down by customer class (residentid,
commercid, and indudrid) and surprisngly the grestest amount of savings on average from 1995
to 1999 was found in the residential class. These tables illustrate that there is a greater rate decrease
in states that have either deregulated or are in the process of deregulation, however, it must be
pointed out that rates for nearly every state have gone down since 1995. A review of the tables fail
to show persuasive trends on a regiond basis. However, trends may be more recognizeble in the

“The following rate information is from the Energy Information Administration (EIA, Form EIA-826,
Monthly Electric Utility Sales & Revenue Report with State Distributions). The EIA isthe principal and
authoritative source of comprehensive energy data for the Congress, the Federal Government, the States, and the
public.
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future. This information may aso be mideading snce many dates liged on the restructuring tables

are currently going through a regulatory or legidatively mandated rate freeze and/or rate phase-in
period. These dates ae not yet experiencing true market competition, so the effect of eectric
restructuring on rates cannot be fully determined.
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1 Total Industry, Average Revenue per kWh
State 1995 - ¢/kWh 1999 - ¢/kWh Change - ¢/kWh % - ¢/kWh

Alabama 5.47 5.00 (0.47) (8.59)
Alaska 10.17 9.60 (0.57) (5.60)
Arizona 7.62 6.50 (1.12) (24.70)
Arkansas 6.27 5.30 (0.97) (15.47)
Cdifornia 9.91 8.30 (1.61) (16.25)
Colorado 6.12 5.90 (0.22) (3.59)
Connecticut 10.50 10.00 (0.50) (4.76)
Deaware 6.91 6.60 (0.31) (4.49)
Digtrict of Col. 7.12 6.20 (0.92) (12.92)
Florida 7.01 7.10 0.09 1.28
Georgia 6.62 5.60 (2.02) (15.41)
Hawaii 11.29 11.10 (0.19) (1.68)
Idaho 4.09 4.20 0.11 2.69
lllinois 7.69 6.40 (1.29) (16.78)
Indiana 5.24 5.30 0.06 1.15
lowa 6.03 5.50 (0.53) (8.79)
Kansas 6.56 5.90 (0.66) (10.06)
K entucky 4.07 4.00 (0.07) (1.72)
Lotisiana 5.75 5.20 (0.55) (9.57)
Mane 9.49 11.00 151 15.91
Maryland 7.06 6.20 (0.86) (12.18)
M assachusetts 10.12 9.00 (1.12) (11.07)
Michigan 7.05 7.20 0.15 213
Minnesota 5.58 5.60 0.02 0.36
Mississippi 5.98 5.40 (0.58) (9.70)
Missouri 6.25 5.10 (1.15) (18.40)
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1 Total Industry, Average Revenue per kWh
State 1995 - ¢/kWh 1999 - ¢/kWh Change - ¢/kWh % - ¢/kWh

Montana 4.65 5.40 0.75 16.13
Nebraska 5.40 4.80 (0.60) (11.11)
Nevada 6.10 5.70 (0.40) (6.56)
New Hampshire 11.72 11.90 0.18 1.54
New Jersey 10.44 9.90 (0.54) (5.17)
New Mexico 6.77 6.60 (0.17) (2.51)
New Y ork 11.06 10.20 (0.86) (7.78)
North Carolina 6.58 6.40 (0.18) (2.74)
North Dakota 5.71 5.40 (0.32) (5.43)
Ohio 6.24 6.20 (0.04) (0.64)
Oklahoma 557 4.70 (0.87) (15.62)
Oregon 4.67 4.80 0.13 2.78
Pennsylvania 7.93 7.00 (0.93) (11.73)
Rhode Idand 10.38 8.60 (1.78) (17.15)
South Carolina 5.69 5.50 (0.19) (3.34)
South Dakota 6.20 6.10 (0.10) (1.61)
Tennessee 5.21 5.50 0.29 5.57
Texas 6.10 5.80 (0.30) (4.92)
Utah 5.30 5.00 (0.30) (5.66)
Vermont 9.46 11.60 214 22.62
Virginia 6.26 5.80 (0.46) (7.35)
Washington 4.10 4.50 0.40 9.76
Weds Virginia 5.34 5.10 (0.24) (4.49)
Wisconain 5.36 5.50 0.14 2.61
Wyoming 4.32 4.30 (0.02) (0.46)
U.S. Average 6.91 6.58 (0.33) (4.59)
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2. Residential Sector, Average Revenue per kWh
State 1995 - ¢/kWh 1999 - ¢/kWh Change - ¢/kWh % - ¢/kWh

Alabama 6.71 6.40 (0.31) (4.62)
Alaska 11.24 10.70 (0.54) (4.80)
Arizona 9.09 7.50 (1.59) (17.49)
Arkansas 7.98 6.70 (1.28) (16.04)
Cdifornia 11.61 10.40 (1.22) (10.42)
Colorado 7.42 7.20 (0.22) (2.96)
Connecticut 11.95 11.30 (0.65) (5.44)
Delaware 9.09 8.20 (0.89) (9.79)
District of Col. 7.62 6.80 (0.82) (10.76)
Florida 7.82 8.00 0.18 2.30
Georgia 7.85 6.70 (1.15) (14.65)
Hawaii 13.32 12.90 (0.42) (3.15)
|daho 5.33 5.20 (0.13) (2.44)
lllinois 10.37 7.70 (2.67) (25.75)
Indiana 6.74 6.50 (0.24) (3.56)
lowa 8.24 7.40 (0.84) (10.19)
Kansas 7.92 7.00 (0.92) (11.62)
Kentucky 5.62 5.20 (0.42) (7.47)
Lotisana 7.23 6.30 (0.93) (12.86)
Maine 12.51 13.20 0.69 5.52
Maryland 8.43 7.40 (1.03) (12.22)
Massachusetts 11.26 10.10 (1.16) (10.30)
Michigan 8.34 8.60 0.26 3.12
Minnesota 7.17 6.90 (0.27) (3.77)
Mississippi 6.99 6.20 (0.79) (11.30)
Missouri 7.25 5.80 (1.45) (20.00)
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2. Residential Sector, Average Revenue per kWh

State 1995 - ¢/kWh 1999 - ¢/kWh Change - ¢/kWh % - ¢/kWh
Montana 6.09 6.70 0.61 10.02
Nebraska 6.37 5.40 (0.97) (15.23)
Nevada 7.11 7.20 0.09 1.27
New Hampshire 13.50 13.80 0.30 2.22
New Jersey 11.98 11.00 (0.98) (8.18)
New Mexico 8.93 8.50 (0.43) (4.82)
New Y ork 13.90 12.90 (1.00) (7.19)
North Carolina 8.12 7.70 (0.42) (5.17)
North Dakota 6.23 5.90 (0.33) (5.30)
Ohio 8.60 7.80 (0.80) (9.30)
Oklahoma 6.82 5.60 (1.22) (17.89)
Oregon 5.49 5.50 0.01 0.18
Pennsylvania 9.72 8.50 (1.22) (12.55)
Rhode Idand 11.47 9.80 (1.67) (14.56)
South Carolina 7.53 7.20 (0.33) (4.38)
South Dakota 7.08 6.80 (0.28) (3.95)
Tennesee 5.91 6.30 0.39 6.60
Texas 7.71 6.90 (0.81) (10.51)
Utah 6.94 6.80 (0.14) (2.02)
Vermont 10.52 13.10 2.58 24.52
Virginia 7.84 7.00 (0.84) (10.71)
Washington 4.97 5.20 0.23 4.63
Wes Virginia 6.50 6.10 (0.40) (6.15)
Wisconain 6.97 7.20 0.23 3.30
Wyoming 6.09 6.00 (0.40) (1.48)
U.S. Average 8.38 7.87 (0.52) (6.03)
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3. Residential Sector (Restructuring States), Average Revenue per kWh

State 1995 - ¢/kWh 1999 - ¢/kWh Change - ¢/kWh % - ¢/kWh
Arizona 9.09 7.50 (1.59) (17.49)
Arkansas 7.98 6.70 (1.28) (16.04)
Cdifornia 11.61 10.40 (1.21) (10.42)
Connecticut 11.95 11.30 (0.65) (5.44)
Delaware 9.09 8.20 (0.89) (9.79)
Didtrict of Cal. 7.62 6.80 (0.82) (10.76)
lllinois 10.37 7.70 (2.67) (25.75)
Mane 12.51 13.20 0.69 5.52
Maryland 8.43 7.40 (1.03) (12.22)
Massachusetts 11.26 10.10 (1.16) (10.30)
Michigan 8.34 8.60 0.26 3.12
Montana 6.09 6.70 0.61 10.02
Nevada 7.11 7.20 0.09 1.27
New Hampshire 13.50 13.80 0.30 2.22
New Jersey 11.98 11.00 (0.98) (8.18)
New Mexico 8.93 8.50 (0.43) (4.82)
New Y ork 13.90 12.90 (1.00) (7.19)
Ohio 8.60 7.80 (0.80) (9.30)
Oklahoma 6.82 5.60 (1.22) (17.89)
Oregon 5.49 5.50 0.01 0.18
Pennsylvania 9.72 8.50 (1.22) (12.55)
Rhode Idand 11.47 9.80 (1.67) (14.56)
Texas 7.71 6.90 (0.81) (10.51)
Virginia 7.84 7.00 (0.84) (10.71)
Wes Virginia 6.50 6.10 (0.40) (6.15)
U.S. Average 9.36 8.61 (0.75) (7.91)
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4. Residential Sector (Statesthat have not adopted restructuring), Avg. Revenue per

State 1995 - ¢/kWh 1999 - ¢/kWh Change - ¢/kWh % - ¢/kWh
Alabama 6.71 6.40 (0.31) (4.62)
Alaska 11.24 10.70 (0.54) (4.80)
Colorado 7.42 7.20 (0.22) (2.96)
Florida 7.82 8.00 0.18 2.30
Georgia 7.85 6.70 (1.15) (14.65)
Hawaii 13.32 12.90 (0.42) (3.15)
|daho 5.33 5.20 (0.13) (2.44)
Indiana 6.74 6.50 (0.24) (3.56)
lowa 8.24 7.40 (0.84) (10.19)
Kansas 7.92 7.00 (0.92) (11.62)
Kentucky 5.62 5.20 (0.42) (7.47)
Louigana 7.23 6.30 (0.93) (12.86)
Minnesota 7.17 6.90 (0.27) (3.77)
Missssppi 6.99 6.20 (0.79) (11.30)
Missouri 7.25 5.80 (1.45) (20.00)
Nebraska 6.37 5.40 (0.97) (15.23)
North Carolina 8.12 7.70 (0.42) (5.17)
North Dakota 6.23 5.90 (0.33) (5.30)
South Carolina 7.53 7.20 (0.33) (4.38)
South Dakota 7.08 6.80 (0.28) (3.95)
Tennessee 591 6.30 0.39 6.60
Utah 6.94 6.80 (0.14) (2.02)
Vermont 10.52 13.10 2.58 24.52
Washington 4.97 5.20 0.23 4.63
Wisconsin 6.97 7.20 0.23 3.30
Wyoming 6.09 6.00 (0.40) (1.48)
U.S. Average 7.45 7.15 (0.29) (4.21)




5. Commercial Sector, Average Revenue per kWh
State 1995 - ¢/kWh 1999 - ¢/kWh Change - ¢/kWh % - ¢/kWh

Alabama 6.73 6.30 (0.43) (6.39)
Alaska 9.54 9.00 (0.59) (5.66)
Arizona 8.06 6.70 (1.36) (16.87)
Arkansas 6.83 5.50 (2.33) (19.47)
Cdifomia 10.49 8.20 (2.29) (21.83)
Colorado 6.07 5.40 (0.67) (11.04)
Connecticut 10.33 9.70 (0.63) (6.10)
Ddaware 7.08 6.80 (0.28) (3.95)
District of Col. 7.15 6.20 (0.95) (13.29)
Florida 6.39 6.50 0.11 1.72
Georgia 7.32 6.50 (0.82) (11.20)
Hawai 12.16 12.10 (0.06) (0.49)
Idaho 4.48 4.50 0.02 0.45
lllincis 7.88 6.80 (1.08) (13.71)
Indiana 5.92 6.10 0.18 3.04
lowa 6.44 5.90 (0.54) (8.39)
Kansas 6.68 6.10 (0.58) (8.68)
K entucky 5.25 5.20 (0.05) (0.95)
Louisana 6.77 6.20 (0.57) (8.42)
Maine 10.28 12.10 1.82 17.70
Maryland 6.91 5.90 (1.02) (14.62)
Massachusetts 9.93 8.60 (1.33) (13.39)
Michigan 7.86 7.80 (0.06) (0.76)
Minnesota 6.19 5.90 (0.29) (4.68)
Mississippi 7.01 6.20 (0.81) (11.55)
Missouri 6.18 5.10 (1.08) (17.48)
Montana 5.31 6.10 0.79 14.88
Nebraska 5.56 5.10 (0.46) (8.27)
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5. Commercial Sector, Average Revenue per kWh
State 1995 - ¢/kWh 1999 - ¢/kWh Change - ¢/kWh % - ¢/kWh

Nevada 6.75 6.70 (0.05) (0.74)
New Hampshire 11.38 11.40 0.02 0.18
New Jersey 10.23 9.70 (0.53) (5.18)
New Mexico 7.91 7.70 (0.21) (2.65)
New York 11.92 10.70 (1.22) (10.23)
North Carolina 6.47 6.30 (0.17) (2.63)
North Dakota 6.20 5.90 (0.30) (4.84)
Ohio 7.68 7.60 (0.08) (1.04)
Oklahoma 5.78 4.70 (1.08) (18.69)
Oregon 5.06 4.90 (0.16) (3.16)
Pennsylvania 8.33 7.10 (1.23) (14.77)
Rhode Idand 10.08 8.20 (1.88) (18.65)
South Carolina 6.35 6.20 (0.15) (2.36)
South Dakota 6.55 6.30 (0.25) (3.82)
Tennessee 6.65 6.40 (0.25) (3.76)
Texas 6.64 6.80 0.16 241
Utah 5.92 5.60 (0.32) (5.41)
Vermont 9.80 12.20 2.40 24.49
Virginia 6.07 5.50 (0.57) (9.39)
Washington 4.82 5.10 0.28 5.81
West Virginia 5.86 5.60 (0.26) (4.44)
Wisconsn 5.78 5.90 0.12 2.08
Wyoming 5.11 5.10 (0.02) (0.20)
U.S. Average 7.34 6.94 (0.39) (5.22)
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6. Commercial Sector (Restructured States), Average Revenue per kWh

State 1995 - ¢/kWh 1999 - ¢/kWh Change - ¢/kWh % - ¢/kWh
Arizona 8.06 6.70 (1.36) (16.87)
Arkansas 6.83 5.50 (2.33) (19.47)
Cdlifomia 10.49 8.20 (2.29) (21.83)
Connecticut 10.33 9.70 (0.63) (6.10)
Delaware 7.08 6.80 (0.28) (3.95)
District of Col. 7.15 6.20 (0.95) (13.29)
lllinois 7.88 6.80 (1.08) (13.72)
Maine 10.28 12.10 1.82 17.70
Maryland 6.91 5.90 (1.02) (14.62)
M assachusetts 9.93 8.60 (1.33) (13.39)
Michigan 7.86 7.80 (0.06) (0.76)
Montana 5.31 6.10 0.79 14.88
Nevada 6.75 6.70 (0.05) (0.74)
New Hampshire 11.38 11.40 0.02 0.18
New Jersey 10.23 9.70 (0.53) (5.18)
New Mexico 7.91 7.70 (0.22) (2.65)
New York 11.92 10.70 (1.22) (10.23)
Ohio 7.68 7.60 (0.08) (1.04)
Oklahoma 5.78 4.70 (1.08) (18.69)
Oregon 5.06 4.90 (0.16) (3.16)
Pennsylvania 8.33 7.10 (1.23) (14.77)
Rhode Idand 10.08 8.20 (1.88) (18.65)
Texas 6.64 6.80 0.16 241
Virginia 6.07 5.50 (0.57) (9.39)
Weg Virginia 5.86 5.60 (0.26) (4.44)
U.S. Average 8.07 7.48 (0.59) (7.12)
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7. Commercial Sector (Statesthat have not adopted restructuring),Avg. Rev. per kWh

State 1995 - ¢/kWh 1999 - ¢/kWh Change - ¢/kWh % - ¢/kWh
Alabama 6.73 6.30 (0.43) (6.39)
Alaska 9.54 9.00 (0.59) (5.66)
Colorado 6.07 5.40 (0.67) (11.04)
Florida 6.39 6.50 0.11 1.72
Georgia 7.32 6.50 (0.82 (11.20)
Hawaii 12.16 12.10 (0.06) (0.49)
Idaho 4.48 4.50 0.02 0.45
Indiana 5.92 6.10 0.18 3.04
lowa 6.44 5.90 (0.59) (8.39)
Kansas 6.68 6.10 (0.58) (8.68)
Kentucky 5.25 5.20 (0.05) (0.95)
Louisana 6.77 6.20 (0.57) (8.42)
Minnesota 6.19 5.90 (0.29) (4.68)
Mississippi 7.01 6.20 (0.81) (11.55)
Missouri 6.18 5.10 (1.08) (17.48)
Nebraska 5.56 5.10 (0.46) (8.27)
North Carolina 6.47 6.30 (0.17) (2.63)
North Dakota 6.20 5.90 (0.30) (4.84)
South Carolina 6.35 6.20 (0.15) (2.36)
South Dakota 6.55 6.30 (0.25) (3.82)
Tennessee 6.65 6.40 (0.25) (3.76)
Utah 5.92 5.60 (0.32) (5.41)
Vermont 9.80 12.20 2.40 24.49
Washington 4.82 5.10 0.28 581
Wisconsin 5.78 5.90 0.12 2.08
Wyoming 511 5.10 (0.01) (0.20)
U.S. Average 6.63 6.43 (0.20) (3.41)
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8. Industrial Sector, Average Revenue per kWh
State 1995 - ¢/kWh 1999 - ¢/kWh Change - ¢/kWh % - ¢/kWh

Alabama 4.05 3.50 (0.55) (13.58)
Alaska 8.38 7.10 (1.20) (15.27)
Arizona 5.26 5.00 (0.26) (4.94)
Arkansas 451 3.90 (0.61) (13.53)
Cdifornia 7.37 5.60 (1.77) (24.02)
Colorado 452 4.20 (0.32) (7.08)
Connecticut 7.94 7.30 (0.64) (8.06)
Ddaware 4.72 4.50 (0.22) (4.66)
District of Col. 4.36 3.90 (0.46) (10.55)
Florida 5.16 4.80 (0.36) (6.98)
Georgia 452 3.60 (0.92) (20.35)
Hawai 9.27 9.10 (0.17) (1.83)
|daho 2.81 2.70 (0.12) (3.92)
lllinois 5.27 4.70 (0.57) (10.82)
Indiana 3.94 3.90 (0.04) (1.02)
lowa 3.94 3.60 (0.34) (8.63)
Kansas 4.82 4.50 (0.32 (6.64)
K entucky 2.93 2.90 (0.03) (1.02)
Lovisana 3.97 3.80 (0.17) (4.28)
Mane 6.65 7.70 1.05 15.79
Maryland 4.23 3.90 (0.33) (7.80)
Massachusetts 8.41 7.60 (0.82) (9.63)
Michigan 5.13 5.00 (0.13) (2.53)
Minnesota 4.30 4.40 0.10 2.33
Mississippi 4.44 3.90 (0.59) (12.16)
Missouri 453 3.80 (0.73) (16.11)
Montana 344 3.60 0.16 4.65
Nebraska 3.84 3.50 (0.34) (8.85)
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8. Industrial Sector, Average Revenue per kWh
State 1995 - ¢/kWh 1999 - ¢/kWh Change - ¢/kWh % - ¢/kWh

Nevada 5.05 4.10 (0.95) (18.81)
New Hampshire 9.56 9.20 (0.36) (3.77)
New Jersey 8.15 7.60 (0.55) (6.75)
New Mexico 4.40 4.10 (0.30) (6.82)
New York 5.79 4.70 (1.09) (18.83)
North Carolina 4.85 4.40 (0.45) (9.28)
North Dakota 4.50 4.20 (0.30) (6.67)
Ohio 417 4.20 0.03 0.72
Oklahoma 3.75 3.40 (0.35) (9.33)
Oregon 3.47 3.30 (0.27) (4.90)
Pennsylvania 5.92 4.90 (1.02) (17.23)
Rhode Idand 8.87 6.80 (2.07) (23.34)
South Carolina 4.00 3.60 (0.40) (10.00)
South Dakota 4.43 4.40 (0.03) (0.68)
Tennessee 4.50 4.50 0.00 0.00
Texas 3.98 4.00 0.02 0.50
Utah 3.72 3.30 (0.42) (11.29)
Vermont 7.56 8.60 1.04 13.76
Virginia 4.16 3.90 (0.26) (6.25)
Washington 2.96 3.10 0.14 4.73
West Virginia 4.03 3.80 (0.23) (5.72)
Wisconsn 3.78 3.90 0.12 3.17
Wyoming 3.50 3.40 (0.10) (2.86)
U.S. Average 5.06 4.69 (0.36) (6.69)

50




0. Industrial Sector (Restructuring States), Average Revenue per kWh

State 1995 - ¢/kWh 1999 - ¢/kWh Change - ¢/kWh % - ¢/kWh
Arizona 5.26 5.00 (0.26) (4.94)
Arkansas 451 3.90 (0.61) (13.53)
Cdlifomia 7.37 5.60 (1.77) (24.02)
Connecticut 7.94 7.30 (0.64) (8.06)
Delaware 4.72 4.50 (0.22) (4.66)
District of Col. 4.36 3.90 (0.46) (10.55)
lllinois 5.27 4.70 (0.57) (10.82)
Maine 6.65 7.70 1.05 15.79
Maryland 4.23 3.90 (0.33) (7.80)
M assachusetts 8.41 7.60 (0.81) (9.63)
Michigan 5.13 5.00 (0.13) (2.53)
Montana 344 3.60 0.16 4.65
Nevada 5.05 4.10 (0.95) (18.81)
New Hampshire 9.56 9.20 (0.36) (3.77)
New Jersey 8.15 7.60 (0.55) (6.75)
New Mexico 4.40 4.10 (0.30) (6.82)
New York 5.79 4.70 (2.09) (18.83)
Ohio 417 4.20 0.03 0.72
Oklahoma 3.75 3.40 (0.35) (9.33)
Oregon 3.47 3.30 (0.27) (4.90)
Pennsylvania 5.92 4.90 (1.02) (17.23)
Rhode Idand 8.87 6.80 (2.07) (23.34)
Texas 3.98 4.00 0.02 0.50
Virginia 4.16 3.90 (0.26) (6.25)
Weg Virginia 4.03 3.80 (0.23) (5.71)
U.S. Average 5.54 5.07 (0.48) (7.86)
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10. Industrial Sector (Statesthat have not adopted restructuring), Avg. Rev. per kWh

State 1995 - ¢/kWh 1999 - ¢/kWh Change - ¢/kWh % - ¢/kWh
Alabama 4.05 3.50 (0.55) (13.58)
Alaska 8.38 7.10 (1.20) (15.27)
Colorado 452 4.20 (0.32) (7.08)
Florida 5.16 4.80 (0.36) (6.98)
Georgia 452 3.60 (0.92) (20.35)
Hawaii 9.27 9.10 (0.17) (1.83)
Idaho 2.81 2.70 (0.11) (3.91)
Indiana 3.94 3.90 (0.04) (1.02)
lowa 3.94 3.60 (0.34) (8.63)
Kansas 4.82 450 (0.32) (6.64)
K entucky 2.93 2.90 (0.03) (1.02)
Lotisiana 3.97 3.80 (0.17) (4.28)
Minnesota 4.30 4.40 0.10 2.33
Mississippi 4.44 3.90 (0.54) (12.16)
Missouri 453 3.80 (0.73) (16.12)
Nebraska 3.84 3.50 (0.34) (8.85)
North Carolina 4.85 4.40 (0.45) (9.28)
North Dakota 4.50 4.20 (0.30) (6.67)
South Carolina 4.00 3.60 (0.40) (10.00)
South Dakota 4.43 4.40 (0.03) (0.68)
Tennessee 4.50 4.50 0.00 0.00
Utah 3.72 3.30 (0.42) (11.29)
Vermont 7.56 8.60 1.04 13.76
Washington 2.96 3.10 0.14 4.73
Wisconsn 3.78 3.90 0.12 3.17
Wyoming 3.50 3.40 (0.10) (2.86)
U.S. Average 4.59 4.33 (0.25) (5.56)
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4. CUSTOMER SERVICE ISSUES

For purposes of this discussion, the term ” customer service’ refers to how a company relates
to its customers (marketing, complaint resolution) as well as the services it provides to them
(reliability, billing, metering). The quality of service a customer receives and the variety of service
offerings avalable to a cusomer are likdy to be highly dependent on customer class in a
deregulated environmen.

In a regulated monopoly market, retail customers are classfied as residentia, commercia
or industria. Small business customers are included in the commercia class. As a class, resdentia
customer payments make up the greatest single percentage of total eectric revenues in most sates,
typicaly about 40%. Commercid and industrial customer classes are generally evenly divided, each
making up about 30% of total dectric revenues in most states. Florida is atypicad, in that residential
revenues accounted for 58% of dl dectric revenues in 1998, the grestest percentage of any state.

Just as competitive telephone companies fird sought large high-use business customers,
retal eectric providers are aso likely to target large business and indudtrid customers. Because
of ther high energy consumption, these customers will have bargaining power in a competitive
market and will be ale to negotiate lower rates through contract pricing. Therefore, most electric
restructuring legidation includes protective measures for resdentid and smdl business customers
related to codt, aswell as service and reliability.

The guiding principal mogt states seem to be following in regard to customer service is “No
class of customers should be made worse-off by retall competition than they were under a regulated
monopoly system.” Or, in even ampler terms, “First, do no harm.”  Will such pragmatic principas
be auffident to ensure customers are protected as the eectric industry is restructured? The
falowing is an analysis of customer service issues as they have been addressed by states undergoing
aredructuring of their energy markets.

Standard Service Provisions and Policies

Most states have required incumbent eectric providers to offer a standard service package,
uudly a a lower rate which is prescribed by the legidature or the utility commisson. The
authority responghility to enact rules that will ensure adequate service standards and policies remain
in place across the dectric indudtry is held by the public utility commission in most states.

Default Service Provisionsand Policies

Customers who do not sdlect a competitive provider are served by a default service provider.
The default service provider is aso known as the “provider of last resort” since it must serve
customers who have no competitive choices available, whose compeitive choice defaulted, or who
cannot obtain service from a competitor due to poor credit. The default provider is amost dways
the utility which provided service to the customer prior to resructuring (the digtribution company).
At least four states (Maryland, Massachusetts, Nevada and New Jersey) have plans to auction small
default customers by holding a competitive bidding process to determine what company will win
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CUSTOMER SERVICE ISSUES

the right to provide service to those customers who are ether uwilling or uneble to choose a retall
generation provider.

It is important for states to decide what should happen to customers who do not exercise ther
choice of generation providers. One dternative is to assign a generation supplier to those customers
who do not exercise ther own choice. The supplier could be assigned randomly or distributed
according to the frequency each generation supplier was selected by the rest of the customer base.
Florida and severa other states used a gmilar method when customers were first given a choice of
long distance providers in the 1980s. One reason a state might favor this method is that it results
in a greater digtribution of customers among new suppliers of generation which in turn bolsters the
competitive generation market.

L oad Aggregation Palicies

An aggregator is an entity which groups customers together for retail sde purposes. The
aggregator can obtain a lower rate for generation services for residentid and smal busness
customers who might not be able to obtain lower rates on ther own. The aggregator company
receives revenues by charging the aggregated customers a dightly higher rate than the rate it pays
the energy producer. Almogt all states adlow residentia and small business customers to voluntarily
aggregate. Mogt states require aggregators to be licensed by the utility commission.

Aggregator companies can simulate competition by encouraging customers to exercise their
compelitive choice. Aggregators provide additiona choices and customers who otherwise would
not change generation providers, might do so if an aggregator company markets its services directly
to the customer. In most cases, aggregator companies target customers who have something in
common, such as being associated with a large businesses, hospital, university, church or charity
group. Because an aggregator markets to a certain type of customer, it often develops specific
sarvices designed to appeal to that customer group’s needs. This is an example of how competition
can simulate product innovation.

Resdlers of tdecommunications services who aggregate telephone treffic to obtain bulk
discounts are required to obtain a certificate to operate in Florida.  Some reasons for this practice
are market monitoring, customer protection and enforcement. Requiring companies who negotiate
purchases of dectricity for customer groups to apply for cetification from the Forida Public
Service Commission prior to offering service would be prudent as the provison of safe and reliable
electric sarvice is vitd to customers.

Shopping Credit Computation

A shopping credit is a pricing mechanism a few states have developed to encourage retall
generation competition. In New Jersey, the utility commisson sets an arbitrary rate that becomes
the benchmark price. In Pennsylvania, it is caled a “shopping credit.” In Texas, it is cdled the
“Price-to-Beat.” By January 1, 2002, dl retail providers in Texas will be required to offer residential
and smdl business customers rates that are 6% lower than its bundled rates as of January 1, 1999.
This reduced rate becomes the price-to-beat. Retail electric providers may not charge a different
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CUSTOMER SERVICE ISSUES

rate until either 36 months have passed since customer choice was introduced, or the Texas Public
Utility Commission determines that at least 40% of dectric power consumed by the same class of
customers within the utility’ s certificated service areais committed to be served by competitors.

When states set a benchmark price or “price to beat”, it introduces stability to the market.
The benchmark price should be set for a defined period of time so that competitors know they must
offer rates lower than the benchmark rate in order to compete. The trick is setting the benchmark
price a just the right levd, high enough so that incumbents are not being penaized but low enough
to adlow competitors to enter the market. Forida might consider the approach Texas took in this
area. The Texas legidature chose not to reduce the price during the trangtion period. Instead, by
freezing prices during the trangtion period, gains could go toward reducing stranded costs.

Customer Education Campaigns

Customers mugt be informed about competitive opportunities in order to take advantage of
them. There is a sirong correlation between customer education and customer participation in
competitive choice. Some states have opened generic dockets where stakeholder groups work
together to develop plans for educating consumers.

The method used to fund customer education campaigns varies among states. For example,
in some states (Arizona, Texas, Cadifornia, New Mexico) a non-bypassable® charge is added to each
customer’s hill to cover a variety of public benefit programs, including cusomer education. In
Massachusetts, a state agency, the Department of Energy Resources, is responsible for developing
a consumer education campaign.  The agency then submits its plan aong with a budget to both the
utility commisson and the state legidature for goproval. The agency’s plan must not replicate ad
campaigns which can be done by the private market. Other states are currently in the process of
addressing the dlocation and recovery of costs for consumer education programs (Michigan,
Nevada, and Virginia).

In Arizona, the Commisson determines the amount of the charge and the recovery
mechanism on a utility by utility basis through a forma hearing process. In Cdifornia, customer
education was heavily funded ($74 million) and furnished through a third party contractor with
overdght by a stakeholder group. After this initid customer education campaign blitz, Cdifornia
authorized the three incumbent utilities to implement their own consumer education programs, with
any materids developed being subject to the Cdifornia Public Utility Commission’s approval.

Falure to prepare customers for a deregulated dectricity market means there will be less
underganding and therefore lower participation in competitive choice. Customers who do
participate may have fase expectations and therefore be unsatisfied with their experience. There
are likdy to be more questions directed to utilities and state public service commissions.  Educating

°A “non-bypassable charge” is a surcharge on the bill from which no customers are exempt.
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CUSTOMER SERVICE ISSUES

consumers will empower them to demand quality service at a fair price. Isn't that what competition
is supposed to achieve?

Competitive Metering and Billing

Saff has identified ax states which have expresdy permitted competitive metering and
billing (Delaware, lllinois Maryland, Montana, Ohio, Texas). Within these six states, the methods
for implementing competitive metering and hilling vary. For example, in some states competition
in these areas is not expected to take place until severa years after the transition to competition. In
other states, certain conditions must be met prior to making these services competitive. And in ill
other states, metering and billing will not become compstitive until requested by a utility company.
This issue will be decided on a utility by utility bass in Pennsylvania, while Massachusetts, New
Jersey and Virginia currently have competitive metering and billing under study.

Perhaps this is another area where a lesson can be learned from the deregulation experience
of tdecommunications indugry. As the number of companies resdling long distance service
proliferated during the 1980s, companies who drictly provided billing service were created to serve
the needs of these resdlers.  Previoudy, incumbent local exchange companies had been the sole
providers of this function. The Horida Commisson decided to require these hilling service
companies to obtain a certificate, reasoning tha they were involved in the provision of regulated
utility services since they hilled intrastate telephone cals. This requirement proved to be helpful
when some hilling service companies engaged in questionable business practices such as inserting
unauthorized charges on hills (cramming). If the Horida commission had not mantained oversight
over these companies, we would not have been dble to effectively protect customers from unfair and
deceptive hilling practices. For these reasons, Florida should carefully consider the conditions under
which such services are permitted to be offered competitively as well as the appropriate point in
time such an offering would provide the most benefit to retail competition.

L oad Profiling Requirements

Competitive providers of retail eectric service want to know the usage habits and patterns
of thar potentiad customers to hdp them make informed business decisons and effectivdly market
thar services. Therefore, competitive providers seek this information from incumbent providers,
in order to target the mogt profitable customers.

This issue does not appear to have been addressed in detail by the dectric restructuring
legidation in many states, though it is expected to be dealt with through rulemaking which addresses
other customer protection issues. It is presently under study in Connecticut, Texas and Virginia
Where load data is dlowed to be shared, it requires the customer’'s permisson (Ohio, Illinais,
Massachusetts). For example, Illinois expressy prohibits utility companies from sharing customer
gpecific hilling, usage or load shape data with dternative suppliers without the customer’s
authorization. Massachusetts decided that distribution companies may provide 36 months of
demand and energy data for demand billed customers and 12 months of data for energy only
customers to aternative suppliers with permisson of the customer. Arkansas only alows customer
usage data to be provided in the aggregate.
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CUSTOMER SERVICE ISSUES

Companies could be permitted to provide customer load information in the aggregate,
without providing names and addresses. In this way, competitors could receive some benefit from
the information without risking an intruson into an individud customer’s privacy, which could
dienate customers. Cudomers reman free to divulge as much information about their energy
consumption habits as they wish and it is hard to imagine why they would not choose to do so. For
example, most customers don't hesitate to share copies of ther telephone bill with competitor
companies in hopes of getting a lower rate for long distance calls. However, it remains to be seen
whether retail customers are willing to trade their privacy for a few cents less on their eectric hill.

Customer Protection

Virtudly every date's redtructuring legidation contans some sort of customer protection
provisons. Generdly, the subject areas are ddineated in the legidation and the date utility
commission is indructed to conduct rulemaking to flesh out specific provisions such as those
enumerated below. States known to have passed customer protection rules are Arizona, California,
and Connecticut. Proceedings are currently underway in many other states. Customer protection
provisons are generdly focused around the following topics:

Slamming and Cramming

Almog dl states have ether specificaly prohibited damming by rule, or are in the process
of doing so (Arizona, Cdifornia, Connecticit, Deaware, lllinois, Massachusetts, Maryland,
Montana, Nevada, Ohio, Pennsylvania, Texas, Virginia). Severd of these states aso require dectric
utilities that dam a customer to refund unauthorized charges and/or pay a fine. Some dtates require
written authorization from the customer in order to change suppliers (Arizona, Montana). Other
states have aso chosen to dlow changes if they are verified by a third-paty (Connecticut,
M assachusetts).

During the years since long distance service became competitive, both the Florida Public
Service Commisson and the Federal Communications Commission have conducted several rounds
of rulemaking in efforts to curb unauthorized switching of service. As Florida takes steps to open
the dectric market to competition, we mug find ways to make the process of changing providers
ample while mantaining enough Sructure in place to protect customers from the deceptive
marketing practices that have plagued the telephone industry.

Privacy and Advertising

Most legidation and/or customer service rules contain provisions to protect customer privacy
and prohibit deceptive advertisng and/or marketing practices.  For example, in Delaware, eectric
auppliers are prohibited from contacting consumers by telephone to solicit business (tdlemarketing).
In Connecticut, unless a customer natifies the loca digtribution company to the contrary, the
company may release the customer’s name, address, phone number and rate class without
disrimingion. Release of any other customer information requires affirmative permisson of the
customer.
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In Texas, commission rules prohibit utility affilistes from using their parent company’s name
or logo without a disclamer. Parent companies are not alowed to solicit business for their affiliates
and may not participate in “favorable’ joint marketing campaigns.

Customer Complaint/Redress

Mogt states aready have extensve customer complaint procedures in place through their
public service commissions. Since the distribution company will be the company deding directly
with the customer and it remains regulated, cusomer complaints about incumbent or dternative
electricity suppliers follow existing procedures.

However, some states have taken this opportunity to fine tune their complaint procedures.
In lllinois, complaints may be filed with either the 1llinois Commerce Commission or the Attorney
Generd’s Office.  All utilities and adternate suppliers are required to establish customer service cal
centers where consumers can receive ass stlance and information.

Product Disclosure

Regtructuring legidation generdly specifies the information dectric suppliers must provide
to customers about ther products, such as rates, terms and conditions of service, for comparison
shopping purposes. Typicdly, bills are required to reflect separate charges for transmission,
generation, and didribution, and often mugt include line items for research, environmenta
(emissions data), low-income funds, taxes, and a competition transition charge, if gpplicable. Other
items of interest to customers required to be included in many dtates are the generation or fue-mix
and wha portion comes from renewable energy sources.  Massachusetts even requires the labor
characterigtics of each supplier's energy portfolio to be disdosed in a sandardized format. Also,
regulated and non-regulated charges are usudly required to be identified separately. Some states
have required companies to use a standard hilling format to aid customers in comparing prices
among dternative suppliers (Connecticut).

Companies want as much freedom as possible to design hills for specific markets and billing
systems. It could be argued that dlowing this freedom will result in benefits to customers whereas
regquiring a company to adhere to generic standards in every case will redtrict its ability to innovate
and offer desired services at lower costs. On the other hand, customers will certainly expect enough
consgtency in hilling formats to be able to quickly discern important information and make
comparisons across companies. Horida must carefully consider the level of regulation it will apply
to hilling format and product disclosure in order to strike a balance between the competitive interest
of companies and that of consumers.

Universal Service

Universdl service means ensuring al residentiad customers have access to dectricity at an
affordable rate and are protected from disconnection in severe weather conditions that might be life
threstening.  Often, restructuring legidation includes provisions for, or directs the utility commisson
to egtablish, a fund to provide finanaa assistance to low-income persons who are unable to pay for
their energy needs. The funds may be paid by eectric customers through a * systems benefit charge”
or some other itemized charge on the customer’ s hill.
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In Colorado, families enrolled in a state finandd assstance progran may purchase energy
at the same bulk rates as state agencies. In Massachusetts, each distribution company must file a
tariff on low-income customers which permits them to purchase energy a a fixed rate (rate in effect
in March 1998). If the company experiences a shortfdl due to participation in this program, it can
be made up in arate case. Didribution companies in Massachusetts must make generation suppliers
“whol€e’ if revenue is due a generation supplier by a customer on the Low Income Tariff, even if the
customer refuses to pay.

In Mayland, the Depatment of Human Resources adminisers the universal service
program, induding fund disbursement, under the oversight of the utility commisson. The Maryland
legidation specified that over the next three years $34 million would be collected for the universa
service fund. $24.4 million will be collected from the industrial and commercia classes, and $8.6
million will come from the resdentid dass

Disconnection Procedures

It is necessary that customers be protected from improper disconnection of service in a
competitive environment, just as regulaions have protected them from improper disconnection by
the monopoly provider. Since the distribution company will remain regulated, disconnection
procedures are unlikely to need extreme revison. Mog daes are smply claifying that their
exiging provisons will apply to dternative providers as wel as incumbent digtribution companies.
For example, most states protect customers from disconnection during extreme westher conditions,
for medica reasons (such as life support equipment), and for nonpayment of unregulated services
(such as gppliances).

Conclusion

Successfully anticipating customer needs is critical to achieving a robust competitive energy
market. This statement is as true for sates as they restructure energy markets as it will be for the
compstitors in that market. Florida has a specia challenge in that 88% of al eectric accounts in
the state are resdentid. Unlike business and industrial customers, residentid customers are not as
used to negotiding rates for essential services. Residentia customers will need help and guidance
to make the adjusment to retal competition in the dectricity market. Based on Florida's
characteristics, our experiences in telecommunications deregulation, and our review of methods
adopted by other states, we bdieve the following customer issues should be addressed in Florida
through rulemaking or legidation.

* Consumer protection

* Consumer education

* Minimum service sandards
* Provider of last resort

* Standard service packages
* Aggregator companies

* Billing practices

* Universd service
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S. PUBLIC PURPOSE PROGRAMS

This issue involves public purpose programs whereby the benefits of the programs accrue
to society in generd as opposed to individuas. Programs include, but are not limited to, low income
assstance, universal service, conservation and energy efficiency measures, renewable resources
(wind, solar etc.) and research and development. In a monopoly market, regulation or legidative
mandate has been the driving force to achieve these programs at more than a minima leved. At issue
in a competitive market is continuation of some leve of these programs so that their benefits do not
become stranded. A competitive market will not recognize the external costs associated with
providing dectric service.

States that have aready opened ther dectric market to competition have funded continuing
programs through either genera tax revenues or some form of a system benefits charge. A systems
bendfit charge is a surcharge or rider placed upon the digtribution portion of the customers hill. It
is applied on either a per kilowatt hour or on a per hill basis. By being placed on the distribution hill,
the charge is unavoidable or nonbypassable and charged to all eectric customers regardless of
generation source. A different variation is to fund some programs through the generation suppliers.
Under this option, a program is identified and a set annual amount is determined to fund the
program. Each generation company contributes a portion of the target budget based upon the
percentage of its retaill dectric sales compared to totd sdes. These funding mechanisms can be
aoplicableto al programs and place no individua utility at a competitive disadvantage.

LOW INCOME ASSISTANCE

A mgor concern in restructuring is that low income customers have little market power and
are not an aitractive market sector for competition. Additiondly, for Forida utilities, either funding
or collecting funds to assist low income customers is externa to the cost of providing eectric
sarvice. Presently, Foridas privady owned electric utilities have limited involvement in low
income assistance. Some tilities have voluntarily implemented “Good Neighbor Programs’ where
customers can check a box on their bills to donate $1.00 or round up their bill with the funds going
to sociad agencies. Some utilities contribute funds directly to socid welfare agencies to assist low
income customers to mantan dectric service. However, these efforts are voluntary and not
subgtantid. Federa funds are dso available through the Low-Income Home Energy Assistance
Program (LIHEAP) and other agencies for direct hdp in paying bills, weatherization and other
messures to reduce bills,

States that have involved utilities through universd service have generdly placed a surcharge
on the digtribution portion of dectric hills ether on a per bill or per kwh bass, with the funds going
to the agency which adminigers the program. For uitilities to collect funds as part of the hill for
assstance programs, it appears the legidature must explicitly state that universal service is a date
god and mandate utility involvement in funding the plans. Redructuring legidaion could dso
provide an opportunity to consolidate low income energy assistance programs under one agency for
adminigrative efficency. However, it gppears, as with the exising monopoly market structure,
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that an adequate leve of direct assstance for low income customers is available without mandated
direct involvement by Florida' s utilities

CONSERVATION AND ENERGY EFFICIENCY MEASURES

Since 1980, Forida has collected over 2 hillion dollars through its Conservation Cost
Recovery Clause. These programs were legidaively mandated by the Horida Energy Efficiency and
Consarvation Act (FEECA) and are funded through a per kwh surcharge on dl customer hills.
Approximately 90% of the funds are used on load management with the remainder on energy audits,
rebates and other conservation measures.

Under the present monopoly structure, eectric utilities benefit from conservation and energy
efficdency measures. Since dectric utilities are required to have adequate load available to serve
their given territories, it is sometimes more cost effective to fund efforts to reduce usage than
congtruct additiona plants. This avoided cost benefits both utilities and ratepayers.

At issue in a competitive generation market is the incentive for generation providers to
participate in these programs when profit and market share are priorities. Transmisson and
digribution companies adso have little incentive to implement programs which directly impact
generaing companies.

We bdieve that condderation should be given to continuing a least some leve of
conservation and energy efficiency measures. However, defining, implementing and funding these
programs is complicated by jurisdictionad and Structurad considerations. If  the existing programs
are to continue, in whole or in part, the legidature would need to consder their applicability to al
energy providers, the magnitude of the funding, how codis are assgned, and whether there would
be a periodic review and evauation of the program results.  Funding could continue as is, with the
surcharge being placed on the digtribution companies’ hills.

RENEWABLE RESOURCES

Florida's invesor owned utilities presently do not use wind, geothermd or hydro as
electricity sources because they just do not exist. While demongtration projects can be found for
solar, it is presently not cost effective for dectric generation even in the “sunshine date” Some
states have required a renewable portfolio standard which requires a specific percentage of the
state’' s annud eectric use or capacity to come from renewable energy. Under this proposal, Forida
would bascaly be paying other states to provide renewables for us snce we have none of our own.
It is not clear what benefit this would be to Florida, snce we would dill have to generate to meet
load. Some dtates have required generating companies to contribute to a fund offering loans, grants
and other incentives to promote invesment in renewable resources. Under this option, a program
is identified and a set annua amount is determined to fund the program. Each generation company
contributes a portion of the target budget based upon the percentage of its retall electric sales
compared to total saes.
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Due to the general unavalability of renewable resources in Florida, it appears alocating
resources to these programs is not prudent at this time. However, continued research in more
effident and cost effective solar technology or in other areas deemed beneficid to the state could
be achieved through research and development as discussed in the following section.

RESEARCH AND DEVELOPMENT

In a monopoly environment, research and development (R&D) of new technologies and ways
to increase operdaing efficiency has been a cooperative effort among utiliies. Through payment of
dues to the Electric Power Research Indtitute, projects were selected and research conducted to
bendfit the entire industry. Absent compstition, each utility shared the benefits of R&D to enhance
savice in thar respective service territories.  Redructuring has brought forth the competitive
attitude of “every man for himsdf.” Utilities are reluctant to contribute funds for research which will
benefit a competitor. Additiondly, utiliies which provide only digribution, transmisson or
generdion service have little incentive to fund projects relaing to services they do not provide.

In a competitive market, each utility has a strong incentive to interndize R&D in an effort
to find more cost effective means to provide service and stay ahead of competitors. For Florida, a
competitive market should provide the incentive for utilities to conduct R&D in areas they deem
beneficid to ther operations. However, if the legidaure beieves it is beneficia to the State to
conduct R&D in other areas such as solar or energy efficiency matters, a state agency could be given
adminidraive oversght over an R&D program. This agency could screen and select appropriate
projects with funding coming from a systems benefit charge as previoudy discussed.

CONCLUSION

If the legidaiure determines that Florida's retail eectric market is to be open to retall
compstition, it must determine if exiging programs are to be maintaned a the same leve,
expanded, modified, discontinued or left to the market. For plans that will be continued, the
legidature must determine the levd of involvement for dectric utilities and whether they will have
a role in implementing or adminidrating certain programs or be solely involved in providing or
collecting funding.

Regarding low income assstance, it appears, as with the existing monopoly market
dructure, that an adequate levd of assstance for low income customers is avalable without
mandated direct involvement by Florida's utilities Additionaly, regardless of market structure,
we bdieve it is beneficid for Florida to continue some level of conservation and energy efficiency
programs to decrease load requirements and conserve resources. Due to the general unavailability
of renewable resources in Florida, it appears alocating resources to these programs is not prudent
a this time. However, continued research in more efficient and cost effective solar technology or
in other areas deemed beneficid to the State could be achieved through the legidature designating
a dstate agency with adminigtrative oversight over Research and Development  programs. This
agency could screen and select gppropriate projects with funding coming from a systems benefit
charge as previoudy discussed.

63



PUBLIC PURPOSE PROGRAMS

Exiding conservation and energy efficency programs were legidaivdy mandated by the
Florida Energy Efficiency and Conservation Act. It would appear that the incluson or continuation
of public purpose programs in a compstitive environment would require legidative action followed
by commisson rulemaking, as needed. If Forida implements retail competition and wishes to
pursue public purpose programs, legidative action would be needed to accomplish the following:

> Mandate utility involvement in collecting funds or administering portions of low income
assistance plans.

> Determine a funding mechanism and what, if any, conservation and energy efficiency
programs will continue and & what leve?

8 Determine if it is beneficid to the state to pursue renewable resources and in what manner?

> Determine a funding mechanism and whether a state agency should be given authority to
develop aresearch and development program for energy related matters.



6. RELIABILITY

Defining Reliability

Rdiahility cannot be eadly or unambiguoudy defined. A religble dectric system is one that
dlows for few involuntary interruptions of service to customers. Outages can be described in terms
of number, frequency, duraion, amount of load and number of customers affected. Reliability can
be further described in terms of adequacy and security.

Adequacy means providing sufficient generation, transmission and distribution capacity to
supply the aggregate electric power and energy requirements of consumers, taking into account
scheduled and unscheduled outages of system facilities. Adequacy issues tend to be long term in
nature (days to year) and amenable to market incentives and interactions to address both the amount
of eectric power and energy service required by consumers and the number of suppliers in the
market to provide service. Adequacy implies that there are sufficient generation and transmission
resources inddled and available to meet projected needs plus reserves for contingencies. Adequacy
is ancther name for Systlem Planning Rdiability.

Security means designing, maintaining and operating an aready huilt system so that it can
handle emergencies safely while continuing to operate. Security issues tend to be short term in
nature (seconds to hours) and require activation and operation of automatic protection devices.
These issues gengdly involve intervention by a system operator. Security implies that the system
will remain intact even after outages or other equipment falures occur. Security is another name for
Operationd Rdiability.

While mogt states have given considerable thought to security or operational rdiability
concerns, much work remans to be done in respect to planning religble adequacy. Most states are
rying on the newly developed Regiona Transmisson Organizations (RTO) to assure day to day
operational reliability. Since regiond coordinating councils and the National Electric Rdidhility
Council have established long accepted standards, the assumption of operationa control should go
relatively smoothly. Furthermore, a number of nationad organizations are working diligently to
coordinate the standards and merket rules that will be adopted al across the county. These
organizations are addressed later in this section.

How Reliability is Handled Now

The North American dectric system is comprised of an interconnected network of generating
plants, transmisson lines and didribution fadlities These transmisson systems are divided into
three regional grids. the Eastern Grid, the Western Grid, and ERCOT that operates in Texas. These
networks provide eectric utilities with dternative power paths in emergencies and alow them to
buy and sl power from each other and from other power suppliers. Within these three large aress,
many Uutilities operate separate rdiability councils and, within councils, individud utiliies operate
control aress.

The gructure of the grid makes reliability possible, but what makes it a redity is the
coordination in operations of the eectric companies that make up the network. At fird, utilities
interconnected to increase rdiability. With transmisson interconnections, utilities were able to rely
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on emergency generating assstance from neighboring utilities during mgor generating unit outages.
Because of the enhanced rdiability gained by these mutud assistance agreements, the need to
maintain surplus reserve generating capacity for each utility was reduced. This reduced each utility's
costs of providing religble service. From these early beginnings, competition in the wholesde supply
of generation emerged.

For the dectric power grid to work smoothly, a trangmission operator musgt be aware not only
of the power flowing over its own system created by its own generators and the dectricity demand
of its customers, but it mugt aso be aware of the transfers of power between other sysems and how
those trandfers might flow through its own system. To coordinate power flow, control areas have
been formed. Control areas consisting of one or severd transmisson operators ensure that there is
adways a baance between eectricity generation and the amount of eectricity needed a any given
moment to meet demand. Operators use computerized systems to exercise minute-by-minute control
over the network and ensure tha power transfers occur during specified times in prearranged
amounts.

Key Rdiability Ingtitutions

Within the United States, three groups or inditutions play key roles in the area of bulk-power
rdiability: System Operators, the North America Electric Rdiability Council (NERC), and the
Federd Energy Regulatory Commission (FERC).

1. System Operators and Security Coordinators, as mentioned before, rely on communication with
each other, access to essentia system information, and red time monitoring and control of certain
fadlities to mantan system rdiability. When an emergency occurs on the sysem, the control area
operator acts--both through communication and direct physicd action--to ensure the integrity and
Security of the system.

2. The NERC was edtablished in 1968 by dectric utilities This voluntary membership organization
was created as an dternative to government regulation of reiability. The NERC develops standards,
guiddines, and criteria for ensuring system security and evauating system adequacy. The NERC
is funded by Regiona Rdiability Councils, which adapt the rules to meet the needs of their regions.
Through the work of its ten Regiond Reiability Councils, the NERC has largely succeeded in
maintaining a high degree of transmission grid rdiability throughout the country.

The NERC is comprised of ten Regiond Rdiability Councils that account for virtudly al
the dectricity supplied in the United States. Once a member of the Southeastern Electric Reliability
Council (SERC), Florida formed its own Regiond Rdidbility Council in 1996 caled The Florida
Rdiability Coordinating Council (FRCC). The FRCC was established to ensure and enhance the
rdidbility and adequacy of bulk dectricity supply in Horida, now and into the future. FRCC
members indude investor-owned Utilities, cooperative systems, municipas, independent power
producers, federa systems, and power marketers. All FRCC members are full voting members. The
activities of the FRCC are directed by its Executive Board. The Board is comprised of the top level
executive from each member of the FRCC. The technicd activities of the FRCC are carried out by
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its Enginexring and Operating Committees. These committees, and their subcommittees, are
comprised of managerid and technica representatives from the members of the FRCC. These
representatives provide the expertise necessary for the planning, engineering, setting of operational
sandards, capacity requirements, and operating aspects of dectric system reliability. A permanent
daff islocated in Tampa, Florida, providing day-to-day coordination and support.

3. The FERC is the Federal agency having jurisdiction over the bulk power market, including
interstate transmisson systems. As part of these responshilities, the FERC implements policies to
ensure that the owners and operators of bulk power transmisson facilities under the agency’s
jurisdiction provide nondiscriminatory service to dl power suppliers in wholesdle power markets.
Hidoricdly, the FERC has not had to invove itsdf with regulation reiability functions.
Increesingly, some parties are cdling upon the FERC to exercise its current authority by addressing
reliability issuesthat intersect with commercid needs of the industry.

Establishment of NAERO

The “Electricity Competition Act of 2000” (S. 2071 which passed the U.S. Senate in June,
2000) trandfers dl dectric system rdiability standard setting, enforcement and management to a
private entity, the North American Electric Rdiability Overaght System (NAERO) with backstop
and oversght from the FERC. The users and operators of the coordinating councils, who used to
cooperate voluntarily on reliability matters, are now competitors without the same incentives to
cooperate with each other or comply with reliability rules. A common concern is that coordinating
councils will not work after the dectric indusiry becomes deregulated. Therefore, in August 1997,
the NERC assembled the Electric Rdidbility Panel for a spedific task: to recommend the best ways
to set, oversee, and implement policies and standards that ensure the continued reliability of North
Americas interconnected bulk dectric sysems in a competitive and restructured industry. The result
was a report, "Rdidble Power: Renewing the North American Electric Rdidhility Oversght
System,” presented to the NERC on December 22, 1997. In the report, the pand stated its belief that
the introduction of competition within the eectric industry and open access to transmisson systems
require creating a new mandatory organizaion that has the technical competence, unquestioned
impartidity, authority, and the respect of participants necessary to enforce reliability standards on
the bulk eectric systems. Thus, the concept of NAERO was born.

What isthe States' Rolein Rdliability?

The States are in the best position to ensure that grid security is maintained due to special
regiona circumstances with which the individud dates involved are more familiar. Horida, a
peninsular state with limited transmisson ties to the rest of the country, has somewhat unique
circumstances due to its geography. The FPSC cdosdy monitors the activities of the FRCC and
provides input into the specific standards that the industry sets at the state leve. In Horida, this
system seems to be working quite well. Where agreement cannot be reached, the FPSC has ultimate
authority to resolve disputes and establish standards through rulemaking on its own motion.

With respect to the didtribution system, no new statutory and regulatory mechanisms are
needed at the federal levd. States are fully capable of regulating distribution systems to ensure safe
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and rdigble service. States can assure that distribution services continue to be reliable, provided that
thar authority to regulate local services and fadlities is not preempted by congressond legidation.
Likewise, the actions of individud States can assure the rdiability of the interstate transmission
gystem. The system has been rdiably maintained through State regulation of the need for and Sting
of transmission facilities and voluntary adherence by industry to NERC standards.

It should be noted that dthough many States are not presently setting standards for grid
security or enforcing such standards, they may have the authority to do so where necessary. This
authority should not be stripped from the states and transferred to the federal government which is
not as familiar with the individua state and regiond characterigtics that discourage a “one-size-fits-
al” approach to ensuring eectric system security.

FPSC’s Specific Activities Regarding Grid Security:

> The FPSC works closely with the Florida Rdiability Coordinating Council (FRCC) in an
advisory role and has adopted in its rules some of the FRCC's plans for dealing with
electrica emergenciesin the Sate.

> The FPSC has authority over retail service priorities and curtallments.
> The FPSC requires utilities to file reports containing outage information annually.

s The FPSC has taken an active role in the resolution of cusomer complaints regarding the
religbility of service from ndtive utilities.

Florida’srolein standard setting and enforcing grid security issues:

Due to the industry’s voluntary adherence to the NERC reliability standards as well as to the
more spedific rdiability standards set by the Florida Rdiability Coordinating Council (FRCC), the
FPSC'’s involvement in grid security issues has been somewhat limited. However, Florida Statutes
grant the FPSC ggnificant authority in this area so that as reliability problems arise, the FPSC may
take action, as needed, to resolve them:

Florida Statutes, Chapter 366.04(2)(c):

In the exercise of its jurisdiction, the commission shdl have power over eectric utilities for
the following purposes. . . . (¢)To require eectric power conservation and reliability within
acoordinated grid, for operational aswell as emergency purposes.

Florida Statutes, Chapter 366.04(5):

The commisson shdl further have jurisdiction over the planning, development, and
maintenance of a coordinated eectric power grid throughout Florida to assure an adequate
and religble source of energy for operationa and emergency purposes in Florida and the
avoidance of further uneconomic duplication of generation, transmisson, and distribution
fadilities
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Florida Statutes, Chapter 366.05(7):
The commisson shdl have the power to require reports from dl eectric utilities to assure

the development of adequate and rdligble energy grids.

Florida Statutes, Chapter 366.055(1):

Energy reserves of dl utilities in the FHorida energy grid shall be available a al times to
ensure that grid rdiability and integrity are maintained. The commission is authorized to
take such action as is necessary to assure compliance. However, prior commitments as to
energy use under these three circumstances: (a) In interstate commerce, as approved by the
Federal Energy Regulatory Commission; (b) Between one eectric utility and another, which
have been approved by the Federal Energy Regulatory Commission; or between an eectric
utility which is a part of the energy grid created herein and another energy grid, shal not
be abridged or dtered except during an energy emergency as declared by the Governor and
Cabinet.

Florida Statutes, Chapter 366.055(3):

To assure efident and rdiable operation of a state energy grid, the commission shall have
the power to require any dectric utility to transmit eectrical energy over its transmisson
lines from one utility to another or as a part of the total energy supply of the entire grid,
subject to the provisions hereof.

Reliability at Each Level

The generation, transmission, and distribution sectors of the industry will each require a
separate set of standards and, because of ther nature, probably separate enforcement mechanisms.
Likewise, each separate and digtinct sector of the energy product will require its set of standards.
Explicit standards for each segment may be critical as they are divested from each other to ensure
accountability between Federal and State jurisdiction.  Enforcement of these standards can and
should indlude incentives, as wel as disncentives, as they apply to each component of the energy
product. While standards would need to be set by a technicd committee representing the state or
region, mogt of the required technicd standards are aready avalable within the industry and would
not require Sgnificant reinvention.

Reliability at the Generation Level

Each State's traditiond role has been an active one when siting new generation facilities. The
other portion of the state’s role has involved the consideration of need for additional facilities.
Hidoricdly, utiliies planned for and hbuilt powerplants to meet a predetermined reserve criterion,
typicdly a 1-day-in-10-years loss-of-load probability or a minimum ingtaled reserve margin. This
is determined by load forecasts, location needs, economic anadlyses and rdiability needs. This
process has served to prevent the construction of unneeded generation to ensure low rates for
consumers.

In Florida, the rdiability of the generation system is measured usng an evaudion of the
capacity required to ensure that the probability of load exceeding capacity shal not be greater, on
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average, than one day in ten years. The amount of installed generation capacity which exceeds the
forecasted annud peak load is the generation reserve margin. Utilities currently maintain a minimum
of 20% capacity reserve margin in order to ensure service to dl firm customers during pesk load
conditions. This requires dgnificant expenditure of economic resources to develop and mantan
generating facilities that may operate only during pesk conditions.

In the future, in a market based model for providing adequate generation resources, decisions
on retirement or repowering of exiding generators and the congtruction of new units are likely to
be made by investors with much less regulatory involvement. State government will ill oversee
the gting and environmenta consequences of these decisons. But in States with retail choice of
generation suppliers, “the market,” rather than economic regulation, will decide which supplies are
needed and are economica. Generators will be built when projected market prices of dectricity are
high enough to yidd a profit. When demand begins to exhaust the available supply, prices will rise,
sometimes sharply, which in turn will suppress demand and induce invesment in new supply. It is
the levd, frequency, and duration of these high prices that will sgnd markets to build more
genegrating capacity and transmisson lines rather than the decisons of planners in verticaly
integrated utilities However, most states are continuing to oversee the dSting and environmental
certification, as wdl as the capacity obligation on a planning basis, until both buyer and sdler have
a better understanding of how market-based rdiability would be implemented and enforced.

Reliability at the Transmission L evel

The trangmisson grid is a lage mechine that respects no state boundaries. It is difficult, if
not impossible, for an individud state to control aspects of the machine outsde its borders.
Therefore, the primary assumption is that interstate tranamisson use would continue to be regulated
primaily by the federa government and the State will take a secondary role in many instances.
However, the State will continue to play an important role, at least in questions of Sting and need,
planning, and how the various tranamission-related organizations will interact with each other.

In a restructured industry, wholesale transmisson system operations will be regulated by the
FERC and controlled by regiona organizations, while state agencies will continue to regulate retall
sarvices. The question of how state regulatory agencies interface with regiond transmisson
operators and the FERC could influence transmisson planning, efficiency, and reiability of service.

Réliability at the Distribution Level

The primary assumption underlying digribution rdiability is that the provison of the
digtribution wire services will continue to be a monopoly regulated service much in the same way
as it is now. That is, state-level regulation of rates, conditions of service, and other facets of
digtribution wire services from utilities would not change. As a regulated entity, regulators will have
the opportunity to levy pendties or create incentives to ensure adequate investment. From a
religbility perspective, the concern is that the didribution utilities must have incentives, either
postive or negative, to make needed invesments in a digtribution infrastructure so that customers
can receive energy as needed. In the future, incentives in the form of performance-based rate making
including pendlties for non-performance could be used.
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Among opponents of resructuring, there is a serious concern that the reliability and integrity
of a digribution system may decline over time if the dectric industry were to enter an era in which
price is the predominant factor guiding the choices of nearly dl consumers. However, proponents
of a redructured environment believe, if certificated service teritories reman in place for the
digtribution function, the unbundled digtribution cost of service can be accurately calculated with
adequate provisons for mantaining reliability and integrity. Some believe that only by maintaining
a certificated area for digtribution service can al consumer classes have fair and equitable access
to the generation and transmisson marketplace. This is important Since generation and transmission
generaly represent 70% of the consumers cost. Furthermore, by maintaining the certificated area
concept for the digtribution function, al customer classes will have fair and equitable access to the
market regardless of whether they resdein rurd or urban aress.

Conclusion

The FPSC has an important role in ensuring the adequacy of the bulk power system. Under
the Power Plant Sting and Transmisson Line Siting Acts the FPSC must determine the need for
additional generation and transmisson fadilities Chapter 366, F.S., gives the FPSC specific
authority to maintain, plan, and develop a coordinated dectric power grid. Under a wholesale
competitive system it is anticipated the FPSC would continue to have the role of setting and
monitoring the reserve margin and generation reiability standards. However it is unclear what the
FPSC role would bein afull retall access environment.

Severd states are relying on the creation of RTOs or 1SOs to ensure reliability of the
tranamisson sygsem. RTOgISOs currently operate in Cdifornia, the mid-Atlantic region, New
York, New England, and Texas, and are under development in the Midwest. Other utilities are likely
to form RTOs in response to the FERC's December 1999 Order No. 2000. Because RTOs own no
generdtion, they are suppose to assure market participants of unbiased treatment and
nondiscriminatory access to the transmission grid. RTOs generdly have a large regiona scope, thus
they can manage transmisson congestion and other reigbility problems with more ease than amdl,
independent entities, each operating only a smdl part of the grid. These RTOs regulated by FERC
need to ensure that a srong federal/state working rdationship is developed. The FPSC should
ensure far and reasonable interconnection standards developed under the auspices of the RTO/ISO.
Preferably these standards would be codified in an FPSC rule. With pending legidation in Congress
to edtablish a mandatory rdigbility organizetion the boundaries between sate authority for
transmisson reliability are unclear.

As the generation portion of eectricity becomes open to competition in numerous states,
most PUCs and other state permitting agencies dill oversse generation dting as wdl as
environmenta decisions, while taking a “legp of fath” and alowing “the market” to decide when
new generation suppliers are needed. Mogt states retain their jurisdiction over the transmission and
digribution portion, for which rdiability should continue to be judged by complying with NERC
and regiond rdidblity criteriaa. Under numerous dates regulations, the PUC monitors the
performance and reigbility of the didribution sysems based on industry-accepted performance
indicators and will require annud filings of utility performance results. These rdidgbility indices
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measure the performance of the transmisson and digtribution systems in terms of the frequency and
duration of unplanned dectric service outages to ensure that current levels of reliability do not
deteriorate. Other than requiring annud filings of utility performance, the FPSC may need to
formally set digtribution system standards.
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1. ROLE OF STATE UTILITY COMMISSIONS

The ultimate gods of dectric restructuring, as previoudy stated, are lower rates to consumers
and enhanced economic development. Determining whether these gods are achieved will be a
complex task. Congderation of the time necessary for these benefits to develop will be required as
wdl as monitoring the development of other necessary conditions for success. It is safe to assume
that any postive effects of restructuring will be more long term in nature. Thus, it is necessary for
states to develop measures to determine if redtructuring is producing the desired effects or is, at
least, fostering the development of conditions which will ultimately produce the desired effects.

Just as each dtate has approached dectric restructuring dightly differently, so each date
utility commisson's role in implementing eectric redructuring vaies as to the degree of
involvement in the process. Mogt date utility commissions have been charged with creating and
enforcing rules necessary to advance a compstitive dectric market. State utility commissons aso
continue their role of protecting consumers from market power abuses and unfair business practices.
A date commisson’'s role in the regulation of rates is generdly limited to transmisson and
digtribution companies and treatment of stranded costs. With regard to reporting requirements, most
commissons are responsble for providing reports on the datus of competition to thar date
legidature, commonly on an annud basis.

Reporting Requirements

In reviewing the states which have proceeded with restructuring there were four entities that
were given responghility for follow-up requirements. utilities, state PUCs, state PUC staff, and
independent task forces. Severa states required follow-up by more than one of these entities. The
following are the methods of reporting:

@ Utilitiesreport to the state PUC (Arizona, Delaware, Texas),

2 State PUC staff reports to state PUC commissioners (Cdifornia, Maryland, Michigan,
New Y ork),

3 State PUC commissioners report to their state legidature (Arkansas, Cdifornia,
Connecticut, lllinols Maine, Massachusetts, Michigan, Nevada, New Hampshire, New
Jersey, New Mexico, Ohio, Pennsylvania, Rhode Idand), and

4 An Independent Task Force reports to the state legislature (Montana, Oklahoma,
Oregon, Virginia).

The required dements for reporting by each entity vary widdly from state to state. However,
these dements fdl generdly into three broad categories. competitive market indicators, system
reliability, and consumer protection.

Competitive market indicators indudes severa subcategories such as. the array of service
options available; the number of providers available; market accessability by providers both in and
out of state; demand measures, supply measures, status of cogeneration and self generation markets,
transmission rates, rate levels, and market power assessments.
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System reliability is not a competitive outcome so much as a serious concern as the industry
trandtions to a new dructure. It is necessary to establish measures to quantify that the system
religbility is not degrading as market participants attempt to streamline and become more
competitive. These measures include safety and service standards such as frequency of ingpections,
levels of maintenance expenditures and emergency and back-up service standards.

Outage information is aso required by most Sates.

Consumer education and protection information is necessary to ensure customer confidence
and undergtanding in restructuring.  Reporting on consumer education activities by utilities and state
PUCs is a common requirement as well as standardizing of customer billing format and uniform bill
disclosure information. Desgnation of a default service provider is standard practice. Other
requirements focus on the price impacts to consumers by monitoring participation in low-income
benefits programs. Findly, many states are monitoring consumer complaint activity.

Rule Development

Mogt state utility commissons were directed by ther date legidature to promulgate rules
to implemat dectric deregulation legidaion. Rulemaking proceedings before state commissions
generdly involve a workshop or consensus approach in which dl stakeholders have the opportunity
to provide input as the rule is crafted. However, the state commission is responsible for the final
version of a proposed rule (subject to judicid appeal). Electric restructuring aso often necessitates
the deletion or modification of rules which are no longer needed under a competitive system.

Consumer Protection

Utility commissons will continue to assst consumers with disputes againg tranamission and
digribution companies. Regulators have learned from the telecommunications industry and expect
to recdve complants about unauthorized switching of generation providers (damming) and
ingppropriate billing of services (cramming). It is advisable that prohibitions and strong penaties
agang such practices be induded in éectric restructuring legidation or rulemaking. Financid
pendlties for rules vidations are common in many states (New Mexico, Delaware, Mane, Michigan,
Maryland, and Pennsylvania).

Consumer Education

Mogt dates have aso attempted to achieve a smooth trandtion from a regulated to a
deregulated retall generation market by induding provisions for educating consumers about dectric
resructuring.  This role is usudly fulfilled by the state utility commisson (Maryland, Nevada, New
Mexico, New York, Oregon, Texas, Virginia, and West Virginid). Though advertisng as a result
of naturd competition in the marketplace can be expected to help educate consumers, it remans
important for utility commissons to provide an unbiased source of information to consumers and
be available to both anticipate and answer questions about the changing marketplace.

Universal Service

Low-income programs that existed prior to the deregulation of generation will continue to
be funded under dectric restructuring in such states as Montana, Texas, Maine and Ohio. Some
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states have added a universal sysems benefits charge to the digtribution bill to fund such programs
(Montana, Massachusetts, New Mexico and Connecticut).

Energy Conservation

Increesing energy conservation and providing service through renewables are important
issues to many customers and severd state commissons are addressing these issues as wdl
(Montana, Texas and Cdifornia).

Certification

Traditiondly, states have required monopoly providers of eectricity to hold a certificate
prior to providing eectricity for resae to end-user customers. Under deregulation, it appears dmost
dl sate uility commissons will continue to require and enforce some type of certification or
regidration system for retall providers of dectricity. In fact, severd date utility commissions will
revoke or suspend a company's certificate to operate if the company is found to have violated the
commission's electric restructuring rules.

Rate Design

Some dates intend to impose a "competition trangtion charge’ to offset the utilities costs
of converting to a restructured environment. The competition transition charge is typically adjusted
annudly. Restructuring legidation often requires state commissions to create and/or implement
methods for dealing with stranded costs through rulemaking, case by case hearing, or both.

Redructuring  legidation preserves the date utility commisson's jurisdiction over
digribution companies and the amount such companies can charge retall customers for transmission
and digribution (lllinois, Maine, Maryland, Michigan, New Hampshire, New Jersey, Delaware,
Montana, Pennsylvania, Texas, and Virginia).

Market Monitoring

Severd dates have unique practices in regard to monitoring the status of electric competition
within thar state. Some of these dae “best practices’ include: Cdifornia in preparing monthly
reports for ther Commissoners and maintaining them on their webste for the generd public to
access, Michigan whose PUC holds public hearings and receives written comments by the public
regarding their perception of dectric restructuring, and Maryland that organizes and chairs
“Roundtable’ discussion on unresolved issues in a structured settlements process.

Conclusion

If Florida pursues dectric restructuring it would be appropriate to develop reporting
requirements in dl of the areas noted above: competitive market development, consumer education
and protection, system rdiability. Crafting rules to carry out legidative intent with regard to
regulated indudtries and to farly balance customer and company interests has historicaly been an
integrd part of the Florida commission’s role. The changing dynamics of Florida's energy market
will make that role even more criticd in the future, to protect the state's interests in the areas of
sarvice qudity, safety and rdiability.
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The Horida Public Service Commission would be the logica entity to develop measures and
conduct follow up andyss to report back to the legidature and the Governor as well as making this
information available to the public. The Commisson should recommend to the legidature what it
believes are the appropriate measures but should have the latitude to collect additiona information
asthe need arises.

The Horida Commission should begin now to develop specific measures to assess the
success of dectric restructuring in our state. The above stated goals of lower rates to consumers and
enhanced economic development may take years to be achieved. It will be necessary to develop
measures to assess, in the short run, whether conditions exist that will enhance the likelihood of
achieving those goas without sacrificing qudity of service and rdiability. Those messures should
focus on the fallowing:

* Competitive market indicators

* Monitoring the status of retall competition
* Monitoring system rdiability

* Developing reporting requirements

* Developing consumer protection rules

* Developing interconnection standards

* Developing service sandards

* Developing measures of success

* Developing consumer educetion programs
* Enforcement activities

* Rate monitoring

* Universd sarvice gods

Many of these measures are gpplicable to Florida and we should begin now to tallor these
mesasures to the unique characteristics present in Florida
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I1I. CONCLUSION

Electric restructuring generaly describes the movement along a range of methods to
gructure the dectricity market. At one end of the range is fully regulated monopoly eectric services
and at the other end are fully competitive generation, metering and hilling services.  When moving
dong the range from regulated to competitive markets, a necessary condition is wholesae
generation competition.  Wholesde generation competition is generaly a prerequiste to the
subsequent steps in the movement towards retall competition.  The dectricity market must have a
fully competitive wholesdle generation market before it can susain a competitive retail generation
market.

This paper primaily focuses on the policy implications of moving towards retal
competition, however, snce Florida does not have a fully competitive wholesale market, it also
discusses policy steps needed to create a more competitive wholesale generation market. The 24
pioneer dtates that have aready adopted eectric restructuring provide a vauable laboratory for
Florida to examine what restructuring policies seem to be working and which to avoid. While it is
much too soon to draw firm condusons on whether dectric restructuring will be good for
consumers in the long run, some early observations can be noted. The longest any state has been
restructured, up to this point, is two and a half years and that is not long enough to determine if the
retall generation market will benefit al classes of customers. For example, proponents of retall
access argued subgtantia reductions of rates would occur. However, the examination of energy
rates nationwide from 1995 to 1999 indicate that rates for nearly al states are on a downward trend.
This is equdly true for dstates that have not adopted dectric redtructuring.  Thus, eectric
redructuring can not take credit for the current rate declines. Further complicating any andyss
invalving the examination of energy rates is that many states adopting eectric restructuring have
aso mandated a rate reduction or freeze.

One clear beneficiary of dectric restructuring is indudrid customers who may not have cost
based rates initidly. Of those states that have adopted eectric restructuring, the customer class that
has taken the greatest advantage of the opportunity to switch generation providers has been the large
indugrids. Few resdential customers have switched to competitive providers. This result is not
unlike those in the telecommunications or arline industries where larger users tend to benefit the
most from deregulation.

While two and a hdf years may not be long enough to identify the benefits of dectric
redructuring, it certainly is long enough to identify some of the problems. Nationwide the types of
problems that can be seen invave the cost to set up the program, customer confusion, and the
voldility of the energy prices.

The infrestructure cost of eectric restructuring is not trivia. There is a cost to set up a
regional transmission organization and/or a power exchange. Whether these organizations are set
up by the state or by a privately hdd companies, the customers will till pay for those expenses. The
gtate of Cdifornia estimates it spent $300,000,000 on dectric restructuring by setting up an RTO
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and a power exchange market. The Texas RTO estimates it will spend approximately $100,000,000
seiting up an RTO in that state. These expenses are passed on to consumers through increases in
the cost of trangmisson or through competitive trangition charges. Restructured states are expecting
that this increase in the cost of tranamisson will eventudly be offset with declines in the price of
energy resulting from retall competition in the generation market. It is not clear from our andyss
that current retail competition is bringing energy prices down, however, it is clear that prices are
more volatile.

An additiond cost associated with edtablishing a competitive retall generation market
includes dlowing the utilities to recover stranded invetment. For some tilities, the codts are in the
millions of dollars and those expenses are passed onto al customers.

Another mgor expense is customer education. State PUCs must play a role in educating
customers and providing them with an objective source of information. Whether the state assumes
the entire role of customer educator or shares it will the utilities those expenses are still passed onto
customers. The need for customer education leads to another problem resulting from eectric
retructuring, confuson. Resdentid customers, particularly, tend to think of dectricity as one
commodity provided by one utlity. They do not understand that the provison of dectricity is
comprised of generation, transmisson, and didribution. Thus, when they hear about dectric
redructuring and an increase in compdition, resdentid customers incorrectly think they will be
sdecting a new distribution company. The concept of selecting a new generation provider is foreign
to them and for many not worth the bother of having to learn and understand what is involved in
sdecting a new generation provider. If resdential customers are to participate in retail competition
then a lage effort must be made to hdp them understand the process and accept the intruson
associated with direct marketing, gfting through various plans, and other information search costs.
Additiondly, customers mugt be educated to prevent them from becoming potentia victims of
deceptive practices, such as damming and cramming.

Thus far one problem associated with eectric restructuring is greater voldility in energy
prices. As the energy market evolves from one where it was fully government regulated to one
where market forces will regulate the prices, the energy prices will fluctuate. In this Stuation dl
parties are learning how to adjust to market changes and mistakes and mid-stream corrections will
need to be made. This has been most evident in San Diego, California where through a combination
of extremey hot weather dong with its dependence on other states for energy production has left
them with very high energy prices

In theory, adopting eectric restructuring should bring about lower energy prices, more
services and products, and better service in the future. However, there is a great distance between
theory and redlity in the energy market today. It appears that many States are adopting electric
resdructuring without dearly identifying what gods they wish to achieve and setting review
standards to ensure that they reach those gods. Evidence indicates that few states have undertaken
vigorous evauations (measures of success) to see if the benefits of competition are being redized
or what section of the market is redizing them. Policy makers need to design evauation criteria
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recognizing that not dl customer dasses will be affected equdly by the trandtion to retail choice.
Wdl developed evaudion criteria will assst in delermining whether restructuring has been
successful.

FLORIDA SPECIFIC

Redructuring the dectric energy industry into the discrete components of generaion,
transmisson and distribution with the goa of providing competitive retail choice to end users is a
tremendoudy complex endeavor which will require consderation of and attention to a great many
details. Among the more pressing of those details are the formation of an RTO and the facilitation
of a more workable competitive generation market. Without an independent transmission network
and a competitive generation market, retail competition will not evolve to the degree necessary to
provide benefits to consumers.

Before FHorida undertakes a mgor effort to restructure the eectric industry in order to
embrace retall competition, policy makers should first give serious congderation to restructuring
the dectric market to dimulate a robust wholesale generation market. As discussed in chapter two,
if Florida is going to gan any benefit from dectric redructuring it must remove obstacles to
permitting and Sting new generation to assure an adequate supply of energy for a robust generation
market. Given the Duke Decisiorf, the Florida Power Plant Sting Act and Transmission Line Siting
Act presents severd obstacle that will need to be modified to permit independent energy providers
and new transmisson lines to be permitted and constructed here. Only after Florida has a fully
competitive generation market, should Florida take those steps necessary to pursue a retall
generation market.

If the Florida Legidature considers adopting dectric restructuring changes to stimulate a
competitive retal market, there are a number of issues tha it should consder given the unique
characteridtics of this state as compared to other states. The following are issues that become
gpparent when examining FHoridain regard to retail competition.

Market Design

Tools used in other states to address market structure and power that have merit and are
worth congderation in Horidainclude:

. Require utilities to file detailed proposas to restructure their operations by a date certain;

® The Florida Supreme Court in the power plant need determination joint request of the
Utilities Commission of New Smyrna Beach and Duke Energy New Smyrna Beach Power
Company decided that the PPSA only gppliesto utilities serving retail customers. Thisdecision
precluded Duke Power from building a new generation facility to serve part of New Smyrna
Beach’ s load growth.
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. Require unbundled customer hills now in advance of introducing retail competition;

. Phase-in dectric restructuring, establishing wholesdle competition then retail, and alowing
industrid then residentid;

. Establish appropriate monitoring of market power based upon market structure; and

. Require a plan to diminate market dominance.

Stranded Costs

Any legiddive initidive to move toward retail competition should address the issue of
sranded costs and provide policy direction on how to handle thisissue. A fair and balanced method
to deal with stranded costs must be addressed on the front end. Every state thus far has made some
provison to deal with those assets that were acquired by incumbent utiliies in a regulated
environment, but would not be usefully competitive in a deregulated environment.  Statutory
direction could prevent or minimize litigation by dakeholders that could delay the targeted
implementation date for retail access.

While no detailed andysis has been performed on what generating and non-generating assets
would be deemed to be unrecoverable by Florida utilities if retail choice was made available, cursory
evidence would suggest that the stranded cost amount would not be extraordinarily large in Florida.
The notable exceptions are purchased power contracts that the utilities were required to enter into
by Federal lav. Most of the nuclear units built in Florida were built on schedule and on budget and
avoided the huge cost over-runs that plagued nuclear units in other states. In addition, regulatory
practice in Horida has permitted the timely depreciation of these units dong with the more
expendve fossl steam units.  Thus, these generaing units should not have huge unrecovered plant
balances on the books. Nonetheless, unrecovered book values are only half the equation. The fina
determination of stranded costs is based on what value the market assigns to these assets. Given
different fud projections and market conditions, the vaue of dranded assets could vary
subgtantidly.  The impacts of stranded investment on new competitive markets should be mitigated,
and minmizng or diminding stranded invesment will result in lower customer hills sooner.
Additiondly, periodic true-ups are an important tool to ensure timely recovery of appropriate
stranded costs.

Principles to be considered by policy makers when considering the equitable resolution of
Stranded costsinclude:

. Policy makers determine what cogts are digible as potentialy strandable;

. All reasonable mitigation efforts are required by the utility;

. Estimate stranded costs (after netting above market assets);

. Require periodic recovery adjustments to ensure timely recovery over the desired period;
. Fairly alocate recovery cost to the appropriate rate or customer class, and

. Congder securitization as one recovery technique.
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Consumer Services

Consumer education will be expensive in Florida because 88% of dl dectric accounts in
Florida are resdentid. This is very high in comparison to other dates that have many more
indugtrid/commercid accounts.  Usudly indudtrid/commercid accounts will have someone within
the company that is knowledgeable about that company’s energy needs and they will require less
consumer education.  However, with the mgority of Florida's accounts being residential, a greater
invesment in consumer education will be required. Regardless of the method chosen to educate
consumers, it will remain important for the Florida PSC to provide an unbiased source of
information to consumers and be available to both anticipate and answer questions about the
changing electric marketplace. Florida should begin now to develop strategies to educate consumers
prior to the implementation of retail competition.

Florida's demographic compostion, where it has a high percentage of senior citizens on
fixed incomes, should be given serious consderation in regard to pricing voldility in the eectric
market. There is a substantial number of customers who live on fixed incomes and will not be able
to adapt to a volatile energy market. Further, Florida's residentia customers have high dectric usage
hills as compared to other states, because Florida has great extremes in its weeather conditions that
require ar conditioning for most months of the year. Thus, when one combines a large residential
class on fixed incomes with energy hills that comprise a large share of their expenses, it creates a
Situation where they will not be able to tolerate highly voletile energy prices.

The following customer issues should be addressed in Forida through rulemaking or
legidation if dectric restructuring is pursued:

. Consumer protection

. Consumer education

. Minimum service standards
. Provider of last resort

. Standard service packages
. Aggregator companies

. Billing practices

. Universa service

Public Purpose Programs

Exiging conservation and energy efficiency programs were legidaivdy mandated by the
Horida Energy Efficiency and Consarvation Act. It would appear tha the incluson or continuation
of these and other public purpose programs in a competitive environment would require legidaive
action followed by commisson rulemaking, as needed. |f Horida implements retail competition and
wishes to pursue public purpose programs, legidative action would be needed to accomplish the
following:
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. Mandate utility involvement in collecting funds or adminigering portions of low income
assstance plans.

. Determine a funding mechanism and what, if any, conservation and energy efficiency
programs will continue and a what level?

. Determine if it is beneficid to the state to pursue renewable resources and in what manner?

. Determine a funding mechanism and whether a state agency should be given authority to

develop aresearch and devel opment program for energy related matters.
Reliability

Most states retain their jurisdiction over the transmission and distribution portion, for which
religbility should continue to be judged by complying with NERC and regiond rdiability council
criteria. - Under numerous dates regulations, the PUC will monitor and set performance and
relidbility standards for the digtribution sysems based on industry-accepted performance indicators
and will require annud filings of utility performance results.

The FPSC should have the authority to ensure that far and reasonable interconnection
standards are developed under the auspices of the RTO/ISO. Preferably these standards would be
codified in an FPSC rule.  With pending legidation in Congress to establish a mandatory authority
religbility organizetion (NAERO) the boundaries between federal and sate authority for
transmisson religbility are unclear.

Under a wholesale competitive system it is anticipated the FPSC would continue to have the
role of setting and monitoring the reserve margin and generation rdiability standards. However it
is unclear what role the FPSC would perform in afull retall access environment.

The Horida PSC should continue to evaduate and monitor existing reliability standards
relding to didribution. In addition, the Florida PSC should seek gtatutory authority (if necessary)
to adopt new standards as appropriate to govern interconnection reliability issues between
digtribution companies and the RTO.

State Role and Follow-up

Developing measurement tools to gauge the success of competition in Florida is an important
activity. The Florida Commisson should begin now to develop measurement guiddines for the
evolving wholesdle market now. By developing measures of success for the wholesde market, the
Commisson will be in a better podtion to predict the type of policies that are most likely to be
effective should Florida s retal eectricity market become competitive. In order to effectively assess
whether future competitive retail outcomes are successful, measures should be developed in the
following aress.

. Competitive market indicators
. System rdiability
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. Reporting requirements

. Consumer protection rules

. I nterconnection standards

. Service standards

. Consumer education programs
. Enforcement activities

. Rate monitoring

. Universd service

It is important to begin contemplating how the success of a competitive retail market could
be measured as dectric restructuring is being consdered. By doing so, the Commission may be able
to offer guidance as toow a competitive retail market should be designed in Florida.
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