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EXECUTIVE SUMMARY


The Virginia Electric Utility Restructuring Act (Restructuring Act) provides the statutory framework for Virginia's transition from traditional regulation of electric utility generation to a market-based system in which competitive market forces will be relied upon to determine generation rates and ensure adequate capacity.  The State Corporation Commission (SCC) and the Federal Energy Regulatory Commission (FERC) will continue to regulate the distribution and transmission of electric service, respectively. 

The Commission on Electric Utility Restructuring, formerly the Legislative Transition Task Force, was established to work collaboratively with the SCC in conjunction with the phase-in of retail electric competition.  The Restructuring Commission has actively monitored developments relating to the implementation of the Restructuring Act, and has acted as a gatekeeper to examine any proposals for legislation affecting electric utilities.

The Restructuring Commission met five times during the 2003-2004 interim.  During these meetings it received testimony on numerous issues, including:  

· The SCC's Report on the Development of a Competitive Retail Market for Electric Generation within the Commonwealth;
· Stranded costs;

· The status of federal legislation and FERC activity; 

· The damage caused by Hurricane Isabel;

· The Blackout of 2003 and why Virginia's systems were not negatively impacted;
· The integrity of Virginia's transmission systems; and

· Proposed changes to the Restructuring Act.

The Restructuring Commission adopted a resolution establishing a methodology to address the issue of monitoring incumbent electric utilities' stranded costs.  The resolution requests the Division of Consumer Counsel of the Office of the Attorney General:

1. On or before September 1, 2004, and annually thereafter, to report to the Restructuring Commission (i) the cost of service of each incumbent electric utility’s generation; and (ii) the market prices for generation as calculated for wires charge purposes immediately prior to the reporting date.  However, the first such report is to cover the period beginning July 1, 1999, and ending December 31, 2003.

2. In determining generation cost of service, to take into account factors such as the incumbent electric utility’s applicable Annual Informational Filing to the SCC, any adjustments to such Filing made by the SCC, example ranges of returns on common equity, and such other factors as the Division deems relevant.  

3. In determining market prices for generation, to take into account market prices as determined by the SCC and such other factors as the Division may deem relevant.

4. To continue to make such reports for each incumbent electric utility until the capped rates for such utility expire or are terminated pursuant to the provisions of § 56-582 of the Code of Virginia.

At its meeting on January 15, 2004, the Restructuring Commission endorsed six legislative proposals:

· Extension of capped rates.  The Office of the Attorney General and the Secretary of Commerce and Trade recommended legislation that would extend, until December 31, 2010, the rate caps currently in place for incumbent electric utilities unless terminated sooner by the SCC upon a finding of an effectively competitive market for generation services in the service territory of an incumbent utility.  Utilities not bound by a rate case settlement may petition the SCC for a change in rates after January 1, 2004.  Current law limits such petition for a change in only the nongeneration components of rates.  If capped rates are continued after July 1, 2007, an incumbent electric utility may at any time after July 1, 2007, petition the SCC for approval of a one-time change in its rates.  If a majority of electric cooperatives elect to be exempt from certain provisions of the Act, then all cooperatives will be exempt, and if such election is made, the cooperatives will revert back to cost-of-service regulation.  The bill provides for an extension of the fuel costs recovery tariff provisions (fuel factors) in effect on January 1, 2004, for any electric utility that purchases fuel for the generation of electricity and that was, as of July 1, 1999, bound by a rate case settlement adopted by the SCC that extended in its application beyond January 1, 2002.  The fuel factors shall remain in effect until the earlier of (i) July 1, 2007, (ii) the termination of capped rates, or (iii) the establishment of tariff provisions as directed by the SCC.

· Minimum stay requirements; wires charges.  Senator Watkins proposed changes to the Restructuring Act to authorize any large industrial or commercial customer who is returning to its incumbent electric utility or default provider after purchasing power from a competitive supplier to elect to accept market-based pricing as an alternative to being bound by the minimum stay period prescribed by the SCC.  Customers exempted from minimum stay periods will not be entitled to purchase retail electric energy from their incumbent electric utilities thereafter at the capped rates unless such customers agree to satisfy any minimum stay period then applicable. This proposal also authorizes industrial and commercial customers, as well as aggregated customers in all rate classes, to switch to a competitive service provider without paying a wires charge if they agree to pay market-based prices if they ever return to the incumbent electric utility.  Customers who make this commitment and obtain power from suppliers without paying wires charges are not entitled to obtain power from their incumbent utility at its capped rates.  

· Municipal and state aggregation.  Senator Watkins also advanced a proposal that would authorize a municipality or other political subdivision to aggregate the electric energy load of residential, commercial, and industrial retail customers within its boundaries on either an opt-in or opt-out basis, eliminate the requirement that customers must opt in to select such aggregation, and eliminate the requirement that such municipality or other political subdivision may not earn a profit from such aggregation.

· Electrical generating facility certificates.  Delegate Parrish recommended extending by two years the expiration date of certain certificates granted by the SCC to construct and operate electrical generating facilities.  Only those certificates for which applications were filed with the SCC prior to July 1, 2002, will receive an extension.
· Net Metering.  The MDV-Solar Energy Industries Association recommended a proposal to change the net metering maximum from 25 KW to 500 KW.  The net metering provisions give customer-generators the opportunity to sell excess generated electricity to electric utilities.  "Net energy metering" means measuring the difference, over the net metering period, between (i) electricity supplied to an eligible customer-generator from the electric grid and (ii) the electricity generated and fed back to the electric grid by the eligible customer-generator. 

· Air emissions trading.  The Restructuring Commission also endorsed a proposal that would prohibit the Commonwealth from selling, by auction or other manner, the set asides allocated to new sources of air emissions.


The Restructuring Commission remains committed to fine-tuning the Restructuring Act in order to provide for the effective deregulation of the generation component of retail electric service.  However, if competition does not materialize as expected during the next few years, the Restructuring Commission will take whatever steps are necessary to maintain the Commonwealth's long-standing status as a state with reliable and low-cost electric service.  Furthermore, the Restructuring Commission will continue to monitor federal and regional developments to ensure that Virginia does not cede to the federal government its authority to protect Virginia electricity consumers. 
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I.  INTRODUCTION


The Virginia Electric Utility Restructuring Act, Chapter 23 (§ 56-576 et seq.) of Title 56 of the Code of Virginia, establishes the framework through which the generation component of retail electric service will be deregulated.  The Commission on Electric Utility Restructuring, established by the 2003 Session of the General Assembly as successor to the Legislative Transition Task Force, is directed to work collaboratively with the Virginia State Corporation Commission in conjunction with the phase-in of retail competition in electric services within the Commonwealth.  The duties of the Restructuring Commission include:

· Monitoring the work of the SCC in implementing the Restructuring Act, receiving such reports as the SCC may be required to make, including reviews, analysis, and impact on consumers of electric utility restructuring programs of other states; 

· Determining whether, and on what basis, incumbent electric utilities should be permitted to discount capped generation rates; 

· After the commencement of customer choice, with the assistance of the SCC, the Office of the Attorney General, incumbent electric utilities, suppliers, and retail customers, monitoring whether the recovery of stranded costs has resulted or is likely to result in the overrecovery or underrecovery of just and reasonable net stranded costs;

· Examining utility worker protection during the transition to retail competition; 

· Examining generation, transmission and distribution systems reliability concerns; 

· Examining energy assistance programs for low-income households; 

· Examining renewable energy programs; 

· Examining energy efficiency programs; 

· Reporting annually to the Governor and each session of the General Assembly concerning the progress of each stage of the phase-in of retail competition, offering such recommendations as may be appropriate for legislative and administrative consideration in order to maintain the Commonwealth's position as a low-cost electricity market and ensuring that residential customers and small business customers benefit from competition;

· Receiving reports from the SCC pursuant to § 56-579 F of the Restructuring Act on its assessment of the success of the regional transmission entity (RTE) in facilitating the orderly development of competition in the Commonwealth;

· Receiving reports from the SCC pursuant to § 56-581.1 of the Restructuring Act on delays in any element of the provision of billing services and the underlying reasons therefor;

· Receiving reports from the SCC pursuant to subsection E of § 56-585 of the Restructuring Act regarding modification or termination of default service;

· Receiving reports from the SCC pursuant to § 56-592 of the Restructuring Act with its findings and recommendations regarding the development of its consumer education program;

· Receiving periodic updates from the SCC pursuant to § 56-592.1 of the Restructuring Act regarding the implementation and operation of its consumer education program; and

· Receiving the annual reports of the SCC pursuant to § 56-596 of the Restructuring Act on the status of competition in the Commonwealth, the status of the development of regional competitive markets, and its recommendations to facilitate effective competition in the Commonwealth as soon as practical.


The Restructuring Commission consists of 10 members: Senator Norment of James City County, chairman; Senator Stolle of Virginia Beach; Senator Watkins of Chesterfield County; Senator Saslaw of Fairfax County; Delegate Kilgore of Scott County; Delegate Parrish of Manassas; Delegate Plum of Fairfax County; Delegate Tata of Virginia Beach; Delegate Scott of Fairfax County (appointed during the 2003 interim to replace Delegate Moran of Alexandria); and Delegate Dudley of Rocky Mount (appointed during the 2003 interim to replace former Delegate Woodrum of Roanoke).


The Legislative Transition Task Force's first year of work is reported in Senate Document 54 of 2000; its second year of work is reported in Senate Document 39 of 2001; its third year of work is reported in Senate Document 27 of 2002; and its fourth year of work is reported in Senate Document 17 of 2003.  The annual report of the joint subcommittee pursuant to Senate Joint Resolution 118 (1996) is Senate Document 28 (1997); the report pursuant to Senate Joint Resolution 259 (1997) is Senate Document 40 (1998); and the report pursuant to Senate Joint Resolution 91 (1998) is Senate Document 34 (1999).  Printed copies of these reports are available through the General Assembly's bill room (telephone 804-786-6984).  The reports may be accessed through the General Assembly's Legislative Information System website (http://leg1.state.va.us) through its searchable database of reports to the General Assembly.  The Restructuring Commission's Internet website (http://dls.state.va.us/elecutil.htm) provides links to the text of the Restructuring Act and to some of the materials submitted at its meetings.  

Pursuant to the statutory directive that the Restructuring Commission annually report to the Governor and the General Assembly concerning the progress of each stage of the phase-in of retail competition, this report describes its activities during the 2003-2004 interim.

II.  RESTRUCTURING COMMISSION ACTIVITIES

The year 2003 was a watershed year for retail competition in Virginia.  Increasing numbers of interested parties expressed concerns about the failure of retail competition to develop for electric generation services.  Competing proposals to address the lack of competition were advanced and debated, and sharp divisions emerged regarding the optimal course.  Proposals ranged from modifying the Restructuring Act in order to facilitate the development of retail competition, to indefinitely suspending portions of the Restructuring Act, to slowing down the implementation of the Restructuring Act by extending the capped rated period.  Though it was not presented to the Restructuring Commission, another proposal would have repealed Virginia's Restructuring Act.  The Restructuring Commission also continued to address contentious issues involving the monitoring of stranded costs recovery and the potential risks of ceding jurisdiction to the Federal Energy Regulatory Commission.  

The Restructuring Commission ultimately supported proposals that would slow the deregulation process by extending capped rates, while at the same time reaffirming the basic goal of retail competition for the Commonwealth.  Senate Bill 651, which the General Assembly enacted, extended capped rates to as late as December 31, 2010, and incorporated several other proposals that had received the endorsement of the Restructuring Commission.  


The Restructuring Commission met on five occasions during the 2003-2004 interim: October 14, 2003; November 19, 2003; November 24, 2003; January 13, 2004; and January 15, 2004.  The Restructuring Commission's initial meeting was held in Richmond on October 14, 2003.  Delegate Allen Dudley and Delegate James Scott were introduced as the Restructuring Commission's newest members.  The meeting featured presentations on the damage caused by Hurricane Isabel, the electricity blackout of August 2003, and the integrity of Virginia's transmission systems.  Though these topics are not technically within the purview of the Restructuring Commission's duties, they were deemed appropriate to address given their importance to public confidence in the electric system.  

During the first meeting Judith Williams Jagdmann, Deputy Attorney General, announced that the Offices of the Governor and Attorney General would be preparing for submission to the Restructuring Commission a proposal for legislation that would extend the existing capped rates pursuant to § 56-582 of the Restructuring Act for three years, until July 1, 2010, and require the phasing out or elimination of wires charges.  Under the Restructuring Act as passed in 1999, it was expected that competition for generation services would develop in the Commonwealth during the capped rate period from July 1, 2001, through July 1, 2007, and perhaps as early as July 1, 2004.  According to the October 10, 2003, letter from Secretary of Commerce and Trade Michael J. Schewel and Ms. Jagdmann to the members of the Restructuring Commission, a copy of which is attached as Appendix A, the intervention of unanticipated events, including the California energy crisis, the collapse of Enron, the doubling of natural gas prices, delays in Virginia utilities joining regional transmission entities, increased uncertainty with federal regulation, and weaker capital markets, have resulted in fewer than expected competitive suppliers making offers to retail customers in the Commonwealth.  The authors of the letter state that it is most important that Virginia consumers not be the victims of a deregulated market lacking effective competition post-2007.  They also cited the need to ensure the reliable and cost-effective operations of Virginia utilities in regional transmission entities before capped rates are eliminated.  


The agenda for the November 19, 2003, meeting of the Restructuring Commission included the presentation of two reports by the SCC.  First, the SCC presented its August 29, 2003, status report on the development of a competitive retail market for electric generation within the Commonwealth as required by § 56-596 of the Restructuring Act.  Second, the SCC presented its July 1, 2003, report on the activities of the stranded cost work group convened pursuant to the January 27, 2003, resolution of the Legislative Transition Task Force.  The November 19, 2003, meeting also included briefings on the status of the SCC's consumer education program and on the status of a "stakeholder work group" convened by Ms. Jagdmann and Secretary Schewel to assist in the development of their proposed rate cap extension legislation.

The third meeting of the Restructuring Commission, held on November 24, 2003, provided interested parties the opportunity to comment on the SCC's reports on the development of a competitive retail market for electric generation within the Commonwealth and on stranded costs.  Fifteen entities provided the Restructuring Commission with their reactions to the two reports and associated matters. 

On January 13, 2004, the Restructuring Commission held its fourth meeting.  The Restructuring Commission received information from proponents of various proposals for legislative action regarding Virginia's system of providing electric service.  While several speakers offered specific legislative recommendations, others offered more general suggestions to the Restructuring Commission regarding the appropriate course of action.  The meeting included a briefing on possible federal energy legislation and on current FERC proceedings.


The final meeting of the Restructuring Commission was held on the second day of the 2004 Session, on January 15, 2004.  After receiving presentations on several legislative proposals that time did not allow to be made during the January 13 meeting, the Restructuring Commission acted on nine legislative proposals.  The Restructuring Commission voted:

· To endorse unanimously the net energy metering proposal offered by the MDV Solar Energy Industries Association;

· To endorse unanimously the proposal offered by the Virginia Energy Providers Association regarding the extension of the term of certificates granted by the SCC for certain electric generation facilities;

· To endorse unanimously the proposal offered by the Virginia Energy Providers Association regarding the sale of air emissions credits allocated to new sources;

· To endorse unanimously the proposal offered by Senator Watkins regarding the minimum stay requirement and wires charges payable by switching customers;

· To endorse unanimously the proposal offered by Senator Watkins regarding municipal aggregation;

· Not to endorse the "coalition" proposal offered by Delegate Kilgore that provides for a suspension of portions of the Restructuring Act;

· Not to endorse the proposal offered by Delegate Morgan that requires a suspension of customer choice and requires the SCC to rebundle the generation, transmission, and distribution components of electricity rates;

· Not to endorse the proposal offered by Delegate Morgan that requires the SCC to calculate both the stranded costs of incumbent electric utilities using an asset valuation approach and the amounts recovered through wires charges and capped rates; and

· To endorse the proposal offered by the Office of the Attorney General and the Secretary of Commerce and Trade that extends the capped rate period until December 31, 2010, freezes the fuel factor of Dominion Virginia Power (DVP) until July 2007, allows Virginia's electric cooperatives to opt out of the provisions of the Restructuring Act, and retains the provision that wires charges will be eliminated by July 1, 2007.

During the January 15, 2004, meeting, the Restructuring Commission also endorsed a resolution offered by the Office of the Attorney General that requests the Division of Consumer Counsel of the Office of the Attorney General to report annually to the Restructuring Commission information regarding stranded costs using an accounting approach that employs an earnings test mechanism to show the amount a utility has earned over its cost of service, assuming an agreed upon rate of return.  The report would also include a comparison of a utility's cost of service for generation to the prevailing market price of generation.

III.  POLICY ISSUES ADDRESSED
A.  THE PACE OF DEVELOPMENT OF COMPETITION


The paramount goal of the Restructuring Act is the development of a competitive retail market-based system for the provision of the generation component of electric service.  The Act envisions a system where consumers, guided by prices and other market signals, will be able to select their electricity suppliers from among competing providers of generation services.  Such a market-based system, under which competition is intended to effectively regulate prices, is envisioned by industry restructuring supporters as an improvement over the traditional system, under which utility providers were granted the exclusive franchise to serve consumers within designated territories and could charge regulated rates that ensured recovery of prudently incurred expenses and the opportunity to earn a fair return.  

As the Commonwealth jettisons the traditional cost-of-service-based system of regulating the rates charged by electric utilities, however, the risk exists that competition will not develop to a sufficient extent such that market forces are an effective means of regulating the prices that suppliers may charge consumers.  The lack of development of effective retail competition may result in a scenario where instead of being served by monopoly providers, whose prices are regulated based on their cost of service, consumers will be served by unregulated monopoly providers that are able to exercise market power. 

1.  Report on the Status of Competition in the Commonwealth

Section 56-596 of the Restructuring Act requires the SCC to report to the Restructuring Commission and the Governor, by September 1 of each year, on the status of competition in the Commonwealth, the status of the development of regional competitive markets, and its recommendations to facilitate effective competition in the Commonwealth as soon as practical.  The SCC's third annual report on the status of competition, dated August 29, 2003, repeats previous conclusions that Virginia's progress in implementing effective consumer choice for electric generation has been slow.  This conclusion confirms the concerns identified by the Office of the Attorney General and the Secretary of Commerce and Trade in their October 10, 2003, letter to the members of the Restructuring Commission.  


The 2003 competition status report addresses the three issues required under § 56-596.  Dr. Kenneth Rose, Senior Fellow at the Institute of Public Utilities at Michigan State University, presented Part I of the competition status report, which addresses the development of regional competitive markets.  Howard Spinner, Director of the SCC's Division of Economics and Finance, presented Parts II and III of the report, which address the status of competition in the Commonwealth and the recommendations of the SCC and others to facilitate effective competition in the Commonwealth, respectively.  The full text of the report can be accessed from the SCC's web site at http://www.state.va.us/scc/division/restruct/history.htm.

On November 19, 2003, Dr. Rose gave the Restructuring Commission an update and summary of his 2003 performance review of electric power markets.  A copy of Dr. Rose's materials, which cover both the retail markets and wholesale markets, is on the SCC's website at http://www.state.va.us/scc/caseinfo/reports/rose_ceur.pdf.  

With regard to retail competition nationally, Dr. Rose observed that 16 states and the District of Columbia allow retail access.  Of these 17 jurisdictions, all but three (Virginia, Ohio, and Texas) had rates that in 1996 exceeded the average U.S. price for electricity.  Six states that had passed restructuring laws have repealed the legislation, delayed its implementation, or otherwise significantly changed it, and two limit retail access to large customers.  Based on 1996 rates, Virginia is the lowest-price state in which retail access legislation remains in effect.  

In the 17 jurisdictions that allow retail access, Dr. Rose reported that there is little, if any, effective retail competition for electric service in the residential and small commercial market.  Some states have witnessed significant switching among larger customers.  There is generally a correlation between higher-priced utilities and switching activity, which may explain why switching rates vary markedly among regions of particular states.  While there are some higher-cost utilities with little or no switching to retail competitors, in general no low-priced utilities have high levels of retail switching. 

Ohio and Texas have experienced appreciable residential switching.  In Ohio, there is substantial residential switching but only in the areas served by three distribution utilities in the northern portion of the state with high-cost power.  In the areas of Ohio where switching has occurred, Dr. Rose attributed 90 percent of the switching to municipal opt-out aggregation.  He cautioned that aggregation by itself does not increase retail switching, as there is little activity in those areas of Ohio served by low-cost utilities.  

Texas is the only state with substantial statewide competitive penetration in markets for residential (11 percent) or small commercial (17 percent) accounts.  Market penetration in that state is explained by the requirement that customers who do not choose to take service from a nonaffiliated retail electric provider were automatically transferred to their utility's retail electric provider.  These transferred customers are charged a regulated "price to beat" that includes "headroom," thereby allowing nonaffiliated providers to offer service at prices that both save customers money and allow the nonaffiliated providers to earn a profit on their sales.  Consequently, small Texas consumers who stay with the affiliated provider of their former utility pay higher regulated charges than would be paid if the price to beat did not include headroom for the competitors.  


Dr. Rose questioned the economic health of wholesale markets.  The wholesale spot markets in all regions are highly correlated with natural gas prices.  The continuing credit crunch and other factors have slowed the addition of new generation capacity.  While there were four electric utility bankruptcies or restructurings from the Great Depression through 2000, there have been eight in the past three years.  In his report, Dr. Rose observed that at the same time that generating companies are facing difficult financial conditions, there continues to be evidence that significant market power is being exercised in wholesale markets.  He also cautioned that there has been very little independent analysis of wholesale markets.  In response to questions from Senator Watkins, Dr. Rose stated that data from 2000 suggests that the exercise of market power has resulted in prices that may be as much as 50 to 60 percent higher than would be charged in truly competitive markets.  Senator Watkins suggested that the SCC join with utility regulatory commissions in other states to examine the performance of wholesale electricity markets. 

Dr. Rose expressed puzzlement by the coincidence of the exercise of market power, which normally serves to increase the prices in the market and the profits of providers, and widespread industry financial distress.  Such financial distress would ordinarily be alleviated by the exercise of market power.  These coincident results illustrate the difficulty of fashioning electricity markets that ensure both the provision of safe and reliable service and the vigorous competition needed to forestall any exercise of market power.  

Howard Spinner, Director of the SCC's Division of Economics and Finance, provided the Restructuring Commission with an overview of Part II of the competition status report.  He reported that competitive activity has been slow to develop in Virginia's electricity market.  By January 1, 2004, all of the customers of Virginia's investor-owned utilities and electric cooperatives, except for approximately 29,400 customers of Kentucky Utilities and approximately 7,000 customers served by Powell Valley Electric Cooperative, will have the right to switch to a competitive provider.  

However, as was reported in last year's competition status report, the right to choose does not mean the ability to choose.  Only one competitive service provider, Pepco Energy Services, is selling electricity to Virginia customers.  This provider is selling environmentally friendly "green" power to approximately 2,300 residential customers and 22 commercial customers in DVP's service territory at a higher cost than the incumbent utility's price-to-compare.  These figures represent a slight drop from the previous year, when approximately 2,375 residential customers and 23 commercial customers were buying electricity from this competitive service provider.  

Mr. Spinner recounted SCC activities over the previous year in preparing the Commonwealth for the arrival of competition.  The SCC has granted licenses to eight competitive service providers and 10 aggregators.  Part II of the competition status report details activities regarding setting wires charges, consumer education, new generation facilities, the development of a competitive structure, and DVP's retail access pilot program.  

With regard to the issue of wholesale market performance, Mr. Spinner stated his conviction that strategic bidding is occurring in PJM's wholesale market.  Strategic bidding involves generating firms bidding prices above the variable production costs of their units, with the intent of forcing the market clearing price above competitive levels.  Further analysis of market conduct would be difficult at the state level, he noted, because much relevant data is confidential. 

Part III of the competition status report, which per § 56-596 is to include recommendations to facilitate effective competition in the Commonwealth, consists of two sections.  The first is a compilation of recommendations, solicited by the SCC from electric utilities, competitive service providers, consumer groups, natural gas utilities, and business associations, to facilitate effective competition in the Commonwealth.  The major obstacles to effective competition identified by respondents included (i) the existence of low capped rates of the incumbent utilities, (ii) the existence and method of determining wires charges, (iii) the recovery of yet-to-be quantified stranded costs, (iv) the lack of a functional regional transmission organization, and (v) the lack of effective customer demand response programs.  Mr. Spinner characterized the responses as similar to those from the previous year. 

Part III C of this report discusses the SCC's recommendation that a suspension of the Restructuring Act is in the public interest because delaying implementation of the Act is a prerequisite to the preservation of Virginia's jurisdiction.  


2.  Responses to the Competition Status Report


At its November 24, 2003, meeting, the Restructuring Commission received comments from five persons regarding the SCC's report on the status of the development of a competitive retail market.  The comments varied widely.  One speaker disagreed with the SCC's competition status report; two other speakers took diametrically opposed views with respect to whether any lack of competition should affect implementation of deregulation in the Commonwealth.  

The comments by Irene Leech of the Virginia Citizens Consumer Council (VCCC) (Appendix B) stress that Virginia will be in a risky position if it persists in implementing deregulation under its original schedule.  Ralph L. "Bill" Axselle, Jr., of the Virginia Energy Providers Association (VEPA), and Richard A. Wodyka of PJM Interconnection, LLC, advised the Restructuring Commission that effective wholesale competition is a prerequisite to effective retail competition, and that any action to address the lack of retail competition in Virginia should not delay the provisions of the Restructuring Act establishing January 1, 2005, as the date by which incumbent electric utilities are required to transfer management and control of its transmission assets to a regional transmission entity. 

Eric Matheson of Constellation New Energy took issue with many aspects of the SCC's competition status report.  A copy of his presentation materials is attached as Appendix C.  Rather than being concerned with market-based volatility, Mr. Matheson asserted that volatility sends market signals and creates incentives that improve efficiency.  In his grading of retail competition, he gave the Commonwealth a failing grade only with respect to its transition costs, by which he referred to the wires charges.  Wires charges are alleged to impose a penalty on competitive suppliers of between 19 percent and 31 percent of the price-to-compare.  In other states, transition costs, default service pricing, cost allocations, and regional transmission organization membership were cited as barriers to competition.  Mr. Matheson predicted that as states move past their transition periods, obstacles caused by transition costs and default service pricing will be removed and active, competitive retail markets will develop.  Outside Virginia, he characterized competition for large customers as doing well in the face of substantial barriers.  His conclusions for Virginia include recommendations that any stranded costs be quantified and reconciled against collections through capped rates and wires charge collections, and that default service pricing reflect both the retail and wholesale costs of retail supply service. 


The comments of DVP's David Koogler (Appendix D) focused on the competition report's discussion of its retail access pilot programs.  He stated that though the Act never envisioned full retail competition during the transition period, the new pilot programs will promote development of the retail market. Mr. Koogler also provided specific examples of progress that has been achieved in implementing the restructuring of Virginia's electric utility industry, including the pursuit of membership in a regional transmission entity, the development of rules and procedures needed to support customer choice, and the capped rates. 


3.  Proposals to Address Lack of Effective Competition


The Restructuring Commission received five proposals from interested entities that attempt to address the fact that effective competition for generation services has not developed in Virginia as quickly as had been hoped. 

a.  Extension of Capped Rate Period

As discussed above in part II of this report, during the Restructuring Commission's October 14, 2003, meeting, Ms. Jagdmann announced that the Offices of the Governor and Attorney General would be preparing for submission to the Restructuring Commission a proposal for legislation that would extend the existing capped rates pursuant to § 56-582 of the Act to July 1, 2010.  The proposal would also require the phasing out or elimination of wires charges.  Ms. Jagdmann cited the intervention of unanticipated events, including the California energy crisis, the collapse of Enron, the doubling of natural gas prices, delays in Virginia utilities joining regional transmission entities, increased uncertainty with federal regulation, and weaker capital markets as reasons for fewer than expected competitive suppliers making offers to retail customers in the Commonwealth.  The October 10, 2003, letter from Ms. Jagdmann and Secretary Schewel (Appendix A) states that it is important that Virginia consumers not be the victims of a deregulated market lacking effective competition post-2007. 


When enacted in 1999, § 56-582 of the Act required the SCC to establish capped rates, effective from January 1, 2001, and expiring on July 1, 2007, for each service territory of every incumbent utility.   The capped rates were the rates in effect for each incumbent utility as of July 1, 1999, or, if the utility was not bound by a rate case settlement that applied beyond January 1, 2002, the rates established pursuant to a rate application filed by an incumbent electric utility with the Commission prior to January 1, 2001.  With respect to DVP, the rate cap extended rates that had been put in effect during the mid-1990s following a rate case settlement. 

The Restructuring Act provides that after January 1, 2004, the Commission, upon the petition of a utility, may terminate the capped rates upon a finding of an effectively competitive market for generation services within the service territory of the utility.  The Restructuring Act also authorizes the SCC to adjust capped rates during the capped rate period to address specific changes in circumstances, including changes in a utility's fuel costs, changes in the taxation of utility revenues, and financial distress of a utility beyond its control. 


As enacted, the Restructuring Act provided that after July 1, 2007, the cap on generation rates would cease, and consumers would thereafter either purchase generation service from the competitive provider of their choice or receive default service from the provider designated by the SCC under § 56-585 of the Act.  Rates for default service are to be approved by the SCC based either on proposals submitted in a competitive bidding process or established based on the prices for generation capacity and energy in a competitive regional electricity market.  If no such market is found to exist, the SCC would set proxy default service rates at levels that approximate those that would likely exist if there was a competitive regional electricity market. 


Following their announcement of their intent to prepare legislation extending the capped rate period and addressing wires charges and the fuel factor, Ms. Jagdmann and Secretary Schewel convened a meeting of interested persons to discuss their proposal.  Meetings were held on October 23, 2003, and November 6, 2003.  Written comments were submitted to Ms. Jagdmann in early November.  Several groups, including American Electric Power-Virginia, the Alliance for Lower Electric Rates Today (ALERT), the Virginia Committee for Fair Utility Rates (VCFUR), and the Old Dominion Committee for Fair Utility Rates (ODCFUR), countered that a reexamination of the entire Act is justified.  At the Restructuring Commission's November 19, 2003, meeting, Ms. Jagdmann reported that wide differences existed among the interested parties, and that the Attorney General's Office was reviewing their comments and expected to produce a draft of legislation by the second week of December.


The draft legislation was presented to the members of the Restructuring Commission on January 9, 2004 (Appendix E).  Major elements of the draft legislation include:

· Extending the end of the capped rate period from July 1, 2007, until December 31, 2010, unless sooner terminated by the SCC upon a finding by the SCC, after January 1, 2004, that an effectively competitive market for generation services is found to exist within the service territory of the petitioning utility;

· Freezing DVP's fuel costs recovery tariff provisions in effect on January 1, 2004, until July 1, 2007;

· Requiring DVP's fuel costs recovery tariff provisions to be adjusted for the period from July 1, 2007, through December 31, 2010, to allow recovery of fuel costs for such 42-month period, without adjustment for any prior under-recovery or over-recovery of fuel costs;

· Exempting all electric cooperatives from certain provisions of the Act, if a majority of the cooperatives so elect, and allowing the cooperatives, by vote of a majority of them, to return to being subject to such provisions of the Act;

· Allowing any incumbent electric utility other than DVP, after January 1, 2004, to petition the SCC for a one-time change in its rates, rather than only in the nongeneration components of its rates;

· Allowing any incumbent electric utility other than DVP, after July 1, 2007, to petition the SCC for another one-time change in its rates; and

· Retaining July 1, 2007, as the last date when switching customers may be required to pay wires charges.

When Ms. Jagdmann presented the proposal to the Restructuring Commission on January 13, 2004, she reiterated the intent of the Offices of the Attorney General and the Governor to ensure that Virginia's consumers not be victimized by a deregulated market lacking effective competition in 2007.  Secretary Schewel joined Ms. Jagdmann in characterizing the rate cap extension proposal as one that slows down the process of transitioning to a competitive retail market and preserving the work that has been expended in this endeavor over the past several years.  Secretary Schewel noted that the cost of a kilowatt of capacity has declined in recent years as the result of product innovations driven by free market competitive forces.  He reminded members that part of California's energy crisis resulted from a law that froze the utilities' fuel factors, and cautioned that Virginia should avoid making the same mistake.  

Thomas F. Farrell, II, President and Chief Operating Officer of Dominion, described the rate cap extension proposal as providing rate stability and a safety net for consumers through 2010.  He concurred with the statement that the fact that competition has not developed as quickly as had been anticipated is no reason to throw out five years of effort.  In support of this argument, he cited a January 9, 2004, update to the November 2002 study of the effect of capped rates prepared by Chmura Economics & Analytics (CEA).  A copy of the updated CEA study is attached as Appendix F.  

The updated CEA study concludes that the extension of capped rates proposed by the Offices of the Attorney General and the Governor would save DVP's residential customers between $1.48 and $1.8 billion, with as much as $700 million of forecast savings coming during the rate cap extension period.  The updated CEA study finds that base residential electricity rates would have risen between 8.4 percent and 11.7 percent from 2001 to 2010 in nominal dollars under probable rates had caps not been imposed.  Per the study, if base rates were not capped but rather allowed to increase at the rate of inflation as measured by the consumer price index, base rates would be 22.3 percent higher from 2001 through 2010.  The updated CEA report does not expressly address factors that have led to lower base rates in other jurisdictions, such as the termination of high-cost power purchase agreements, the use of more efficient turbine technologies, and lower costs of capital.  The SCC's Arlen Bolstad reminded the Restructuring Commission that the SCC had provided an analysis of the initial version of the original version study in January 2003, and advised that staff was available to address the updated CEA study.  

At the January 13, 2004, meeting, the VEPA spoke in favor of the proposed rate cap extension.  VEPA spokesman Bill Axselle described it as a balanced, middle ground approach that provides flexibility and a long-term perspective by allowing the potential for competition to develop but does not preclude a future decision that retail competition may not work.  Arlen Bolstad reported that the SCC had not taken a position on the proposal.  Daniel Carson stated that American Electric Power-Virginia (AEP) did not support the proposal in its current form, and Jackson Reasor of the Virginia, Maryland and Delaware Association of Electric Cooperatives stated that at this point Virginia's electric cooperatives were not supporting the proposal.  Joseph H. Richardson of Allegheny Power stated that while his company neither supported not opposed the proposal, the Restructuring Commission should consider the unique circumstances of the different utilities in Virginia and avoid a "one-size-fits-all" approach.  Guy Tripp, speaking for Delmarva Power & Light Company, echoed Mr. Richardson's comments that any approach should address the different concerns of the different utilities.  He further observed that it may be premature to act on a proposal to extend the rate caps because the General Assembly will have three sessions after the 2004 Session in which it could extend the rate caps before their scheduled July 2007 expiration.  Thomas B. Nicholson, representing the Virginia Alliance for Retail Energy Marketers,
 cautioned that a combination of capped rates, a frozen fuel factor, and continued wires charges could lock in artificially high prices and freeze out competitive entry if wholesale market prices, fuel costs, or both, decline after rates are capped and fuel charges are frozen.


As discussed in following sections of this report, much of the opposition to the capped rate extension proposal centered around concerns that extending the rate caps to 2010 would allow utilities, notably DVP, to continue charging higher rates than are justified.  Section 56-584 of the Act provides that an incumbent electric utility's just and reasonable net stranded costs, to the extent they exceed zero value in total for the utility, shall be recoverable through capped rates, paid by nonswitching customers, and wires charges, paid by customers who switch to competing providers.  As wires charges and capped rates were scheduled to cease under the Act's terms by July 1, 2007, opponents alleged that extending the capped rate period beyond 2007 would extend the right of incumbent electric utilities to collect, through a portion of the capped rates, revenue that was intended to be used to offset the utility's stranded costs.  Opponents stated their belief that extending for three and one-half years the authority of incumbent electric utilities to collect moneys for stranded cost recovery is improper because the utilities either have no stranded costs or have already recovered any such stranded costs. 

The comments of the Virginia Chemistry Council (Appendix G), submitted to Ms. Jagdmann and Secretary Schewel during the work group discussions of the rate cap extension proposal, summarize many of the points raised by opponents of the rate cap extension.  The comments aver that Virginia utilities have no stranded costs, that DVP's capped rates are producing significant earnings above its costs and a reasonable rate of return, and that without stranded costs such earnings are not justified.  The comments suggest that, rather than extending the capped rate terms, legislation should provide that the cap on rates be set at a level found by the SCC to be the reasonable cost of providing such service with a reasonable rate of return. 


The Restructuring Commission voted at its January 15, 2004, meeting to endorse the rate cap extension proposal offered by the Office of the Attorney General and Secretary of Commerce and Trade, with Delegate Dudley casting the only negative vote. 

b.  Suspension of Retail Competition

Concerns regarding the lack of development of retail competition for electric generation services in Virginia led several groups to recommend that Virginia suspend the retail choice provisions of the Restructuring Act.  The suspension proposal was backed by a coalition that originally consisted of ALERT, American Electric Power, Texas Industries-Chaparral Steel (Virginia), ODCFUR, Old Dominion Electric Cooperative, Retail Merchants Association of Greater Richmond, Virginia Retail Merchants Association, Virginia Agribusiness Council, Virginia Citizens Consumer Council, VCFUR, Virginia Farm Bureau, Virginia Forest Products Association, and the Virginia, Maryland and Delaware Association of Electric Cooperatives.  The proposal initially had the support of Delegate Kilgore. 

Dubbed the "consensus proposal" by its advocates, the suspension proposal was presented at the Restructuring Commissions meetings on January 13 and 15, 2004.  A copy of the proposal is attached as Appendix H.  In relevant part, the draft legislation:

· Declares that there is a moratorium on the effectiveness of certain sections of the Restructuring Act, which moratorium will not be lifted until the sections are reenacted by the General Assembly; 

· Directs the Restructuring Commission to analyze whether, and on what basis, customer choice would be viable in the Commonwealth, and to make recommendations regarding the reinstatement of choice to the General Assembly; 

· Returns incumbent electric utilities to the ratemaking jurisdiction of the SCC on a cost-of-service basis pursuant to Chapter 10 of Title 56; 

· Authorizes, except as otherwise provided, the SCC to continue to regulate the generation, transmission, and distribution of retail electric energy; 

· Retains requirements related to the transfer of management and control of transmission assets to regional transmission entities, including the SCC's responsibilities concerning such transfers; and

· Retains authorization for the conduct of pilot programs encompassing retail customer choice.

Michael Carlin of ALERT testified that the coalition was built around the theme that the market structure has not been successful and competition has not developed.  Members believe that consumers are paying more under capped rates than they would if rates had remained regulated.  He cited an analysis by the SCC staff of DVP's annual information filing (AIF) indicating that its customers will overpay between $384 million and $449 million annually if capped rates remain in effect.  According to Mr. Carlin, the coalition seeks a suspension of the retail structure until consumers will benefit from choosing their supplier in a functioning competitive marketplace.  The coalition supports restoring the SCC's ability to set rates and protect consumers from unnecessary higher electricity costs that produce no associated benefits.  The coalition favors the continued development of wholesale markets by the construction of new generation facilities and the development of regional transmission entities, as well as pilot programs and the continued oversight of market development by the Restructuring Commission.  He specifically noted that the coalition opposes extending the rate cap period.  He asserted that rates were capped to allow utilities to recover stranded costs, but because there has been no competition, utilities have not incurred any stranded costs.  He cautioned that under an extension of capped rates, consumers are likely to see continued excess charges for electricity.  He advocated moving from capped rates to regulated rates in 2004.  Continuing to allow utilities to charge capped rates through their scheduled July 2007 expiration, he argued, will result in continued overpayments. 

Mark Rowsell of Texas Industries-Chaparral Steel (Virginia) spoke in support of the suspension proposal; a copy of his comments is attached as Appendix I.  He asserted that prices for electricity charged under the Act have been much higher and more volatile than originally anticipated.  He cautioned that to allow for market rates where there is no market is an invitation for major conflict, and asked that until a viable and transparent electricity market develops in Virginia, the SCC should be given the authority to set rates based upon cost-of-service principles.  Though Texas has been cited as an example of successful implementation of retail competition, Mr. Rowsell opined that his company was better off under regulated rates than under the current retail choice regime. 

George Payton testified on behalf of the Retail Merchants Association of Greater Richmond that suspension of the Act is the best course of action.  The members of his association aggregated their load in an unsuccessful attempt to arrange a deal with competitive suppliers.  

Edward Petrini, speaking on behalf of VCFUR, which consists of large industrial customers of DVP, and ODCFUR, which consists of large industrial customers of AEP, criticized the rate cap extension proposal.  He urged the Restructuring Commission to suspend the retail choice provisions in the 2004 Session in order to avoid a continuation of excessive rates and excessive earnings.  He asserted that the freeze of Dominion's fuel factor until 2007, as provided in the rate cap extension proposal, would freeze the fuel factor at a historically high level.  The fuel factor originally requested by DVP for 2004 would have increased rates by $441.7 million.  A settlement proposal, which was ultimately affirmed by the SCC, reduced the proposed fuel factor increase to $386 million and amortized the increase through June 2007. 

Daniel Carson of AEP stated that Virginia should have a public policy on restructuring that is uniform across the Commonwealth.  Since enactment in 1999, the Act has not produced the results that were intended.  There is no sense in continuing to facilitate choice among competitive providers when there are no competitive suppliers out there.  He acknowledged some reticence about moving to market pricing in 2007.  Retail markets cannot develop under the current structure, which structure is only creating winners and losers, a result that is likely to be exacerbated going forward.  He suggested that it is necessary to focus on wholesale markets and keep the option of reactivating retail choice on the table.  He also urged a comprehensive study of where Virginia is today compared to the assumptions in place when the Act was adopted in 1999, and noted the initial need to answer the basic public policy question of whether it is practical and desirable for every consumer to have retail choice.

Jackson Reasor of the Virginia, Maryland and Delaware Association of Electric Cooperatives served as chair of the joint subcommittee studying restructuring of the electric utility industry from 1996 to 1999.  Speaking in favor of the suspension proposal, he noted that he had been optimistic that retail choice would be a reality, but that many things had not worked out as had been hoped.  He stated his belief that the electric utility industry is very different from other industries and that electricity is a different commodity from any other due to the absolute need for it and that it must be produced at the moment it is needed.  Consequently, he concluded that retail choice has not worked, is not working, and is not likely to work in the foreseeable future.  Though there is a hope that it may work in the future, before successful retail choice is possible, there needs to be a well-developed wholesale market. 

When Delegate Kilgore addressed the consensus proposal at the January 15, 2004, meeting, he stated that pausing and suspending retail choice provisions of the Act would restore cost-of-service-based rate regulation, keep the Commonwealth's commitment to the development of viable wholesale markets, allow pilot programs to develop, and continue the Restructuring Commission's oversight role.  
Thomas B. Nicholson of the Virginia Alliance for Retail Energy Marketers spoke against the consensus proposal during the January 13, 2004, meeting.  Suspension of retail choice, he contended, will not lower prices for consumers, guarantee better or more reliable service, or ensure preservation of state jurisdiction.  As an alternative course, Mr. Nicholson suggested that the SCC should properly allocate cost allocations between a utility's unbundled generation, transmission, and distribution cost "buckets," thereby avoiding having monopoly transmission and distribution services artificially subsidize competitive generation services.  After a utility's costs are properly allocated, he recommended that the SCC conduct hearings to determine an incumbent electric utility's just and reasonable net stranded costs.  Until it is known whether a utility has any such stranded costs, wires charges represent an unsubstantiated barrier to entry. 


Thomas F. Farrell, II, of Dominion spoke against the proposal to suspend retail choice, which he said is producing and will continue to produce major savings for consumers.  He characterized the proposal as a one-size-fits-all solution that lacks the flexibility needed to permit each provider to address its own issues.  Labeling the proposal anti-consumer legislation, Mr. Farrell indicated that it would require the filing of contested rate cases and result in higher rates.  He dismissed fears that prices will rise after 2007 when rate caps expire, and said Dominion's projections are that wholesale prices, and thus retail prices, will decline after 2007. 


The Restructuring Commission voted at its January 15, 2004, meeting not to endorse the retail choice suspension proposal offered by Delegate Kilgore and the consensus group, though three members (Delegate Kilgore, Delegate Tata, and Delegate Dudley) voted to endorse the proposal. 

c.  Minimum Stay Requirements and Wires Charges for Switching Customers

In its 2002 report on the status of competition, the SCC identified two proposals that had been suggested as means to facilitate effective competition by providing additional incentives for customers to switch to competing suppliers.  

One such proposal provided that large commercial and industrial customers that have switched to a competitive provider and that later return to their incumbent utility should be able to avoid minimum stay requirements if they agree to accept market-based prices rather than capped rates.  SCC rules impose a 12-month minimum stay requirement on customers who leave their local distribution company and then return to their local distribution company during high demand periods.  Under this proposal, customers that agree to accept this option would be allowed to shop again immediately upon returning to their incumbent provider, rather than waiting 12 months.  However, any customers exempted from any applicable minimum stay periods would not be entitled to purchase retail electric energy from their incumbent electric utilities thereafter at the capped rates unless such customers agree to satisfy any minimum stay period then applicable while obtaining retail electric energy at capped rates. 

The second proposal identified in the 2002 competition status report provided that a large commercial or industrial customer that commits to market-based pricing upon returning to its incumbent utility should be allowed to switch to a competitive service provider without paying a wires charge.  This proposal is intended to enhance the ability of large energy users to shop for competitive power because the absence of a wires charge would escalate the consumer's potential savings.  Customers who make this commitment and thereafter purchase electricity from a competitive supplier without paying wires charges to their incumbent electric utilities would not be entitled to obtain power from their incumbent electric utility at its capped rates. 


The proposals were introduced in the 2003 Session by Senator Watkins as Senate Bill 891 and Senate Bill 892.  On February 4, 2003, both bills were referred by the Senate Committee on Commerce and Labor to the Legislative Transition Task Force, predecessor to the Restructuring Commission.  


In the interim, Senator Watkins revised the proposals and combined their provisions into a single item of legislation.  The legislative proposal was presented to the Restructuring Commission at its January 15, 2004, meeting.  The measure was intended to address the problem of the lack of development of competition by removing barriers to consumer switching.  He noted that it was intended to supplement, and not be an alternative to, the rate cap extension proposal.  

Major elements of the draft legislation (Appendix J) include:

· Exempting a customer who purchases electric energy from a competitive supplier and who is otherwise subject to a minimum stay period (currently 12 months unless otherwise authorized) from the minimum stay requirement if the customer agrees to purchase electric energy from the incumbent provider or default service provider at market-based rates;

· Prohibiting customers exempted from minimum stay periods from purchasing retail electric energy from their incumbent electric utilities at its capped rates unless such customers agree to satisfy any then-applicable minimum stay period;

· Authorizing industrial and commercial customers, as well as aggregated customers in all rate classes, subject to such demand criteria as may be established by the SCC, to switch to a competitive service provider without paying a wires charge for the duration of the capped rate period ending July 1, 2007, if they agree to pay market-based prices if they ever return to the incumbent electric utility; and

· Prohibiting customers who make such an agreement and then obtain power from suppliers without paying wires charges from purchasing power from their incumbent utilities at capped rates, but permitting them to purchase electric energy from their incumbent utilities at market-based rates for generation capacity and energy. 


The Restructuring Commission unanimously voted at its January 15, 2004, meeting to endorse Senator Watkins' proposal regarding minimum stay requirements and wires charges for switching customers.

d.  Municipal Aggregation

Senator Watkins' second proposal represented an attempt to accelerate the pace of retail switching by emulating the municipal aggregation programs implemented in portions of Ohio.  In Ohio, municipalities have been authorized to use opt-out aggregation, pursuant to which customers of a utility in a locality that adopts an aggregation program will be switched to the competitive supplier selected to serve the aggregated load unless they affirmatively elect not to participate in the aggregation program.  Section 56-589 of the Restructuring Act has allowed municipal aggregation since its enactment in 1999, but required that the aggregation only be allowed on a voluntary, opt-in basis in which each such customer must affirmatively select such municipality or other political subdivision as its aggregator.  The Restructuring Act has also provided that the municipality or other political subdivision may not earn a profit but must recover the actual costs incurred in such aggregation.

Senator Watkins proposal was presented to the Restructuring Commission at the January 15, 2004, meeting.  The draft legislation (Appendix K) eliminates the requirement that municipal aggregation be on a voluntary, opt-in basis, and allows aggregations to be conducted either on an opt-in or opt-out basis, and eliminates the requirement that the municipality not earn a profit by its aggregation program but must recover its actual costs.  The Restructuring Commission unanimously voted at its January 15, 2004, meeting to endorse Senator Watkins' municipal aggregation proposal. 

B.  STRANDED COSTS AND THEIR RECOVERY

A great deal of the Restructuring Commission's energy was expended on the complex and controversial issue of stranded costs and their recovery.  As noted above, many advocates of a suspension of the Restructuring Act's retail choice provisions attribute, at least in part, the lack of the development of retail competition in Virginia to the Act's requirement that some switching customers pay a wires charge -- a stranded cost recovery mechanism -- to their incumbent utility.  Wires charges are not the only barrier to competition, because even in the substantial areas of the state where wires charges are not in effect, there is no competition.  The debate over extending the capped rate period also implicates the issue of stranded cost recovery because under the Restructuring Act capped rates were intended to serve two purposes -- to protect consumers from price volatility prior to the development of effective competition, and to allow the incumbent utility to recover its stranded costs from customers who do not switch to a competitive provider.  

The Restructuring Commission is required, pursuant to § 30-205, to monitor, after the commencement of customer choice and with the assistance of the State Corporation Commission and the Office of the Attorney General, the incumbent electric utilities, suppliers, and retail customers, whether the recovery of stranded costs, as provided in § 56-584, has resulted or is likely to result in the overrecovery or underrecovery of just and reasonable net stranded costs.  However, the Restructuring Act neither defines stranded costs nor provides any formula or statutory framework for their calculation.  Section 56-584 of the Restructuring Act provides:

Just and reasonable net stranded costs, to the extent that they exceed zero value in total for the incumbent electric utility, shall be recoverable by each incumbent electric utility provided each incumbent electric utility shall only recover its just and reasonable net stranded costs through either capped rates as provided in § 56-582 or wires charges as provided in § 56-583. 

According to the Congressional Budget Office, stranded costs "can be defined as the decline in the value of electricity-generating assets due to restructuring of the industry."
  In traditional regulated markets, utilities had the exclusive right to sell power to retail customers at rates set by regulators.  The rates were set at levels sufficient to allow the utility to recover its costs of prudently incurred investments in electricity-generating assets together with a reasonable return.  The portion of a utility's investment in electricity-generating assets, including contracts to purchase power, that is not paid back through the rates paid by customers is considered the net booked value of the asset.

In a deregulated system, a utility has no assurance that it will continue to collect revenue to pay for its investments in these assets.  If retail competition introduces market-based prices that are lower than what the utility charged under regulated rates, the utility risks losing revenue in two ways.  First, the utility may lose customers to competitors, because the utility will no longer have a monopoly over the provision of service in its territory. Second, the utility's revenue from sales to its remaining customers will decline to the extent it is deterred from charging rates that exceed this lower, market-based price.  As the utility's earnings from its electricity-generating assets fall, the value of these assets also falls (because the market value of an asset is determined by the present value of the revenue stream generated by the asset). 

If the market value of the utility's generation-related assets is less than the net booked value of the assets, then the utility can be said to have "stranded" costs, which equal the amount by which the book value of the assets exceeds the assets' market value.  This difference in values is "stranded" in the sense that it is a portion of the utility's investment that the utility can no longer be expected to recover because of the shift from the traditional regulated system to a market-based system. 

The move to a restructured system was expected to create windfall gains or losses for utilities with electricity-generating assets.  Utilities that experience windfall gains are likely to be ones that own highly depreciated generating plants or facilities with low fuel costs, which may be able to charge higher market prices than they could under regulation.  On the other hand, utilities that invested large amounts in high-cost power generating facilities and entered into above-market cost power purchase contracts, as was required by the federal Public Utility Regulatory Policies Act of 1978 (PURPA), are more likely to have stranded costs.  However, whether stranded costs are to be incurred is generally expected to turn on whether the market price for power is less than the rates that such a utility was charging under the traditional system, assuming there are no impediments to transmitting and delivering such lower-priced power to consumers. 

The decision by states that have enacted restructuring legislation to compensate utilities for stranded costs is rooted in the theory of the "regulatory compact," which holds that utilities, in exchange for fulfilling their obligation to serve all customers within certificated service territories, will be allowed to recover their prudently incurred costs of providing service through regulated rates.  Under this theory, an abandonment of this traditional, cost-of-service-based system must allow a utility to recover the prudent investments that it incurred while it was regulated to the extent that these investments are rendered uneconomical by the transition to the new competition-based system. 
As was noted in last year's report of the Legislative Transition Task Force, stranded cost recovery was one of the most critical policy hurdles the joint subcommittee studying restructuring of the electric utility industry addressed as it developed Virginia's restructuring bill.  The joint subcommittee created a stranded costs restructuring commission to address issues pertaining to stranded costs recovery.  The report of the Stranded Costs Restructuring Commission is appended to the 1999 report of the Joint Subcommittee Studying Restructuring of the Electric Utility Industry (Senate Document 34).

1.  Stranded Cost Report

At its meeting on January 27, 2003, the Legislative Transition Task Force requested the SCC to convene a work group for the purpose of developing consensus recommendations on two issues by July 1, 2003.  The first issue was to develop definitions of "stranded costs" and "just and reasonable net stranded costs."  The second issue was to develop a methodology to be applied in calculating each incumbent electric utility's just and reasonable net stranded costs and the amounts recovered, or to be recovered, to offset just and reasonable net stranded costs.  The work group was then to use the methodology and definitions developed in the first stage of its work to quantify the amount of each incumbent electric utility's just and reasonable net stranded costs and the amount that each incumbent electric utility has received, and is expected to receive over the balance of the capped rate period, to offset just and reasonable net stranded costs from capped rates and from wires charges.  This second report was due by November 1, 2003. 

On March 3, 2003, the SCC entered an order docketing Case No. PUE-2003-00062, which established the procedure for complying with the Legislative Transition Task Force's January 27, 2003, resolution.  The work group convened by the SCC held four meetings during which issues related to the definitions and methodologies were discussed. 

On July 1, 2003, the SCC delivered to the Restructuring Commission its report addressing definitions of "stranded costs" and "just and reasonable net stranded costs" and methodologies for monitoring the overrecovery or underrecovery of stranded costs.  A copy of the SCC's July 1, 2003, report on stranded costs can be accessed through the SCC's website at http://www.state.va.us/scc/division/eaf/comments_strandedcosts.htm.

The SCC's July 1 report describes the approach to stranded costs incorporated in the Restructuring Act as very different from approaches employed in other jurisdictions.  The report observes that stranded costs are not easy to measure and are invariably controversial.  Methods used or considered to determine stranded costs differ by whether stranded costs are quantified before or after restructuring takes place, whether they are based on estimates or on an actual market valuation of assets (as determined by sales required by asset divestiture requirements), and whether they look at a utility's assets individually or on an aggregate basis. 

Ronald Gibson, Director of the SCC's Division of Public Utility Accounting, presented an overview of the July 1 stranded cost report at the Restructuring Commission's November 19, 2003, meeting.  He advised that the work group did not develop consensus recommendations on either the definitions of "stranded costs" and "just and reasonable net stranded costs" or the methodologies for monitoring or measuring the overrecovery or underrecovery of stranded costs. 

With respect to the definitional issues, differences among participants involved whether such costs should be defined as lost revenues or loss in economic value, and whether the definition should include stranded cost components, such as transition costs.  DVP asserted that no further definition of just and reasonable net stranded costs is necessary because such costs are defined by the methodology for determining wires charges in § 56-583 of the Restructuring Act.  Ultimately, the SCC staff recommended defining stranded costs as a utility's net loss in economic value arising from electric generation-related costs that become unrecoverable due to restructuring and retail competition.  The SCC Staff recommended defining just and reasonable net stranded costs as a utility's net loss in economic value arising from prudently incurred, verifiable and non-mitigable electric generation-related costs that become unrecoverable due to restructuring and retail competition.

With respect to the methodology for monitoring or measuring the recovery of stranded costs, the work group's deliberations focused on four options:  

· DVP's monitoring approach, which includes reporting to the Restructuring Commission (i) the over- and under-recovery of stranded costs collected through wires charges paid by switching customers, (ii) actual "above-market" or "potential" stranded cost exposure under capped rates, (iii) amounts expended from funds available under capped rates to mitigate potential stranded costs, and (iv) additional expenditures that increase stranded costs during the transition period.

· Staff's asset valuation approach, which calculates just and reasonable net stranded costs by comparing asset values based on net present value cash flows that arise from remaining in a regulated market (cost plus a fair return) to the net present value cash flows that arise in a competitive market over the life of the assets.  The overrecovery or underrecovery of these stranded costs is determined by subtracting from this amount the recoveries via capped rates (using the portion of the capped rates that exceeds actual costs plus a fair return) and wires charges.

· Staff's accounting approach, which was offered for use in conjunction with the step of staff's asset value approach when amounts collected from capped rates are calculated in determining the overrecovery or underrecovery of stranded costs, or as an alternative to DVP's monitoring approach.  Based on an earnings test mechanism, it would compare actual generation costs (including a fair return) to market-based rates for the test year to calculate the potential stranded cost exposure. 

· VCFUR/ODCFUR approach, which is similar to the staff's asset value methodology to calculate total just and reasonable net stranded costs, and an earning test analysis to calculate recoveries of stranded costs via capped rates.  The difference from the Staff's asset value approach is that this approach calculates the net present value of the difference between the revenues that arise from remaining in a regulated market and the revenues that arise in a competitive market using a single discount rate, while the Staff's approach uses different discount rates in the net present value calculations in order to recognize the differences in risk associated with regulated and competitive markets.  

DVP's monitoring approach generally was supported by incumbent electric utilities and the Virginia Independent Power Producers.  Mr. Gibson remarked that this approach has the advantage of ease of calculation.  The principal disadvantage of the approach is its failure to comply with the Task Force resolution's request that the recommended methodology be able to be used to calculate a utility's just and reasonable net stranded costs; this approach does not calculate the utility's total stranded costs.  In addition, it gives the impression that a yearly calculation of stranded costs is developed.  However, by comparing current capped generation rates to actual market prices, it fails to show the effect that mitigation efforts have had on the utility's actual generation costs.  Mr. Gibson suggested that a better comparison would be between market prices for generation and the utility's actual costs of generation, rather than to the capped generation rates that are based on 1996 costs.  

In addition, DVP's monitoring approach fails to calculate the amount of just and reasonable net stranded costs that have been recovered through the utility's capped rates.  Section 56-584 of the Restructuring Act provides that just and reasonable net stranded costs are to be collected through capped rates from customers who stay with the utility.  DVP's monitoring approach only examines the amount of just and reasonable net stranded costs that have been recovered through wires charges paid by switching customers.  Mr. Gibson noted that the SCC Staff's accounting approach provides an alternative to DVP's monitoring approach, as it provides a more accurate calculation of potential stranded cost exposure by comparing the utility's generation costs plus a fair return to the prices experienced during the year.  Annual recoveries of stranded costs during the capped rate period can be examined using an earnings test mechanism that measures stranded cost recoveries as those earnings from capped rates that exceed costs and a fair return.  

Mr. Gibson described the third and fourth reporting elements of the DVP's monitoring approach (amounts expended to mitigate potential stranded costs and additional expenditures that increase stranded costs) as unnecessary because mitigation costs and other expenditures are included in the utility's costs used in the SCC staff's alternative accounting methodology.

The SCC staff's primary proposal complies with the requirements of the Task Force resolution's request for the methodology that can be used to calculate a utility's just and reasonable net stranded costs and the amounts collected through the Restructuring Act's stranded cost recovery mechanisms.  The approach received general support from consumer groups and competitive service providers who participated in the work group.  The Staff's asset valuation approach was criticized by incumbent electric utilities that participated in the work group and the Virginia Independent Power Producers as being complex and inconsistent with the Restructuring Act.  Consumer Counsel of the Attorney General's Office cautioned that this approach likely would require involved proceedings with expert testimony subject to cross examination, but stated that:

While many details regarding the calculation mechanics and assumptions will have to be addressed in order to apply this proposal, it appears that the conceptual framework is not inappropriate, and is consistent with lost revenues approaches that have been used in other jurisdictions to quantify stranded costs.

In response to concerns that the asset valuation methodology relies on speculative projections regarding prices and costs, Mr. Gibson observed that electric utilities are required today to file similar studies in applications involving asset transfers and in tax assessment studies.  In addition, DVP used such a similar approach in estimating its potential stranded costs in 1997 to be $2.5 billion.

Mr. Gibson advised the Restructuring Commission that the SCC could not proceed with the second phase of the project requested by the Legislative Transition Task Force's January 27, 2003, resolution, which called for a report due by November 1, 2003, that calculates each incumbent electric utility's just and reasonable net stranded costs and its associated recoveries from capped rates and from wires charges during the capped rate period.  As the stranded cost work group did not develop consensus recommendations regarding the definition of stranded costs or the method for their calculation, the SCC asked the Restructuring Commission whether it wished the SCC to make such calculations and, if so, whether it wanted the SCC to employ a particular methodology or to determine which methodology should be employed. 

2.  Responses To Stranded Cost Report

The Restructuring Commission received comments on the SCC's July 1, 2003, stranded cost report from interested parties at its meeting on November 24, 2003.  Meade Browder of the Office of the Attorney General's Division of Consumer Counsel identified the crux of the debate over stranded cost issues as the fact that the Restructuring Act did not require an up-front determination of utilities' just and reasonable net stranded costs, but does require the Restructuring Commission to monitor the underrecovery or overrecovery of such costs.  With regard to the proposed definitions of stranded costs and just and reasonable net stranded costs, Mr. Browder noted that the definitions recommended by the SCC staff follow the recommendations of the Attorney General's Office.  With respect to a stranded cost quantification methodology, he reiterated the comments submitted during the work group process that the asset valuation method is not inappropriate, and is consistent with lost revenues approaches that have been used in other jurisdictions, including Texas.  

Edward Petrini, representing the VCFUR, concurred that the VCFUR's position on the methodology for calculating stranded costs is essentially identical to that recommended by the SCC Staff.  He stated that the timeliness and importance of the Restructuring Commission's consideration of stranded costs cannot be over-emphasized.  Under the Restructuring Act, a utility's just and reasonable net stranded costs are to be recovered through wires charges and capped rates, and if the capped rates and wires charges produce revenue that exceeds the utility's costs, the excess is available for stranded cost recovery.  However, Mr. Petrini contends that because DVP has no stranded costs, and because its revenues significantly exceed its cost of service plus a fair return, the utility's customers are paying unjustified, excessive rates.  In support of this position, he cited the SCC Staff's analysis of DVP's earnings from 1999 through 2002, which shows that the utility accumulated $886 million for stranded cost recovery.  He asserts that the situation is exacerbated by the Restructuring Act's provision allowing a utility's capped rates to be adjusted for increases in its fuel costs.  Since 1998, the portion of Virginia Power's capped rates that recovers its fuel costs has increased from 1.050 cents/kWh to 1.613 cents/kWh, and would go to 2.331 cents/kWh if Dominion's 2003 fuel factor increase request had been implemented as requested.  

Mr. Petrini and Louis Monacell, representing the ODCFUR, introduced Jeff Pollock of the energy consulting firm of Brubaker & Associates, who was retained by the ODCFUR and the VCFUR to determine whether AEP and DVP have stranded costs.  A copy of Mr. Pollock's presentation is attached as Appendix L.  Mr. Pollock testified that based on a methodology developed by Moody's Investors Services, rather than having stranded costs, AEP has $874 million in stranded benefits and DVP has $1.2 billion in stranded benefits.  The Moody's methodology was described as an example of an asset valuation methodology that provides a snapshot of stranded costs by using publicly available data to determine whether the regulatory net book value of generation assets can be sustained in a competitive market environment.  

With respect to his conclusion that DVP has $1.2 billion in stranded benefits, Mr. Pollock observed that the utility's 1997 Transition Cost Report used a detailed asset valuation of its generation fleet and non-utility generator contracts to calculate that it faced $2.5 billion of potentially stranded costs.  The 1997 valuation estimated the free cash flows from the generation fleet operating in fully competitive markets through 2015, using an assumption that competitive suppliers would serve all of DVP's customers on January 1, 2003.  Mr. Pollock asserts that by correcting two flaws in the utility's 1997 analysis (extending the estimated useful life of its generation fleet to 2035 rather than 2015, and using a capacity value that encourages competition), he determined that DVP would have $2.7 billion of stranded assets.  Four other flaws cited in DVP's 1997 analysis, including its ignoring of market power, were not addressed by Mr. Pollock.  He added that since the 1997 analysis was conducted, market prices for electricity have increased, which increases the value of the utility's generation fleet, and the utility has extended the lives of its nuclear plants by 20 years, which allows the utility to profit in competitive markets because the operating cost of a nuclear plant is 15 percent (or less) of the wholesale market price of electricity.
  In addition, several of DVP's power purchase contracts have either expired or been renegotiated, which has reduced the utility's commitment under purchased power contracts by approximately $1 billion on a net present value basis.  

Mr. Pollock also stated that unless customers switch from their current regulated utility, the utility has no stranded costs, and that because only a few customers have switched suppliers, no costs have been stranded.  In response to a question from Senator Watkins regarding market power, Mr. Pollock conceded that if Virginia's utilities became members of a regional transmission entity, its vertical market power would be lessened.  However, he cautioned that the utility would still be able to exercise horizontal market power to the extent that it continued to have a concentration of generation resources in a market area.  

Several persons stated that an incumbent utility has not incurred any actual stranded costs unless its customers have switched to a competitor.  Yet an incumbent utility may still not suffer any actual stranded costs by the switching of its customers to a competitive provider during the transition period, to the extent that the utility is fully compensated for its lost revenues through the payment of wires charges.  If there is little or no switching to competitors during the transition period, which is the time that the utility is collecting moneys to offset its potential just and reasonable net stranded costs, any moneys collected from wires charges and capped rates will necessarily exceed its actual stranded costs.  However, stranded cost recovery mechanisms are intended to reimburse incumbent utilities for the potential stranded costs they may incur over the remaining useful life of the utility's assets, which extends long after the end of the transition period.  The controversy over quantifying stranded costs be phrased as whether the Restructuring Commission should attempt to determine whether the stranded cost recovery mechanisms included in the Restructuring Act are likely to under- or over-compensate a utility for the potential stranded costs it is expected to incur after the transition period.  Moreover, a utility, in theory, may incur stranded costs even if few or no customers switch to a competitor if the utility lowers the retail price of its generation to match the prices charged by its competitors.  Under this example, the difference in the revenue it would have collected under regulated rates and the revenue it collects under the lower market-based prices could be viewed as a measure of its stranded costs.

Michael Swider of Strategic Energy LLC, a competitive service provider active in other states, supports the SCC Staff's recommended asset valuation methodology.  Other than requiring incumbent electric utilities to sell off their assets, the asset valuation method is the best method of determining their value.  Accurately quantifying stranded costs is important because they are the justification for wires charges, which he called a barrier to competition.  A copy of his comments is attached as Appendix M.  

Ray Bourland of Allegheny Energy reminded the members of the Restructuring Commission that his utility is in different circumstances than other utilities.  Pursuant to agreements regarding Allegheny's functional separation plan, the utility transferred its generation assets to other entities and signed a stipulation that it would recover its stranded costs only from capped rates.  He cautioned the Restructuring Commission not to do anything that would cause the delicate and complex agreement to unravel. 

Irene Leech of the VCCC concluded that if the Restructuring Commission wants to ensure that stranded cost recoveries are monitored as the Restructuring Act requires, it should direct the SCC to use the methodology it believes is most fair and not allow parties to influence the method.  A copy of her comments is attached as Appendix N.  

The Virginia Independent Power Producers (VIPP) and DVP spoke in opposition to the SCC Staff's recommended asset valuation approach.  August Wallmeyer of the VIPP, which generates 20 percent of the power that DVP sells in the Commonwealth, asserts that the asset valuation approaches recommended by the SCC Staff and the VCFUR and ODCUR are inconsistent with the basic approach to stranded cost recovery set out in the Restructuring Act.  Mr. Wallmeyer, whose comments are attached as Appendix O, described DVP's monitoring approach as a useful indicator of whether an underrecovery or overrecovery of stranded costs may occur in the future.  The VIPP opposed use of the SCC Staff's accounting approach on grounds that nothing in the Restructuring Act authorizes the SCC to use an earnings test mechanism.  In Mr. Wallmeyer's opinion, such an approach would require the utility and the SCC Staff to engage in complex annual rate cases.  

Bill Axselle of the VEPA contended that economic development was one of the underlying purposes of the Restructuring Act.  Revenues collected under the Restructuring Act's stranded costs recovery mechanisms were intended to be available to make the utilities able to compete effectively in a competitive environment, in contrast to the fate of Virginia's banks following the advent of consolidations in the financial sector in the 1980s.  He noted that it could be said that the parties involved in the development of the Restructuring Act made a deal regarding the collection of stranded costs over the transition period, and it would be wrong to change the deal prematurely.  Mr. Axselle offered no comment on the corollary proposition, viz., whether extending the end of the capped rate period from July 1, 2007, through 2010 would likewise constitute a change to the terms of the "deal" for stranded cost recovery.  Mr. Axselle did urge the Restructuring Commission to exercise caution in proceeding on the very complex issue of stranded cost recovery.

The VCFUR approach was likewise criticized for implicitly requiring annual rate cases to determine the amount of "excess" earnings from capped rates that should be considered available for stranded cost recovery.  According to the VIPP, only DVP's monitoring approach is consistent with the key concept underlying the Restructuring Act's stranded cost provisions:  that stranded costs are not to be administratively determined and recovered on a dollar-for-dollar basis through discrete rate mechanisms, as in other jurisdictions.  

William G. Thomas, representing DVP, asserted that the January 27, 2003, resolution of the Legislative Transition Task Force that requested the SCC to convene the work group on stranded costs required that the consensus recommendations it was to develop be "consistent with the provisions of the Act."  Mr. Thomas' comments reflected his view that only the approach advanced by DVP is consistent with the provisions of the Act.  In support of this view, he cited testimony in 1998 by Richard Williams, the former director of the Division of Economics and Finance, that reliance on an up-front, one-time projection of market prices over the remaining useful life of a utility's assets, as would be required under an asset valuation methodology, can lead to a public policy disaster.  It was noted that a 15 percent change in the assumptions regarding future market prices of electricity would produce a completely different result.  The joint subcommittee established by Senate Joint Resolution 91 of 1998, which grappled with developing a methodology for measuring stranded costs, rejected a divestiture approach and did not require a "going in" rate case to quantify stranded costs.  

Mr. Thomas stated that in place of the divestiture approach, the members of SJR 91 accepted a revenue loss method for determining stranded costs that had been suggested by Mr. Williams.  Under this approach, stranded costs or benefits were to be defined as the difference between regulated embedded rates and competitive market prices.  As with the method of calculating wires charges, the unbundled generation portion of the utility's rate would be compared to the market rate for generation.  Mr. Thomas stressed that this stranded cost recovery approach was a negotiated element of the "deal" that produced the Restructuring Act, as were the July 1, 2007, expiration of the capped rate period, the utility's waiver of the right to reimbursement for certain transition costs such as computer system changes, and the agreement not to address stranded benefits.  

With respect to the appropriate definition of stranded costs, Mr. Thomas favored a proposal, offered by the Office of the Attorney General, that defined such costs as a utility's lost revenues arising from electric generation-related costs that become unrecoverable due to restructuring and retail competition.  Under the method proposed by DVP, stranded cost revenues collected annually will be compared with that which would have been collected had the SCC’s forecasted market price been realized.  At the end of the capped rate period, this would enable a determination of whether the amount of stranded cost revenue, to which each utility would be entitled under the Act, had been overrecovered or underrecovered.  This approach uses actual historical data and requires no amendment of the Act to define stranded costs or to prescribe a monitoring methodology.  He asserted that it is not in conflict with the Act’s principle of deregulation of generation, and operation under the capped rates will continue to drive efficiency improvements and stranded cost mitigation as intended. 

With respect to the appropriate methodology for monitoring stranded costs, Mr. Thomas expressed his view that a quantification of stranded costs is contrary to the Restructuring Act.
  The SCC Staff's approach was criticized as requiring a going-in stranded cost case, annual rate cases, and the need for the General Assembly to amend the Act to address numerous controversial issues, such as the date as of when the quantification of a utility's stranded costs would be determined.  Moreover, opening a protracted procedure to quantify stranded costs will inject great uncertainty into the ability of utilities to plan and budget for the future and will send a signal to the financial community that Virginia’s utilities are exposed to a substantial financial risk.  Efforts to quantify stranded costs would threaten the financial viability of Virginia’s utilities and impair their ability to effectively plan and maintain an adequate infrastructure.  A copy of DVP's objections to the quantification of stranded costs is attached as Appendix P.


3.  Proposals to Address Stranded Cost Issue


a.  Calculating Stranded Costs and Amounts Collected for their Recovery

At the January 15, 2004, meeting, the Restructuring Commission received information regarding Delegate Harvey B. Morgan's proposal to address stranded costs issues.  The proposal would codify the asset valuation methodology for quantifying incumbent electric utilities' just and reasonable net stranded costs that was recommended by the SCC Staff in its July 1, 2003, report to the Restructuring Commission.  In addition, if a utility has overcollected stranded costs, the bill prohibits the utility from continuing to collect wires charges and requires its capped rates to be reduced, for the remainder of the capped rate period, to an amount equal to its costs of providing service plus a reasonable return.  If the utility is expected to under-collect its stranded costs over the remainder of the capped rate period, the utility's capped rates will be increased to help avoid an under-recovery of stranded costs. 

Major elements of the draft legislation (Appendix Q) include:

· Requiring the SCC to calculate the amount of each incumbent electric utility's just and reasonable net stranded costs as of the date of the commencement of customer choice (January 1, 2002); 

· Defining a utility's "just and reasonable net stranded costs" as the net loss in the economic value of the utility that is attributable to prudently incurred, verifiable and nonmitigable electric generation-related assets that become unrecoverable due to restructuring and retail competition;

· Requiring the SCC to conduct proceedings for each utility to determine the amount by which the unrecovered booked value of all of the utility's generation-related assets and related costs is greater than the market value of the utility's generation-related assets, based on the net present value of the cash flows that reasonably would be expected to be generated from such assets in a competitive market, using reasonable estimates of market prices for the applicable future periods, and adjusted for anticipated operations and maintenance costs, over the life of the assets; 

· Requiring the SCC to calculate the amount that the utility has collected for their recovery, through capped rates (based upon earnings test information filed by the utility under the Commission's applicable rate case regulations and annual informational filing requirements) and wires charges, if the utility is determined to have just and reasonable net stranded costs; 

· If a utility had no just and reasonable net stranded costs or has collected its just and reasonable net stranded costs, eliminating the utility's authority to collect wires charges and reducing the utility's capped rates to reflect its cost of service plus a fair return; and

· Allowing a utility to increase its capped rates if the amounts collected through capped rates and wires charges will not permit it to recover its just and reasonable net stranded costs during the balance of the capped rate period.

The Restructuring Commission voted not to endorse Delegate Morgan's stranded cost proposal.


b.  Stranded Cost Resolution

By letter dated January 12, 2004, Deputy Attorney General Jagdmann advised the members of the Restructuring Commission that the use of the SCC Staff's accounting approach as a stand-alone method would be appropriate as a practical compromise approach for monitoring stranded cost recoveries (Appendix R).  Ms. Jagdmann acknowledged that the most controversial aspect of this approach will likely be the determination of the appropriate return on equity percentage, but noted that protracted proceedings could be avoided by presenting the data to the Restructuring Commission in several scenarios using various returns on equity. 


On January 15, 2004, Ms. Jagdmann presented a resolution to the Restructuring Commission that incorporates the proposal outlined in her January 12 letter.  The resolution, a copy of which is attached as Appendix S, requests the Division of Consumer Counsel of the Office of Attorney General to:

· Report annually, commencing September 1, 2004, to the Restructuring Commission (i) the cost of service of each incumbent electric utility's generation and (ii) the market prices for generation as calculated for wires charge purposes immediately prior to the date of the report, with the first report covering the period from July 1, 1999, through December 31, 2003;

· Take into account, in determining generation costs of service, factors such as the incumbent electric utility's applicable annual informational filing to the SCC, any adjustments to the filing made by the SCC, example ranges of return on common equity, and such other factors as the Division of Consumer Counsel deems relevant;

· Take into account, in determining market prices for generation, market prices as determined by the SCC and such other factors as the Division of Consumer Counsel deems relevant; and

· Continue to make such reports for each incumbent electric utility until the capped rates for such utility expire or are terminated pursuant to the provisions of § 56-582.

The Restructuring Commission unanimously voted at its January 15, 2004, meeting to adopt the resolution presented by the Office of the Attorney General.

c.  Phasing Out Wires Charges

At the Restructuring Commission's January 13, 2004, meeting, Michel A. King, President of Old Mill Power Company, presented a proposal to phase out wires charges prior to July 2007.  He characterized wires charges as the greatest single impediment to the development of a robust competitive electricity market in Virginia.  Wires charges, which are currently payable only by customers in DVP's service territory who switch to a competing supplier, were said to be particularly effective at thwarting competition.  

Reasons cited by Mr. King for this conclusion are that they remain in full force throughout what was intended to be a transition period for the development of full retail competition; they are recalculated annually and therefore create a significant amount of cost uncertainty for competitive suppliers and their prospective customers; and they are based on wholesale prices in neighboring electricity markets in such a way that any potential “head room” for competitive suppliers, and thus any potential savings that could be passed on to consumers that is created by decreasing wholesale prices in such neighboring electricity markets is erased by the wires charge calculations. 

Under the Old Mill Power Company's proposal (Appendix T), on July 1, 2004, the wires charge would be reduced to 67 percent of the full wires charge that was in effect on January 1, 2004; beginning July 1, 2005, the wires charge would be reduced to 33 percent of the full wires charge that was in effect on January 1, 2004; and beginning July 1, 2006, and thereafter, the wires charge would be zero.  The Restructuring Commission took no action with respect to the wires charge phase-out proposal.

C.  RISK OF CEDING JURISDICTION TO THE FERC


The status of competition both within the Commonwealth and in other jurisdictions has led the SCC to doubt the ability of retail electric competition to provide, at the present time, lower prices for Virginians than would have been charged under the traditional regulation of the industry.  As previously mentioned with regard to its August 29, 2003, report on the status of competition, the SCC recommended that the General Assembly take action to preserve Virginia's jurisdiction relating to its electric utility industry by suspending two elements of the Act.  Such a suspension would entail rebundling the components of retail electric rates and continuing a moratorium on transferring control over transmission assets to RTEs. 

The SCC offered the same recommendation to the Legislative Transition Task Force in the December 2002 addendum to the 2002 report on the status of competition.  The December 2002 addendum was prompted by the SCC's concerns that under the FERC's proposed rules for a standard market design (SMD), Virginia will not be able to ensure the same price and reliability protection that it can at present.  Problems flowing from implementation of SMD rules include the elimination of native load preferences, the questionable ability of the FERC to oversee monitoring efforts, the potential exercise of market power by wholesale suppliers, increased costs resulting from use of locational marginal pricing (LMP), and regional resource adequacy requirements.  


1. Background

Federal and state jurisdiction over the regulation of electric utilities is a complex issue.  In Public Utilities Commission v. Attleboro Steam & Electric Co., 273 U.S. 83 (1927), the Supreme Court held that the Commerce Clause barred state regulation of interstate wholesale sales of electricity due to the burden such regulation would impose on interstate commerce.  The Federal Power Act of 1935 (FPA) placed under federal regulation the aspects of electricity service that were held under Attleboro and other cases to be beyond the scope of state jurisdictional authority.  Section 201(b)(1) of the FPA granted to federal regulators jurisdiction over all facilities for transmission or sale of electric energy at wholesale in interstate commerce.  Section 201 (c) provides that "electric energy shall be held to be transmitted in interstate commerce if transmitted from a State and consumed at any point outside thereof; but only insofar as such transmission takes place within the United States."  Under § 201(d) of the FPA, "[t]he term 'sale of electric energy at wholesale' when used in this subchapter, means a sale of electric energy to any person for resale."  Thus, in every state except Alaska, Hawaii, or Texas, wholesale sales are held to be sales in interstate commerce, and are subject to federal jurisdiction exclusively.  Clearly, under the FPA the FERC has jurisdiction over the wholesale transmission of electricity, including the rates for such service.  However, the FPA did not grant to the FERC jurisdiction over facilities used in local distribution, used only for transmission of electric energy in intrastate commerce, or for the transmission of electric energy consumed wholly by the transmitter.  

The SCC's concern regarding the ceding of jurisdiction over the electric utility industry turns in part on the question of who has the jurisdiction to regulate the components of bundled electricity rates.  In New York v. FERC, 122 S. Ct. 1012, 1027-1028 (2002), the Supreme Court held that FERC has jurisdiction over the transmission component of unbundled retail rates.  Three of the justices also said that FERC's authority extends to bundled transmission rates as well.  Though the FERC has traditionally not attempted to exercise jurisdiction over the components of bundled rates, the FERC's proposed SMD rules are an attempt by the agency to expand the limits of its traditional jurisdiction.  The institution of retail choice programs, which necessarily involve the unbundling of retail rates in order to allow shopping for generation service based on price, has witnessed an expansion of FERC's claimed jurisdiction.  For example, in adopting Order 888, the FERC has asserted that its jurisdiction arises as a result of a state retail program.  The proposed SMD rules would apply to both bundled and unbundled states.  It has been suggested that states with bundled rates are in a better position to challenge the legality of this proposed expansion of the FERC's jurisdiction than are those states whose rates have been unbundled.

The issue of whether the FERC also has jurisdiction to impose SMD rules on states that have not unbundled their rates or allowed utilities to transfer control of their transmission systems to an RTE is currently unresolved.  However, the SCC has concluded that it is likely that the FERC's SMD rules would apply in Virginia, regardless of whether the Commonwealth has allowed the transfer of control of its utilities' transmission systems to federally regulated regional transmission entities, because retail electricity rates in Virginia have been unbundled.  In short, the SCC's concerns over the ceding of jurisdiction to the FERC do not involve limiting the federal government's well-established jurisdiction over elements of wholesale sales or transmission of electric power; rather, they involve the question of whether the expansion of federal jurisdiction inherent in the proposed SMD rules can be curtailed by rebundling retail rates and deferring the transfer of oversight over transmission assets to RTEs. 

On April 28, 2003, the FERC responded to criticism of the proposed SMD rules by issuing a White Paper titled Wholesale Market Platform.  However, the SCC concluded that the White Paper neither clarifies the SMD proposal nor alleviates its concerns with the SMD notice of proposed rulemaking.  Moreover, the U.S. Department of Energy's April 30, 2003, report to Congress assessing various potential impacts of the proposed SMD rulemaking shows that a majority of the areas of the country will either have no benefit or have retail rates actually increase as a result of SMD.  The SCC notes that Virginia customers, as a result of moving to retail competition under Virginia law and the pricing and other requirements of SMD, will likely see significant rate increases when the capped rate period ends in 2007.


SCC Deputy General Counsel Arlen Bolstad reviewed developments with the federal energy bill and FERC-related activity at the January 13, 2004, meeting.  The Energy Policy Act of 2003, designated H.R. 6, became stalled in November 2003 when the Senate failed to adopt the conference committee report, which had previously been adopted by the House of Representatives.  Mr. Bolstad's remarks focused on three aspects of the bill.  Section 1232 would have stated the sense of Congress that state membership in regional transmission organizations should be voluntary.  With respect to SMD, the language in the conference committee report would have suspended FERC's authority to promulgate standard market design rules and prevented such rules from taking effect prior to January 1, 2007.  The provisions in the energy bill dealing with native load protection were described as engendering much uncertainty.  

2.  SCC's Recommendation to Suspend Portions of the Act

In part III of its 2003 competition status report, the SCC renewed its recommendation that the General Assembly suspend portions of the Act.  Suspension of the Act would require rebundling the components of retail electric rates and continuing a moratorium on transfers of control over transmission assets to RTEs.  The General Assembly could allow other aspects of the Act to continue to evolve while these two elements of the Act are temporarily suspended.  Such a pause in implementation of the Act was described as the best course to preserve Virginia's ability to protect its citizens from the problems that are likely to result from the ceding of regulatory authority to FERC and RTEs.  Reversing the Act's requirements that retail rates be unbundled and deferring the requirement that utilities join an RTE would give Virginia the opportunity to wait until the FERC has finalized its SMD rules, courts have determined whether the proposed rules are valid, or Congress has acted.  After these alternatives have run their course, Virginia could then make an informed decision on whether to proceed with retail competition.  The SCC believes that delaying the decision of whether to be subject to the FERC's SMD rules would not significantly affect the Commonwealth.  The SCC concludes that even more distressing than the absence to date of sought-after competitive activity is the likelihood that the implications of the SMD rules will be detrimental to Virginia's electricity consumers.


Howard Spinner presented the SCC's recommendations at the Restructuring Commission's November 19, 2003, meeting.  He observed that the rebundling of retail electric rates could be accomplished at little cost by making a simple tariff filing, and that customer bills could for informational purposes continue to show separately the costs of generation, transmission and distribution services.  The suspension of these key portions of the Act is in the public interest, he asserted, because delaying implementation is a prerequisite to the preservation of state jurisdiction.  Though it is a prerequisite to continued state jurisdiction, it does not guarantee that Virginia will retain jurisdiction in the long run.  In light of the uncertainty created by pending federal energy legislation and other circumstances, Mr. Spinner contended that suspending certain portions of the Act will allow Virginia to retain the maximum degree of control over electric industry outcomes that will impact this Commonwealth.  If rates remain unbundled or control of the transmission system is transferred to an RTE, then Virginia's choice likely will have been made, and it will be difficult if not impossible to reverse the choice.  


In response to a comment by Senator Watkins regarding the need for an unbiased examination of the operation of wholesale electricity markets, Mr. Spinner concurred that it is not clear that all parties have the same incentive to conduct a critical examination.  Many high-cost states in the northeast have committed to a competition while states in the southeast have objected to the FERC's proposals that would require RTE membership.  Mr. Spinner stated that the FERC is trying to promote competition, and has no incentive to be critical of how markets are actually working.


The reaction of interested persons to the SCC's suspension proposal was mixed.  Mr. Urchie Ellis spoke at the January 13, 2004, meeting in favor of the SCC's proposal to suspend provisions of the Act in order to preserve jurisdiction.  Irene Leech of the VCCC, speaking at the November 24, 2003, meeting, recognized the need to protect the Commonwealth's jurisdiction.  Bill Axselle of the Virginia Energy Providers Association urged the Restructuring Commission not to change the deadline for utilities to join an RTE.  Mr. Axselle asked that the SCC act as quickly as possible on AEP's and DVP's pending applications to join PJM.  He stated that there is no need to make a decision regarding the rebundling of rates until Virginia has become a part of PJM and has observed the implementation of the proposed DVP retail access pilot programs.  Richard Wodyka of PJM Interconnection LLC stated that a robust, nondiscriminatory and competitive wholesale market is a prerequisite to retail competition.  He denied that DVP or AEP would be required to shed load for economic reasons if they became members of PJM, and described PJM's market monitor as an independent office that can be a resource for the provision of information regarding the operation of PJM's wholesale market.  


At the January 13, 2004, meeting of the Restructuring Commission, Mr. Bolstad reiterated the SCC's recommendation that retail competition be suspended.  He remarked that the proposal offered by Delegate Morgan conforms to the SCC's recommendation contained in the August 29, 2003, competition status report.  He noted that while FERC, under § 205 of the FPA, has had jurisdiction over the rates, terms and conditions of transmission service provided in interstate commerce for many years, it has been an article of faith that federal and state regulators have had joint jurisdiction over the ownership and control of such assets.  Concern that FERC's SMD initiative will change the jurisdiction of states with respect to the control of system assets has prompted the SCC to recommend that provisions of the Act be suspended, as discussed above, in order that the General Assembly can reexamine important issues when the agencies, courts and Congress have addressed the FERC's proposal and answered the question of whether the traditional role of states in regulating the industry should be curtailed or maintained.  


In response to a question from Delegate Scott regarding the ability to rebundle rates in the future, Secretary Schewel questioned the validity of the assumption that rebundling will protect Virginia by eliminating FERC's jurisdiction.  In fact, the SCC's position has not been that rebundling would eliminate FERC's jurisdiction; rather, it has been that if Virginia does not rebundle, the FERC would clearly have jurisdiction over unbundled services, while if Virginia does rebundle, the FERC may not be able to extend its jurisdiction to certain aspects of Virginia's utility industry.  Ms. Jagdmann agreed that while the FERC has traditionally stopped short of attempting to regulate elements of bundled service, the agency appears to no longer recognize any distinction between those states that have unbundled and those that are still bundled.  She added that nothing in the proposed rate cap extension legislation would prevent Virginia from coming back and rebundling in the future. 

Delegate Morgan prefiled the draft "rebundling" legislation (Appendix U) as House Bill 264.  Major elements of the legislation include:

· Suspending customer choice until July 1, 2007, unless the SCC finds that rate unbundling will not result in the Commonwealth ceding its jurisdiction and authority to ensure reliable service at reasonable rates;

· Directing the SCC to immediately rebundle incumbent electric utilities' rates; and

· Requiring the SCC to take, during the period when customer choice is suspended, such actions as the SCC finds necessary to protect the Commonwealth's jurisdiction to ensure reliable electric service at reasonable rates.

The Restructuring Commission voted at its January 15, 2004, meeting not to endorse Delegate Morgan's rebundling proposal.


Delegate Morgan also announced at the January 15, 2004, meeting that he and members of the consensus group had agreed upon an amendment to the suspension proposal to require the rebundling of rates.  Delegate Morgan announced that if his amendment to the suspension proposal is adopted, he would neither push for the adoption of, nor withdraw, his stranded cost proposal or his rebundling proposal.  The amendment to the suspension proposal, a copy of which is attached as Appendix V, requires the SCC to direct the immediate rebundling of the generation, transmission, and distribution components of incumbent electric utilities' retail electricity rates.  Thereafter, for so long as the affected section remains in effect, the retail rates shall be bundled rates.  However, the SCC shall permit, on an experimental basis, the unbundling of the components of retail rates in order to implement retail customer choice pilot programs.


As previously noted, the Restructuring Commission voted not to endorse the consensus suspension proposal.  This action obviated the need for the Restructuring Commission to consider Delegate Morgan's proposed amendment to the suspension proposal.


3.  Transferring Control of Transmission Assets to PJM


Closely related to the issue of the effect of FERC's proposed rules are the implications of utilities' transferring control of their transmission assets to the PJM Interconnection, LLC, regional transmission entity.  House Bill 2453 of the 2003 Session delayed the date by which incumbent electric utilities with transmission capacity must join an RTE from January 1, 2001, to January 1, 2005, subject to SCC approval.  Prior to approving a request to join an RTE, the Commission must determine that the action will (i) ensure that consumers' needs for economic and reliable transmission are met and (ii) meet the transmission needs of electric generation suppliers that do not own, operate, control or have an entitlement to transmission capacity.  In addition, requests for approval shall include a study of comparative costs and benefits, including an analysis of the economic effects of the transfer on consumers and the effects of transmission congestion costs.  

AEP and DVP both have cases pending at the SCC seeking approval of proposals to join PJM.  RTEs are intended to operate transmission grids and ensure short-term system reliability, independent of control by incumbent utilities and other market participants.  The Act recognizes that the development of a competitive retail market for electric generation requires incumbent utilities to transfer ownership or control of their electric transmission assets to an RTE.  The Act's requirement that incumbent utilities with transmission capacity join an RTE is intended to ensure that such utilities, which traditionally controlled the generation, distribution and transmission of electricity, do not use their control of transmission assets to favor their power over power offered by competing suppliers.  PJM operates both a multistate transmission system and associated electricity trading markets.  The PJM structure, which complies with the SMD model proposed by the FERC, may result in the ceding of control over the dispatch of generation to the RTE.  In addition, some long-term resource adequacy planning will be overseen by the RTE.  At a meeting of the Legislative Transition Task Force in November 2002, the concern was expressed that a reduction in SCC oversight may follow if the incumbent utilities join PJM.  One member commented that the Restructuring Act contemplated RTE oversight of transmission but not generation services.


At the January 13, 2004, meeting, Mr. Bolstad discussed the proceeding instituted by the FERC under § 205(A) of PURPA against Virginia and Kentucky on November 25, 2003.  Section 205(A) of PURPA, which deals with pooling arrangements, authorizes FERC to exempt public utilities from any provision of state law or regulation that prohibits or prevents the voluntary coordination of utilities, where such coordination is designed to obtain economic utilization of facilities and resources.  The section provides that the FERC is not authorized to make such an exemption if it finds that the state law or regulation is either required by federal law or is designed to protect the public health, safety or welfare, or the environment or to conserve energy or to mitigate the effects of fuel shortages.  

The PURPA § 205 proceeding seeks to exempt AEP from requirements of the Restructuring Act, including those requiring that the SCC approve any transfer of a utility's ownership or control of transmission capacity to an RTE and that the SCC consider a cost-benefit study as part of its consideration of an application to join an RTE.  In its order instituting the proceeding, the FERC made a preliminary finding that the laws of Virginia and Kentucky are preventing AEP from fulfilling its voluntary commitment to join PJM, which commitment was a condition in its merger proceedings with another utility in 1999. 


The SCC, with participation by the Office of the Attorney General, has been actively opposing the FERC's attempt to override the provisions of the Restructuring Act.  The hearing was scheduled to begin January 26, 2004, and the administrative law judge was ordered to issue a ruling by March 15, 2004.  The SCC expressed concern with the FERC's theory that it may assume the power to determine whether state legislation was designed to protect the public health, safety and welfare.  Mr. Bolstad also stated that the SCC is concerned that the expedited schedule and other aspects of the proceeding raise issues of whether participants have been provided due process.

Several states have joined Virginia and Kentucky in opposing the FERC in this proceeding, which is the first attempt in the 25 years since PURPA was enacted that FERC has tried to use § 205(A) to preempt a state law or action.  The proceeding represents an attempt to expand FERC's jurisdiction that is entirely distinct from the questions surrounding the scope of FERC's jurisdiction under the Federal Power Act discussed above.  The fact that Kentucky has not unbundled its rates is irrelevant in the PURPA proceeding; Kentucky is a party because its Public Service Commission refused to allow an affiliate of AEP operating in that state to join PJM.


Speaking on behalf of PJM, Phillip Abraham spoke against any proposal that would give the SCC authorization to delay or disapprove the pending applications of DVP and AEP to join PJM.  He urged Virginia to stay the course on the RTE issue and to avoid any further delays.  He described the argument that Virginia should preserve its jurisdiction as weak at best.  He observed that the bulk transmission system is part of interstate commerce and is subject to federal regulation.  

D.  EXTENSION OF TERM OF GENERATION FACILITY CERTIFICATES


At the Restructuring Commission's January 13, 2004, meeting, August Wallmeyer of the VEPA presented a proposal to extend by two years the terms of certain certificates of convenience and necessity to construct and operate electrical generating facilities.  The extension would apply to certificates for which applications were filed with the SCC prior to July 1, 2002.  The certificates for the facilities as issued by the SCC stated that they would expire two years following the date of the order granting the certificate if construction on the facility had not commenced.  

Mr. Wallmeyer stated that the extensions would apply to four generating facilities (Fluvanna, Warren, Tenaska, and White Oak).  He asserted that the extensions were appropriate because the construction of the facilities was delayed by issues regarding the scope of the SCC's review of environmental and other matters addressed in permits issued by other agencies.  Such issues were resolved by the enactment of Senate Bill 554 in the 2002 Session, which became effective July 1, 2002.  He blamed this issue for delays of between 402 and 512 days.  No one spoke in opposition to the measure, and there was no discussion of the precedent posed by a legislative amendment to the specific terms of a permit.


A copy of the certificate extension proposal, which had been introduced by Delegate Parrish as House Bill 59, is attached as Appendix W.  The Restructuring Commission unanimously voted at its January 15, 2004, meeting to endorse the proposal. 

E.  AIR EMISSIONS CREDITS ALLOCATED TO NEW SOURCES


At the Restructuring Commission's January 13, 2004, meeting, August Wallmeyer of the VEPA also presented a proposal to prohibit the Commonwealth from selling, by auction or other manner, the pollution credits or allowances that had been set aside for allocation to new sources of air emissions.  The proposal involves the Commonwealth's air emissions banking and trading program, pursuant to which electrical generating facilities may trade air pollution credits or allowances.  The program's regulations applicable to the electric power industry are required to foster competition in the electric power industry, encourage construction of clean, new generating facilities, and provide an initial allocation period of five years.  In addition, since 2001 the program has been required to provide new source set-asides of five percent for the first five plan years and two percent per year thereafter.

The proposal addresses a provision in the 2003 budget bill that authorized the Department of Environmental Quality to auction the NOx emissions credits allocated under the NOx SIP call as set asides for new sources, with the requirement that any revenue generated shall be deposited to the general fund of the state treasury.  The proposal would overturn this by requiring that the emissions credits that are set aside for new sources be provided without charge.


A copy of the air emission credit proposal is attached as Appendix X.  The Restructuring Commission unanimously voted at its January 15, 2004, meeting to endorse the proposal. 

F.  NET ENERGY METERING

Peter Lowenthal, Executive Director of the MDV Solar Industry Association, appeared before the Restructuring Commission on January 13, 2004, to request endorsement of an amendment to the net energy metering provisions of the Act.  Specifically, Mr. Lowenthal asserted that the nonresidential limit set forth in the definition of "eligible customer-generators" in § 56-594 should be expanded from 25 kW to 500 kW.

Section 56-594 currently provides that the SCC shall establish a program giving eligible customer-generators the opportunity to participate in net energy metering, which allows such generators who both feed power to and take power from the electric grid to be billed for the difference.  Currently, a nonresidential customer that owns and operates an electrical generating facility can be an eligible customer-generator only if the facility has a capacity of not more than 25 kW.  

According to Mr. Lowenthal, net metering for nonresidential applications must be greater than 25 kW to attract any interest from industry due to low capacity factors for many renewable fuels, including solar, wind, and biomass.  Because solar and other renewable fuels have low capacity factors, energy is rarely exported.  For example, a 25 kW system solar system with an 18 percent capacity factor would produce annually 4.5 kW, which is too low to interest larger commercial building owners who have roof space sufficient for solar installations.  

The MDV Solar Industry Association's proposal (Appendix Y) was considered at the Restructuring Commission's January 15, 2004, meeting.  The Restructuring Commission unanimously voted to endorse the proposal.

IV.  OTHER TOPICS REVIEWED
A.  RESPONSE TO HURRICANE ISABEL

On October 14, 2003, the Restructuring Commission was briefed on the responses of Virginia's electric utilities to the damage caused by Hurricane Isabel.  At the outset, Chairman Norment noted that while this issue is not within the statutory scope of the Restructuring Commission's duties, addressing this issue is relevant to the public's confidence in Virginia's system of electric service.  As the disruptions caused by the hurricane primarily affected the distribution transmission systems, which will remain regulated after retail choice for generation providers is implemented, the responses of Virginia's electric utilities to the storm's damage is not directly affected by the Restructuring Act.

Janet Clements, Chief Deputy of the Department of Emergency Management, testified that Isabel hit Virginia on September 18, 2003.  Ultimately, 99 jurisdictions in the Commonwealth were declared by the President to be major disaster areas.  Cooperation and coordination among Dominion Virginia Power and the electrical cooperatives was very good in all phases of the preparation for and response to the damage caused by Isabel.  Longstanding working relationships and advanced planning efforts assisted in a coordinated response to the crisis.  A copy of Ms. Clements's testimony is available on the Restructuring Commission's website. 

The remarks of Kenneth D. Barker, Vice President for Customer Planning at Dominion Delivery, focused on his company's preparation, execution and communication.  Isabel was the most devastating storm Dominion had ever encountered.  The storm cut through the heart of Dominion's service territory, and packed severe wind gusts, ultimately leaving 1.8 million customers, or 82 percent of its customers, without service for some period of time.  He described Isabel as a "storm of trees" in which most damage was caused by trees falling from along and outside utility rights-of-way.  An unprecedented combination of weather events, comprised of the three-year drought spanning 2000 to 2002 and the record rainfall in 2003, left trees vulnerable to being uprooted by strong winds.  Barker stated that DVP's after-tax system damage totaled $128 million.  The operations and maintenance costs will not result in higher bills for customers because DVP's rates are capped pursuant to the provision of the Restructuring Act.  

Ray Bourland, Director of State Affairs for Allegheny Power, testified that 46,000 of its 87,000 customers in Virginia lost power for some period of time.  By September 25, 2003, power had been restored to all affected customers.   Rob Omberg, Assistant Vice President for Governmental Affairs for the Virginia, Maryland and Delaware Association of Electric Cooperatives, testified that 12 cooperatives sustained damage as a result of Isabel.  Thomas Dick reported that nine members of the Municipal Electric Power Association of Virginia reported significant outages as a result of storm damage.  

Bill Stephens, director of the SCC's Division of Energy Regulation, advised the Restructuring Commission that SCC staff conducts a review after every major storm that affects the ability of utilities to provide electric service.  A review of the response to Hurricane Isabel has been initiated and the SCC will be conducting meetings across the service territories of affected utilities to collect information.  The SCC will also be coordinating meetings to address potential communications issues between DVP and the electric cooperatives.  A total of 700 consumers called the SCC regarding electric utility service following the storm. 

B.  BLACKOUT OF AUGUST 2003


On August 14, 2003, at approximately 4:10 p.m., electric service for an estimated 50 million North Americans was blacked out in an area extending from Detroit to New York City and from Ontario, Canada, to Ohio.  Though no Virginians lost electric service as a result of the blackout, the disruptions caused by the sudden loss of power prompted the Restructuring Commission to examine the causes of the system failure and the reasons that the Commonwealth was spared.

Robert O. Hinkel, General Manager for RTO Integration at PJM Interconnection LLC, testified that PJM lost approximately seven percent of its load.  Its load loss occurred in New Jersey and Pennsylvania as control systems began opening transmission tie lines to isolate PJM from those regions experiencing severe voltage drops and line overloads.  With some isolated exceptions, PJM member companies had restored power to all customers by 4:00 a.m. on August 15, 2003.  Several features worked in unison to isolate the outage within a small portion of PJM and to inhibit further movement of the blackout, including a comprehensive regional planning process and coordinated real-time operations, which provides for continuous monitoring of the transmission system so as to detect problems and prevent overloads.  An outline provided by Mr. Hinkel is available on the Restructuring Commission's website.

Thomas F. Farrell, II, President and Chief Operating Officer of Dominion, testified that DVP's system reacted well when faced with the crisis.  After the blackout began, the system sensed voltage frequency irregularities and sensed a flow resend of 600 megawatts at its Possum Point generation facility.  Units automatically adjusted output, thus preventing a cascading outage.  The crisis containment provided evidence that the grid is connected to other systems that are integrated much like an interstate highway.  It is impossible to stop electricity from flowing through Virginia, as the Commonwealth is part of an interconnected grid.  The need exists to establish policies to deal with the issues the blackout presented.  Fragmented control over the electrical system is not as effective as fully integrated control over large segments of the grid.  

Mr. Farrell noted that the blackout offers an opportunity to focus on the goal of improving grid reliability.  He offered four recommendations for improving system reliability.  First, he supports provisions of the proposed federal energy legislation that give existing reliability councils the authority to set and enforce mandatory reliability standards. Second, both state and federal governments should take steps to eliminate delays in siting major transmission lines, which should include giving FERC backstop authority over multistate lines particularly when multiple federal agencies conduct project reviews.  Third, the development of regional transmission organizations should be promoted in a manner that allows states to protect native load for the first use by the state's customers.  Fourth, amending federal tax laws to allow accelerated depreciation of new transmission facilities would provide an incentive for the system's expansion.
Stuart Solomon, Vice President for Public Policy and Regulatory Services at AEP, testified that the cascading power system failure occurred within a matter of seconds.  While the root cause that triggered the failure is unknown, the critical events occurred in Northern Ohio outside of AEP's system.  The AEP system was not shut down by the power surges that shut down other systems because its protective systems automatically balanced the system's load and generation as required.  

Mr. Solomon stated that the transmission grid was designed for local generators and local customers.  As the system grew, interconnections within the system were made to improve reliability and to facilitate the exchange of power.  Recently the amount of power transmitted over the grid through wholesale transactions has increased greatly.  However, the system was not designed to deal with the volume of wholesale transactions occurring today.  Former Energy Secretary Bill Richardson's comments that we have a "Third World" grid are wrong; the problem is the stress resulting from the increased number of transactions. 

Mr. Solomon offered four recommendations.  First, regulatory certainty regarding cost recovery is necessary.  The current environment requires that a utility obtain approvals from multiple jurisdictions regarding the recovery of its investments, which results in uncertainty.  Second, continuous improvements in communications among the entities that oversee the grid are needed.  Third, mandatory transmission reliability standards are essential.  Finally, the need exists to resolve some of the jurisdictional conflicts between the states and federal agencies, especially FERC.  A consensus is needed regarding whether the primary purpose of the transmission grid will be for reliability or for market development.  FERC appears to be shifting the balance in favor of markets, which concerns Mr. Solomon because markets cannot develop without system reliability.  An outline provided by Mr. Solomon is attached as Appendix Z.

In response to questions, Mr. Solomon noted that AEP is not now a member of PJM or the Midwest Independent System Organization (MISO), but PJM is its reliability coordinator.  He noted that AEP has been attempting to build a 765 kV transmission line in Southwest Virginia since 1990, and would like to see the route approval process accelerated.  Delays in the approval process were attributed to federal agencies, some of which do not appear to be "on the same page" with other agencies.  He also commented that a larger grid system is good for reliability in part because it allows for more flexibility in dealing with problems.  Like DVP, AEP also has worked to ensure that language providing protection for a state's native load is included in the pending federal energy legislation.

Cody Walker of the SCC's Division of Energy Regulation testified that investigations into the August 14 blackout remain underway.  It appears that protective actions were sufficient to push back the system outages that were causing the cascading blackout.  However, until the analysis of the blackout's cause is complete, it will be difficult to say why Virginia was not affected.  His short answer as to why the cascading blackout stopped before affecting Virginia is "physics" to the extent that the system reached a point where there were sufficient resources that could respond automatically to push back the disturbance that was causing the cascade.  Ramping up the output at generation facilities helped stop the blackout.

In the past, such an event would have triggered a review of system integrity by the SCC; now the review will be done in the context of RTE applications before the SCC.  Mr. Walker noted that the SCC would assess, as part of its review, whether Virginia's transmission system was threatened with collapse.  Until the root cause of the cascading blackout is identified, it is difficult to assess the threat posed to Virginia's system.  

An underlying issue involved in the discussion of the blackout's cause and rapid spread was the role of RTEs.  Mr. Walker noted that there are two schools of thought on the issue, with one argument being that a wide control area could prevent system failures, and the other being that a system with an increasing focus on wheeling power over the transmission system would stress the system to a greater extent and make such problems more prevalent in the future.  The failure in this case was believed to begin within MISO, which was the first FERC-approved RTO.  As PJM is structurally different from MISO, the question will be whether PJM can apply its approach to a broader region.  A related question is whether a bigger PJM will be better than its predecessor, or whether the risks are becoming so large that PJM should reassess its planned expansion.  PJM originally was a tight power pool serving the Pennsylvania, New Jersey and Maryland region, as well as the Delmarva region of Virginia, and has had a long history of operating its system.

Mr. Walker also noted that there is a national debate now on the question of creating regional RTOs.  FERC planned to move quickly on the SMD rules, but has slowed its process in the face of much opposition.  He added that, in general, states in the South have rejected the idea of RTEs on grounds that the current system is working well and that SMD would have a detrimental effect on the region.  In response to Delegate Tata's question regarding whether these Southern states are correct, Mr. Walker demurred.  

C.  INTEGRITY OF VIRGINIA'S TRANSMISSION SYSTEM

Dan Carson of AEP testified that the utility is a multistate utility operated as a single integrated system.  Such an organizational structure has provided very efficient operation in the past, and is partly responsible for rates in Virginia being among the lowest in the country.  Because the demand of its Virginia customers exceeds Virginia-based generation, AEP must rely on its multi-state pool of generation facilities to meet Virginia's needs.  

Mr. Carson stated that there is a need for reinforcement of the system in Virginia.  In 1990, AEP proposed a 765 KV live segment from Wyoming, West Virginia, to Jackson Ferry, Virginia.  The need for the line remains critical.  Electricity consumption in the area to be served by the line has more than doubled since the last major reinforcement project was completed in 1973.  The existing system cannot continue indefinitely to deliver increasing amounts of electricity to increasing numbers of customers.  The line was approved by the SCC on the basis of reliability of service for AEP's Virginia customers and tangential benefit of west to east transfer capability.  Though the utility has also received required federal approvals, the Sierra Club has noticed an appeal of the Forest Service's issuance of a permit to allow the line to cross the Jefferson National Forest.  The projected in-service date for the line is in the summer of 2006.  The project cost is estimated at between $280 and $300 million. 

Mr. Carson summarized that AEP's transmission system serving Virginia has worked well, but is in need of an improvement that already has been approved and is underway.  Until that improvement is completed, the integrity of the system is less than desirable.  

In response to a question as to why AEP wanted to join PJM if integrity now is adequate, Mr. Carson noted that the system needs major reinforcement.  The new line into Virginia territory would add both capacity and system redundancy.  He noted that AEP's interest in joining PJM is not directly related to the 765 kV line that is now under construction. 

Thomas F. Farrell, II, President and Chief Executive Officer, Dominion Energy, testified that the Dominion system contains 6,000 miles of transmission lines, 80 percent of which are in Virginia.  DVP's outstanding reliability record is illustrated by data showing that the average customer loses only 1.5 to three minutes annually due to transmission-related outages.  Spending on the transmission system is up by 15 percent over the period from 1998 to 2002.  Distribution spending is up by 26 percent over the period from 1992 to 2002, with the operating and maintenance portion increasing by 49 percent, and the capital portion increasing by 15 percent. 

The practices employed by DVP to maintain a robust, reliable transmission system include real-time contingency planning, load growth planning, and new investment.  Recent investments include an increase in capital expenditures of more than 50 percent from 1998 to 2002, though he cautioned that investments are affected by a permitting process that is becoming more time consuming.  Other practices used by the utility include reliability planning with other utilities in the Eastern Interconnect and spending on maintenance, which ranges from $35 to $40 million annually, and new technologies. 

Mr. Farrell asserted that joining PJM will improve the integrity of the transmission grid and give the Commonwealth several benefits, including a better platform for regional planning; enhanced reliability; uniform, enforceable reliability rules; and increased likelihood that the construction of badly needed transmission lines across multiple states will be completed. 

In response to questions about how PJM's use of LMP will affect who pays for transmission system upgrades, Mr. Farrell noted that LMP, by imposing a financial penalty on providers that are contributing to system congestion, is designed to send market signals that grid congestion exists and additional expenditures are needed to upgrade transmission or generation systems.  The issue of the interaction between Virginia's capped rates, LMP, and who will pay the costs of system upgrades will have to be worked through.  In response to Senator Watkins's concern that the financial burden of the system improvements will be borne by those who use the transmission system, Mr. Farrell said that the issue of who bears the costs would capture everyone's attention when it is addressed.  The presentation outline provided by Mr. Farrell is available on the Restructuring Commission's website.

Cody Walker of the SCC's Energy Regulation Division testified that the tools for examining the integrity of the system are different today from those used in the past.  Historically, the SCC has looked at reliability of the bulk power system from a number of perspectives, and viewed reserve margins on actual and projected bases.  The SCC also has monitored generating units' performance.  In the context of a rate proceeding, the SCC would reward utilities that had outstanding generating performance by allowing a higher return on equity.  In the future, the marketplace will determine reserve margins, and interaction of supply and demand will influence system reliability.  In addition, the SCC will examine reliability issues as part of its review of the pending applications of AEP and DVP to transfer control of their transmission assets to the PJM RTE.

With regard to transmission reliability, the SCC expects utilities to adhere to the NERC criteria.  In recent years, the SCC has approved a number of high-capacity transmission lines.  With regard to AEP's 765 KV line, SCC shares AEP's frustration.  The SCC found in 1995 that a need existed for the project.  After the Forest Service withheld approval, AEP withdrew its original route and proposed an alternate route.  The SCC approved the revised route for the 765 kV line in May 2001.  The Forest Service approved the revised route in December 2002.  

D.  STATUS OF CONSUMER EDUCATION PROGRAM

Section 56-592.1 of the Restructuring Act directs the SCC to establish and implement a consumer education program, and to provide periodic updates to the Restructuring Commission concerning the program's implementation and operation.  The annual report on the Virginia Energy Choice consumer education program is included at pages 20-27 of part II of the SCC's August 29, 2003, competition status report. 


SCC Division of Information Resources Director Kenneth Schrad reported to the Restructuring Commission on the status of the Virginia Energy Choice program at the November 19, 2003, meeting.  A summary of the status of the consumer education program is attached as Appendix AA.  The most recent statewide survey conducted in January 2003 showed that the consumer education program had raised the level of public awareness of retail energy choice to 46 percent. 

Mr. Schrad noted that budget amendments transferred revenues that had been earmarked for this program to the general fund.  As a result, most of the program's activities have been curtailed from January 2003 through the end of the current biennium on June 30, 2004.  Activities have been restricted to maintaining a toll-free telephone number and the SCC's Virginia Energy Choice website (www.vaenergychoice.org).  

E.  CONSUMER ADVISORY BOARD


When enacted in 1999, § 56-595 of the Restructuring Act established a 17-member Consumer Advisory Board comprised of representatives from all classes of consumers and with geographical representation.  In its first four years of existence, the Consumer Advisory Board developed recommendations in areas of assisting low-income consumers in meeting their energy needs, energy efficiency, and renewable energy, and provided the Legislative Transition Task Force with the perspective of a variety of interests that may otherwise have little opportunity to comment on issues pertaining to the Restructuring Act and its implementation. 

Senate Bill 1315 of the 2003 Session renamed the Legislative Transition Task Force as the Commission on Electric Utility Restructuring, repealed § 56-595, and relocated its provisions to the new Chapter 31 (§ 30-201 et seq.) of Title 30.  The primary purpose of Senate Bill 1315 was to conform legislation pertaining to those collegial bodies with legislative members to the legislative guidelines adopted by the Joint Rules Committees.  New § 30-208 reduced the number of members of the Consumer Advisory Board from 17 to eight in accordance with guidelines providing that an advisory body should not have more members than the legislative body to which it is to report.  The seven citizen members of the reconstituted Consumer Advisory Board are William Lukhard, Jack Hundley, Roy Byrd, John E. Greenhalgh, Steven T. Walker, Oswald F. Gasser, Jr., and Madge Bush.  The other member of the Board is to be a member of the Restructuring Commission designated by its chairman to serve as a nonvoting liaison member.  The Consumer Advisory Board, which is limited to meeting on the call of the chairman of the Restructuring Commission, did not meet during 2003. 

F.  DOMINION VIRGINIA POWER'S RETAIL ACCESS PILOT PROGRAMS

David Koogler, Director of Regulation and Competition at DVP, addressed the status of DVP's retail pilot programs at the November 24, 2003, meeting.  Three separate pilot programs were approved by the SCC: a competitive bid supply program; a municipal aggregation program; and a commercial and industrial large customer pilot.  Each of the pilot programs is scheduled to remain in effect through July 2007.  DVP agreed initially to waive one-half of its wires charges for all participating customers.  The 50 percent reduction in DVP's wires charge is intended to give competitors significantly greater opportunity to compete profitably with the incumbent utility.  DVP expects a total of approximately 65,000 of its current customers to switch to competitive providers under the three pilot programs.  Mr. Koogler reported that there has been a great deal of interest by potential pilot program participants.  More firms have volunteered for the large customer pilot than can be accommodated, which requires DVP to use a lottery to determine who may participate.  A copy of Mr. Koogler's remarks is attached as Appendix D.  The pilot programs were scheduled to start in February, but no competitive service providers agreed to participate in the programs.  DVP has filed a request to revise the pilot programs in order to make them more attractive to competitive suppliers.  The proposed changes include the complete elimination of the wires charges for pilot participants who switch to a competitor. 

G.  ENERGY INFRASTRUCTURE DATA COLLECTION

By resolution of the Legislative Transition Task Force adopted January 27, 2003, the SCC was requested to collect the data necessary to monitor the dedication of generating facilities to the provision of electric bulk power supply in the Commonwealth.  The SCC's report dated July 1, 2003, was delivered to members of the Restructuring Commission.  The report is available on the SCC's website at www.state.va.us/scc/caseinfo/reports/infra_070103.pdf.  The SCC notes that with the advent of the restructuring of our electric utility industry, Virginia utilities have reduced planned reserve margins and expect to rely largely on the market for the provision of capacity to serve load growth and to provide adequate reserves. However, the FERC's proposed SMD rules acknowledge that the market cannot be relied upon to provide an adequate generation resource base, and FERC envisions RTEs establishing resource adequacy requirements subject to federal jurisdiction.

V.  BILLS AFFECTING THE RESTRUCTURING OF THE ELECTRIC UTILITY INDUSTRY

As previously noted, the Restructuring Commission acted at its January 15, 2004, meeting on legislative proposals pertaining to the electric utility industry.  This section of the report traces the disposition of electricity industry-related bills during the 2004 Session of the General Assembly.

A.  OMNIBUS LEGISLATION:  SENATE BILL 651


Legislation that incorporated the five proposed amendments to the Restructuring Act that had received the endorsement of the Restructuring Commission was introduced by Senator Norment as Senate Bill 651.  The omnibus legislation combines the recommendations (i) by the Offices of the Attorney General and the Secretary of Commerce and Trade to extend the capped rate period, limit DVP's ability to seek increases in its fuel factor, authorize utilities other than DVP to file two petitions for base rate increases, and allow electric cooperatives to opt out of the Act's provisions; (ii) by Senator Watkins to amend the minimum stay and wires charge requirements applicable to switching customers who agree not to be able to buy generation at capped rates if they return to their incumbent provider; (iii) by Senator Watkins to allow opt-out municipal aggregation; (iv) by the VEPA to extend by two years the expiration date of certain certificates granted by the SCC to construct and operate electrical generating facilities; and (v) by the MDV Solar Energy Industry Association to increase the amount of electricity an eligible nonresidential customer-generator's facility can produce from 25 kilowatts to 500 kilowatts.  


The Senate Committee on Commerce and Labor reported an amendment in the nature of a substitute to Senate Bill 651 on January 26, 2004.  A provision was added to the original bill authorizing an investor-owned distributor that has been designated a default service provider under § 56-585 to petition the SCC to construct a coal-fired generation facility that utilizes Virginia coal and is located in the coalfield region of the Commonwealth to meet its native load and default service obligations, regardless of whether such facility is located within or without the distributor's service territory.  A distributor that constructs such facility shall have the right to recover the costs of the facility, including allowance for funds used during construction, life-cycle costs, and costs of infrastructure associated therewith, plus a fair rate of return, through its rates for default service.  The distributor's petition shall include a plan that proposes default service rates to ensure such cost recovery and fair rate of return.  The provision recites that the construction of such facility that utilizes energy resources located within the Commonwealth is in the public interest.  The SCC is directed to liberally construe the provisions of Title 56 when determining whether to approve such facility.


Another major amendment to the bill provided that the capped rates of any incumbent electric utility other than DVP shall be adjusted for the timely recovery of prudently incurred costs for system reliability and compliance with state or federal environmental laws and regulations.  The Committee substitute also made the following additional changes to the introduced legislation: 

· The proposed amendments to § 56-577 that would allow electric cooperatives to elect to be exempt from retail choice provisions of the Act were removed;

· The proposed amendments to the minimum stay requirements were amended to, among other things, (i) make the provision contingent upon the availability of capped rate service and the transfer of management and control of transmission assets to a regional transmission entity after approval by the SCC, and (ii) specify that the market-based costs that may be charged a returning customer include the actual costs of procuring such electric energy from the market, additional administrative and transaction costs associated with procuring the energy, and a reasonable margin;

· The proposed amendment to authorize utilities other than DVP to file two petitions for base rate increases was amended to provide that a petition filed after July 1, 2007, by a utility that has not retained total ownership of its generation may seek an amendment only to the nongeneration components of capped rates; and

· The proposed amendments to the wires charge provision for industrial and commercial customers who switch upon agreeing to pay market-based rates if they return to their incumbent provider were amended to (i) apply only to customers within the large industrial and large commercial rate classes, (ii) make the provision contingent upon the availability of capped rate service and the transfer of management and control of transmission assets to a regional transmission entity after approval by the SCC; (iii) provide that such switching customers will not be eligible, after the end of capped rates, to purchase electricity from the designated provider of default service; (iv) specify that the market-based costs that may be charged a returning customer include the actual costs of procuring such electric energy from the market, additional administrative and transaction costs associated with procuring the energy, and a reasonable margin; and (v) specify that the wires charge exemption program will be made available on a first-come, first-served basis until the most recent total peak billing demand of all customers transferred to licensed suppliers equals 1,000 megawatts or eight percent of the utility's prior year Virginia adjusted peak load within the 18 months after the program's commencement date.

As amended, Senate Bill 651 was unanimously approved by the Senate Commerce and Labor Committee. 

The Senate Commerce and Labor Committee amendment in the nature of a substitute to Senate Bill 651 was amended on the Senate floor on January 29, 2004, to add language reciting that the provision concerning the construction of a coal-fired generation facility that utilizes Virginia coal in the coalfield region of the Commonwealth is intended to ensure a reliable and adequate supply of electricity and to promote economic development.  This portion of the bill was also amended to require the SCC to consider any such petition in accordance with its competitive bidding rules and in accordance with the provisions of the Act.  With these amendments, the bill passed the Senate by a vote of 29 to 10, with one abstention.


An amendment in the nature of a substitute to Senate Bill 651 was reported by the House Committee on Commerce and Labor by a vote of 12 to 9 on March 4, 2004.  The amendment in the nature of a substitute included the following revisions to the engrossed version:

· Establishing a procedure under which incumbent electric utilities that have divested themselves of generation assets may recover increases in their purchased power costs after July 1, 2007, in accordance with the terms of any Commission order approving the divestiture; and

· Clarifying the provision that authorizes incumbent utilities other than DVP to recovery costs for system reliability and compliance with environmental laws to limit such utilities to one case in any 12-month period, require that the capped rate increase cover only the incremental increases in such costs to the extent such costs are prudently incurred on and after July 1, 2004, and exclude generation reliability costs from eligibility for the rate increases covered by this provision.

The House of Delegates passed the committee amendment in the nature of a substitute by a vote of 68 to 32.  The Senate concurred in the House's changes to the bill, and Senate Bill 651 was signed by the Governor and will become effective July 1, 2004.  A copy of the enacted version of this legislation is attached as Appendix BB.

B.  MUNICIPAL AGGREGATION:  SENATE BILL 116


Senator Watkins had received the Restructuring Commission's endorsement of his municipal aggregation proposal at its January 15, 2004, meeting.  The terms of the proposal were incorporated into the omnibus restructuring legislation, Senate Bill 651.  The measure had been prefiled by Senator Watkins on January 7, 2004, as Senate Bill 116.  


The measure provides that a municipality or other political subdivision may aggregate the electric energy load of residential, commercial, and industrial retail customers within its boundaries on either an opt-in or opt-out basis, and eliminates the requirement that customers must opt in to select such aggregation.  It also eliminates the requirement that such municipality or other political subdivision may not earn a profit from such aggregation. 


As the measure had been incorporated into Senate Bill 651, it was not acted on following its referral to the Senate Commerce and Labor Committee.  Senate Bill 116 was carried over by the committee to the 2005 Session. 

C.  MINIMUM STAY AND WIRES CHARGES:  SENATE BILL 117


Senator Watkins' proposal regarding minimum stay requirements and wires charges was also endorsed by the Restructuring Commission at its January 15, 2004, meeting.  The terms of the proposal were incorporated into Senate Bill 651.  Senator Watkins had prefiled this proposal on January 7, 2004, as Senate Bill 117.  


As introduced, Senate Bill 117 authorized any large industrial or commercial customer returning to its incumbent electric utility or default provider after purchasing power from a competitive supplier to elect to accept market-based pricing as an alternative to being bound by the minimum stay period prescribed by the SCC.  The minimum stay period currently is 12 months unless otherwise authorized.  Customers exempted from minimum stay periods will not be entitled to purchase retail electric energy from their incumbent electric utilities thereafter at the capped rates unless such customers agree to satisfy any minimum stay period then applicable.  Senate Bill 117 also allows industrial and commercial customers, as well as aggregated customers in all rate classes, to switch to a competitive service provider without paying a wires charge if they agree to pay market-based prices if they ever return to the incumbent electric utility.  Customers who make this commitment and obtain power from suppliers without paying wires charges are not entitled to obtain power from their incumbent utility at its capped rates.  


As the measure had been incorporated into Senate Bill 651, it was not acted on following its referral to the Senate Commerce and Labor Committee.  Senate Bill 117 was carried over by the committee to the 2005 Session. 

D.  EXTENSION OF CERTIFICATES:  HOUSE BILL 59 AND SENATE BILL 239


Delegate Parrish and Senator Norment patroned House Bill 59 and Senate Bill 239, respectively.  These identical measures codified the request made by the VEPA and endorsed by the Restructuring Commission for a two-year extension of the expiration date of certificates of public convenience and necessity previously issued by the SCC for electrical generating facilities for which applications were filed with the Commission prior to July 1, 2002.  The text of the measure was incorporated into Senate Bill 651.  


House Bill 59 was passed by the House of Delegates and Senate without a negative vote, and was signed into law by the Governor.  A copy of the bill as enacted is attached as Appendix CC.


Senate Bill 239 was not acted on following its referral to the Senate Commerce and Labor Committee.  The legislation was carried over by the committee to the 2005 Session. 

E.  AIR EMSSIONS TRADING:  SENATE BILL 386


Though the Restructuring Commission endorsed the VEPA's recommendation for legislation that prohibits the Commonwealth from selling the emissions credit set asides allocated to new sources of air emissions, the measure was not incorporated into the omnibus Senate Bill 651 because it did not amend the provisions of the Act.  Consequently, it was introduced in the 2004 Session by Senator Norment as Senate Bill 386.  

Senate Bill 386 was reported unanimously by the Senate Committee on Agriculture, Conservation and Natural Resources and the Senate Finance Committee, and passed the full Senate without a negative vote.  The bill was amended in the House Appropriations Committee to provide that the legislation shall be not construed to interfere with, apply to, or affect the auction of Virginia's allocation of nitrogen oxide pollution credits set aside for new sources of electric power generation and other facilities for the years 2004 and 2005 as authorized by the appropriations act enacted in the 2003 Session.  As amended, the measure was unanimously passed by the House.  A copy of Senate Bill 386 as enacted is attached as Appendix DD.

F.  RESTRUCTURING ACT SUSPENSION:  HOUSE BILL 1437


At its January 15, 2004, meeting, the Restructuring Commission voted not to endorse the consensus bill that called for the suspension of the retail choice provisions of the Restructuring Act.  Delegate Morgan introduced such legislation in the 2004 Session as House Bill 1437.  The proposal indefinitely suspends retail competition for electric energy in the Commonwealth.  It also directs the Restructuring Commission to monitor the development of competitive wholesale electric markets and make future judgments as to the viability of retail customer choice in the Commonwealth.  The bill does not disturb the provisions of the Act that relate to the transfer of management and control of transmission assets to regional transmission entities and does not affect the development of pilot programs. 


In the House Committee on Commerce and Labor, the measure was amended to require the SCC to direct the immediate rebundling of the generation, transmission, and distribution components of incumbent electric utilities' retail electricity rates and to authorize a default service provider to petition the SCC to construct a coal-fired generation facility that utilizes Virginia coal and is located in the coalfield region of the Commonwealth to meet its native load and default service obligations, which amendment is identical to the amendment added to Senate Bill 651 in the Senate Commerce and Labor Committee.  As amended, the bill was tabled in the House committee by a vote of 15 to 7.

G.  REBUNDLING RATE COMPONENTS:  HOUSE BILL 264


Legislation implementing the SCC's recommendation to suspend customer choice and rebundle incumbent electric utilities' rates was introduced by Delegate Morgan as House Bill 264.  The Restructuring Commission had decided not to endorse this proposal.  The bill was carried over in committee to the 2005 Session without discussion. 

H.  STRANDED COSTS:  HOUSE BILL 265


The Restructuring Commission declined to endorse Delegate Morgan's proposal that would require the SCC to calculate on an annual basis the stranded costs of each incumbent electric utility.  The measure also authorizes the State Corporation Commission to reduce or eliminate an incumbent utility's wires charges, capped rates, or both, if after notice and hearing, it determines that a utility has collected its stranded costs.  


Delegate Morgan introduced such measure as House Bill 265.  The bill was carried over to the 2005 Session by the House Commerce and Labor Committee without discussion. 

I.  REPEAL OF THE RESTRUCTURING ACT:  HOUSE BILL 1268


Delegate Robert Orrock introduced House Bill 1268 in the 2004 Session, which bill repeals the Restructuring Act and abolishes the Restructuring Commission.  The measure retains provisions authorizing the SCC to approve the construction and operation of all electrical generating facilities.  The bill also permits electric cooperatives to recover their costs relating to implementation of the Act if those costs were incurred prior to the repeal of the Act.  

The proposal was not presented to the Restructuring Commission for its consideration.  House Bill 1268 was referred to the House Committee on Commerce and Labor, where it was carried over to the 2005 Session without discussion.

VI.  CONCLUSION


The activities of the Commission on Electric Utility Restructuring during the 2003-2004 interim reflect three central objectives: a firm commitment to bringing competition to the generation component of Virginia's electric utility industry; a recognition that adjustments to the Restructuring Act may be appropriate to ensure that effective competition develops in the Commonwealth; and a desire to provide consumers with some protection from market-based prices prior to the date when competition has developed into an effective means of regulating the price of generation.  Though Senate Bill 651 is a complex item of legislation, it advances each of these objectives. 
The Restructuring Commission remains committed to fine-tuning the Restructuring Act in order to provide for the effective deregulation of the electric utility industry.  However, if competition does not materialize as expected during the next few years, the Restructuring Commission will take whatever steps are necessary to maintain the Commonwealth's long-standing status as a state with reliable and low-cost electric service.  Furthermore, the Restructuring Commission will continue to monitor federal and regional developments to ensure that Virginia does not cede its authority to protect its citizens.





Respectfully submitted,






Senator Thomas K. Norment, Jr., Chairman

Delegate Allen W. Dudley
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� Cynthia Norwood staffed the Commission on Electric Utility Restructuring during the period covered by this report.  Franklin Munyan and Ellen Bowyer of the Division of Legislative Services completed the preparation of this report following Ms. Norwood's departure from the Division of Legislative Services in January 2004.


� The members of the Virginia Alliance for Retail Energy Marketers are Constellation New Energy, Inc., Direct Energy Marketing, Inc., Strategic Energy, LLC, and Washington Gas Energy Services, Inc.


� Electric Utilities: Deregulation and Stranded Costs, Congressional Budget Office (Washington, D.C., October 1998) at 3.


� In its order approving DVP's fuel factor increase for 2004, the SCC observed that the recent 20-year extension of the federal  licenses for DVP's four nuclear reactors in Virginia creates an increase in value of between $1.95 billion and $4.27 billion.


� Though the Act does not expressly require a "going-in" case to quantify stranded costs, § 56-584 provides that utilities may recover their stranded costs "to the extent they exceed zero value in total for the utility" through wires charges and capped rates.  There has been no discussion of whether the requirement that stranded costs exceed zero value in total requires a determination that a utility will incur stranded costs, rather than receive stranded benefits, before collecting revenues for stranded cost recovery through wires charges and capped rates.


� See the memorandum prepared by Susan N. Kelly, Esq., dated January 24, 2003, attached as Appendix F to the 2003 Report of the Legislative Transition Task Force (Senate Document 17).
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