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The Structure and Transition Task Force has requested
comments on three issues: 1) determining which electricity
services will be conpetitive services foll ow ng
restructuring; 2) market power; and 3) suppliers of |ast
resort and default providers.

The Sout hern Environnental Law Center (SELC) is a
regi onal environnental advocacy organi zati on headquartered
in Charlottesville. W support allow ng consuners to choose
their electricity supplier, as long as a power systemis
mai nt ai ned that provi des adequate consuner and environnent al
protection, and otherw se protects the public interest.

SELC appreci ates the opportunity to respond to the Task
Force's questions concerning restructuring the electric

utility industry in Virginia.

| . Conpetitive Services

It is inportant to clarify the first issue raised by
the Task Force. O particular inportance, the term
“conpetitive services” should not be considered to be
synonynous with “unregul ated services,” since all electric
services will continue to be regulated to sone degree
follow ng restructuring. For exanple, allow ng retai
custoners to choose their electricity supplier requires

i ntroduci ng greater conpetition to the generation segnent of



the electric industry. However, environnental and consuner
regul ations will govern the conduct of suppliers conpeting
for retail customers. Thus, we interpret the term
“conpetitive services” as nmeaning those services which
restructuring does not assign to a nonopoly service
provi der.

Al t hough restructuring will open the generation system
to conpetition, there is w despread agreenent that
transm ssion and distribution functions should continue to
be provided by nonopoly service providers, since, anpng
ot her things, the econom c and environnmental cost of
bui | di ng and mai ntaining a second set of wires is
prohi bitive.

Beyond these elenents of a restructured electric
i ndustry, there is substantial debate regardi ng whet her
generation-related ancillary services such as reserve
mar gi ns and spinning reserves and distribution-rel ated
services such as netering and billing should be “conpetitive
services”. SELC generally believes that these additional
servi ces should be opened to greater conpetition, typically
t hrough bidding rather than bilateral contracts, subject to
adequate regulation to ensure reliability and consuner
prot ection.

Energy efficiency and renewabl e energy research,
devel opnment, and depl oynent are, arguably, electricity
services. Although the provision of these services should
not be limted to a single service provider, the public

policy goals of pronoting energy efficiency and renewabl e



resources will not be achieved by market forces in a system
t hat provi des custonmer choice. Therefore, special steps
must be taken to achieve these goals. O primary

i nportance, funding for these clean energy resources should
be provided through a public benefits charge assessed upon
all users of the retail electric systemand adm ni stered by
an i ndependent board. Although a form of market
intervention, to the greatest extent practicable, this fund

shoul d be allocated using a conpetitive bidding process.

1. Market Power

SELC believes that it is possible to allow consuners to
choose their electricity supplier while maintaining a power
systemthat provides adequate consuner and environnent al
protection, and otherw se protects the public interest. The
potential benefits of a conpetitive power systemw || not be
reali zed, however, unless there is open conpetition anong
el ectric power suppliers on a level playing field. Any
system bi ased in favor of existing generation, particularly
as a result of market power, pronotes environnental
degr adat i on.

SELC agrees with the Attorney Ceneral's recent conments
to the joint subcommttee that market power is the ability
to control prices or to exclude conpetition. Mbreover, as
SCC staff noted, nmarket power tends to arise in the electric
i ndustry when there are "inport constraints" (i.e., when a
transm ssion systemin a particular service area has limted

or no excess capacity) or when one entity owns "nust run



generation units which nust be operated to ensure adequate,
reliable power flow. There are many ways in which market
power can be used to thwart the evolution of a conpetitive
mar ket, such as utility mani pul ation of their control of
transm ssion facilities to advantage their own generation,
concentration of control of generation markets, and
subsi di zati on of non-regul ated comercial ventures with
nmonopol y busi ness | i nes.

SELC supports the Attorney Ceneral's reconmmendati on
that the SCC cl osely study market power issues. In
addi tion, although we do not purport to have a conprehensive
answer to market power issues, we know that five steps, in
particular, wll be essential to preventing market power and
anti-conpetitive behavior.

A The i ndependent governance and operation of the
transm ssion system nust be establi shed.

| ndependent governance and operation of the
transm ssion systemis fundanental to the creation of a
conpetitive market. The system should be governed by a
publicly accountabl e board of directors, consisting of
representatives of whol esal e market participants, al
custoner cl asses, and environmental interests. The rules of
operation should be determ ned by the governing board, not
by the current owners of the transm ssion |ines. Ongoing
operation nust be free fromthe influence of entities with
an interest in the conpetitive generation market.

The nost efficient Independent System Qperator (ISO

will likely cover a geographic region that expands beyond



Virginia, and require cooperation anong several states.

Until this is formed, there is a pressing need for Virginia
to be proactive in establishing the rules by which it
bel i eves the nonopoly transm ssion system should be governed
and operated. |In the absence of state action, these rules
w Il be determ ned in FERC proceedi ngs by nonopoly utilities
guided by mnimal federal criteria established by the FERC,
and Virginia wll lose its ability to influence the
formation of this critical conponent of a conpetitive

mar ket .

G ven the imedi ate need to act and the |ikelihood that
coordi nation on a regional basis cannot be easily
acconplished in the near term one of the first actions the
Task Force should recomend is the formation of a working
group which is, in essence, a prototype governing board of a
Virginia I SO This group should be charged with the
responsibility for deciding the rules by which the
transm ssion grid in the state will be governed and
operated. The Task Force should recommend that utilities be
required to file for FERC approval a proposal for an | SO
consistent with the rules established by the prototype
board, as a condition of unbundling utility rates or
granting other changes to the ratenmaking process requested
by utilities.

B. Reserve capacity nust be bid.

It is critical for market power reasons that the right

to provide reserve capacity be put out to bid, rather than

sinply given to existing utilities by designating sone of



their existing generators "must run” units for reliability
purposes. The cost of maintaining an adequate reserve
mar gi n shoul d be borne by users of the transm ssion grid.

C. There nust be cl ear separation of the nonopoly
functions of the power systemfromthe conpetitive
generati on market.

Preventing the abuse of market power will also require
cl ear separation of the nonopoly functions of the power
system--transm ssion and distribution -- fromthe
conpetitive generation market. The best way to acconplish
this is through the divestiture of generation from
distribution assets, and by turning over operational control
of transm ssion to the |1SO as descri bed above. The nove
toward custonmer choice in Virginia should be designed to
provide utilities with strong incentives to do this. Such
i ncentives mght include rigorous reporting requirenents for
utilities owning both generation and transm ssion and
distribution assets, or strict rules barring transactions
between affiliated generation and transm ssion and
di stribution conpanies. |If it is determned that utilities
shoul d be allowed to recover sone portion of stranded costs
fromconsuners, the right to recovery should be conditioned
on the utility's willingness to divest and to take other
steps necessary to achieve a conpetitive market.

Al t hough conpetition can be good for consuners, we know
for certain that conpetitors hate it and will do whatever is
legally within their nmeans to elimnate it. Thus, although
divestiture is inportant, once conpanies divest they wll

i mredi ately begin efforts to reacquire market power. In



other words, the mtigation of market power is an ongoing
rather than one-tine event. It will require pernmanent

nmoni tori ng and enforcenent nechani snms to ensure reasonably
conpetitive markets. Although the responsibility to enforce
mar ket power protections mght reside with the FERC, the
Justice Departnment, and the Attorney Ceneral's Ofice, the

| SO nust serve an ongoing policing function. This function
shoul d enconpass nonitoring trades and the coll ection of

i nformati on necessary to successful enforcenent of market
power protections, and the responsibility to alert the
appropriate enforcenent authority when market power problens
arise.

D. There nust be conparabl e environnmental standards for
all generation sources.

Al though this issue hopefully will be explored nore
fully by the task force on environnental and consuner
i ssues, the federal Clean Air Act’'s exenption of power
pl ants built or under construction prior to 1977 from
meeting the stricter environnental standards that nust be
met by today's plants, gives these older plants an econom c
advant age and poses a significant barrier to achieving a
conpetitive market.

Several states are considering strategies to prohibit
electricity sales fromgenerators or utility systens that do
not meet em ssion standards currently required of new
sources. As it studies restructuring, Virginia should
acknow edge the conpetitive and environnental problens

caused by di sparate em ssion standards for old and new



sources, and consider options for addressing this problem at
the state | evel.

SELC believes that the problem of pollution transport
makes federal |egislation the nost effective way to address
the conpetitive and environnmental problens caused by the
current disparity in em ssion standards. Since the
resolution of this issue will inpact Virginia's ability to
devel op a conpetitive electric power market, however
Virginia should insist on appropriate action at the federal
| evel to renove the current disparities in em ssion
st andards between generation sources as part of any plan to
all ow custonmers to choose electricity suppliers in the
state.

E. | f recovery of any portion of stranded investnent is
al | oned, such recovery should not be allowed to
subsi di ze the ongoi ng operation of uneconom c plants.

Al though there is a separate task force on stranded
cost issues, it is inportant to note in the context of
di scussi ng nmar ket power that allow ng stranded cost
recovery, and the manner in which stranded costs are
cal cul ated and recovered, can create a significant
i npedi ment to achi eving an open and conpetitive electric
power market. Consequently, whether to allow stranded cost
recovery must be carefully considered, and any decision to
all ow the recovery of such costs nmust be structured so that

it does not enhance the nmarket power of nonopoly utilities.



I11. Suppliers of Last Resort and Default Providers

It is widely recogni zed that distribution systens w |
continue to be regulated followi ng restructuring. Anmong
other things, the entities providing these services should
be charged with the responsibility of maintaining our
current expectations of universal service. Regulation of
the distribution utility nmust ensure the existence of a
provi der of last resort for those custoners unable to choose
(or, perhaps nore accurately, those custonmers unable to be
chosen by) an alternative provider, as well as a default
provider for those custoners unwilling to choose a provider.
Mor eover, a systemmnust be in place to ensure that these
services are provided at affordable rates.

One alternative for providers of last resort would be
to subject all power suppliers wishing to participate in
Virginia's market to |licensing conditions which ensure that
all custoners have access to reliable and affordable
electricity. In addition to licensing requirenents and
proper regul ation of the distribution systemto ensure
access, a systemthat allows custoner choice nust al so
i nclude prograns that ensure electricity remains affordable
to the nost vul nerable custonmers. Such prograns include
weat heri zati on and ot her energy efficiency progranms which
will reduce the energy bills for |ow income custoners, and
other rate protection prograns. These prograns can be
financed through a public benefits charge inposed on al

users of the distribution system



Wth regard to default providers, it is instructive to
note that in California, the first state to inplenent full-
scale retail conpetition, the vast majority of custoners
(1 ncludi ng over 99% of residential custoners) have not
chosen an alternate electricity supplier. This cannot be
attributed solely to custonmer loyalty or satisfaction with
i ncunbent utilities. Many custoners are confused or
apat heti c about the choices retail conpetition offers. As a
result, the conpetitive market will be severely distorted if
custoners who do not affirmatively choose a power supplier
automatically remain with their existing utility. To
address this potential market power problem default
provi ders should be subject to conpetitive bidding and

random y assi gned.



