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PROCEEDI NGS

| NTRODUCTORY REMARKS

MS. DESANTI: Good nmorning. | would appreciate
it if everyone would take their seats. W want to try
to start as pronptly as possible here.

Let nme introduce nyself. M nane is Susan
DeSanti. | amD rector of Policy Planning at the
Federal Trade Commission, and I'd like to welcone all of
you to this FTC workshop on mar ket power and consuner
protection issues involved with encouragi ng conpetition
inthe US. electric industry.

| first want to very nmuch thank the speakers and
panel i sts who have agreed to participate in this
wor kshop. W have a very distingui shed group who have
agreed to be here, and we're honored to have them |
think it is a reflection of the distinguished panelists
and speakers we have for you today that, in fact, we
have a greater nunber of people who wanted to attend the
wor kshop than we had originally anticipated.

This leads to nmy next thank you, which is to
Georgetown University Law Center, which allowed us to
use this wonderful facility on such short notice so we
can have everybody in the same roomfor the discussions

that we anticipate will be part of this workshop.
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| have just a few nore thank yous and sone
housekeeping details, and then I will introduce our
first speaker, FTC Chairman Robert Pitofsky.

| also want to thank our co-sponsors, the
Nat i onal Regul atory Research Institute and the Nati onal
Council on Conpetition and the Electric Industry, who
have been instrunental in planning and inplenenting this
wor kshop. They are also providing the refreshnents, a
very inportant conponent of the workshop.

CGeorgetown has asked us to ask you to pl ease not
bring food or drink into the auditorium and your
cooperation on this is appreciat ed.

| have sonme housekeeping details. | want to
introduce Sula MIller, who is the person upstairs who
gave you your nmaterials, she's doing the registration --
and if they are here or whoever anong these three are
here, there are three people -- and Tinothy Slavin from
Georgetown | would ask to stand up; John Hilke fromthe
FTC and M chael Wobl ewski fromthe FTC. These are
peopl e to whom you should turn if you have questions
about the facilities or the workshop.

Mor e housekeeping details, the restroons are
| ocated upstairs, just outside the glass doors, to the
right and the left, and the tel ephones are also | ocated

upstairs, outside the glass doors, to the right back
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behi nd the chapel on the right side.

Now, with respect to your workshop materials, |
just want to alert you to two itens that you may find
particularly useful. These are the materials that you
pi cked up along with your name tag this norning.

Behind the first tab in the handout is a chart
that was prepared by the National Regul atory Research
Institute, and it describes the basic features of the
restructuring plans of the four pioneer states,
California, Massachusetts, Pennsylvania and New Jersey.

Now, the issues covered in this chart include
mandatory rate reductions or rate caps, shopping
credits, policies governing standard offers, default
service, stranded cost recovery, market power mtigation
strategies, information disclosures and consuner
protection issues, and you may find it useful to refer
to this during the panel discussions.

Now, on a nore practical and nmundane level, to
assi st in your determnation in where to have | unch,
| ook behind the last tab in the handout, and you w ||
find a list of restaurants and places to grab a
sandwi ch, and all of the places that are listed are
wi thin a short wal ki ng di stance of the Georget own
Uni versity Law Center.

And the last detail, | would like to thank in
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particul ar two people who have worked tirel essly to make
this workshop as val uabl e as possible. They are M chael
W obl ewski, the FTC advocacy coordi nator, and Sul a
MIller. They have worked behind the scenes to make sure
this workshop goes as snoothly as possible and is as

val uabl e as possible for all of you.

Now, |let me introduce the Chairman of the
Federal Trade Comm ssion, Robert Pitofsky. Bob Pitofsky
becanme Chairman of the FTC in April of 1995, and at the
time he was nom nated for that position by President
Clinton, he was a professor of |aw at the Georgetown
University Law Center and O Counsel to the Washi ngton
D.C. law firmof Arnold & Porter.

O course, he was no stranger to the FTC at that
time, having been a Comm ssioner at the FTC from 1978 to
1981 and before that director of the Bureau of Consuner
Protection from 1970 to 1973.

Now, honestly, | would take up all of his
speaking time if | tried to list all of his many honors
and acconplishnents. |1'mgoing to nention a couple. He
chaired the Defense Science Board Task Force on
Antitrust Aspects of Defense Industry Downsizing in
1994. He's been a nenber of the Board of Governors of
the D.C. Bar Association, and he's been dean of the

CGeorgetown University Law Center.
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Hi s publications include | egal case books on
both trade regulation and antitrust |aw

And with that I will close and hand you over to
Chai rman Pit of sky.

(Appl ause.)

CHAI RVAN PI TOFSKY:  Thank you very much. Thank
you, Susan. You could have taken nore tinme with honors
and acconplishnents. Wat's our rush?

It is wonderful for nme to be back here in ny old
school and building. | nust say, as | wal ked in,
there's hardly anything that has welcone -- is the
same. The building' s been changed. This wonderful room
is different. | knew when | stepped down as dean that
things would go well, but this is really disconcerting
t hi s norni ng.

|, too, want to welcone you to the Federal Trade
Commi ssion's public workshop on mar ket power and
consuner protection issues relating to conpetition in
the United States electric industry, and I want to thank
and acknow edge, as Susan did, the National Regulatory
Research Institute and the National Council on
Conmpetition and the Electric Industry who are co-hosts
and hel ped us to prepare these sessions. And | al so
want to acknow edge John Hil ke, M chael Wobl ewski, who

have done a fantastic job of putting what | think you
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all will agree is a remarkabl e program together.

W stand at the very early stages of a great
national enterprise. The goal is nothing |ess than to
i nject conpetitive incentives into the electric
i ndustry, which historically has been heavily regul ated
by the Government and where vertically integrated
conpani es have controlled all segnments of that industry,
i ncl udi ng generation, transm ssion, distribution and
retail marketing.

The states have been on the front line in
bringi ng conpetitive forces to bear in electric power
generation and in sonme cases to the retail marketing
aspects of the electric industry. W want to learn from
t he experience of the states and what they' ve done so
far, and we want people fromthe states to have an
opportunity to talk to each other and share their
experiences in this challenging matter.

The last 20 or 25 years have seen extensive
deregul ation of fornerly regul ated industries supported
by a broad, bipartisan consensus in the country that
conpetition creates incentives for efficiency and
i nnovation that cannot be duplicated by governnent
regul ation. W have largely elimnated price and entry
regul ation and restrictions on airline transportation,

railroad traffic, trucking traffic and
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t el econmuni cati ons.

Not every aspect of deregul ation has gone
snoot hly, but | ooked at broadly over a |ong period of
time, there can be little doubt that consunmers have
profited fromthe introduction of conpetition. Just
t hi nk of the headlines two weeks ago when AT&T dropped
its prices on |long distance tel ephone traffic to neet
the initiatives of Ml and Sprint. The idea of a price
war in long distance tel ecomunicati ons was
i nconcei vabl e just 10 or 15 years ago, and what we now
have is a situation where prices are down, innovation is
up, and conpetition is a healthy elenment in this sector
of the econony.

Conmpetition in electric generation and
mar keti ng, the idea that consunmers would actually have a
choi ce on which conpany they buy their electric energy
from is alnost as inconceivable today. The resources
at stake, as this group knows, are huge. Total industry
revenues are estimated at $200 billion a year, and total
capital investnment at $700 billion a year, alnost 10
percent of the total capital investnment in this
country.

If we can deregulate -- and | believe
substantial deregul ati on, maybe not everything, but

substantial deregulation at sone future point intinme is
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i nevitable -- consuner savings and inprovenents in
technol ogy can be as great or greater than that achieved
in deregul ating these other industries. The challenge
of making deregulation work is equally huge. It wll

t ake coordi nated action by state and federal

authorities, and nost inportant good judgnent, to ensure
that consuners benefit fromelectric industry
restructuring and that the programis fair to al

pl ayers in that market.

Transition periods fromtotal regulation to a
total free market usually encounter great difficulties.
We already begin to hear conplaints that the transition
| eaves sone firnms better off than others, and we hear
comments about the absence of a | evel playing field.
Oten those conplaints have a good deal of validity to
t hem

One point that | would enphasize, and |'ve said
this before in other contexts, is that where the goal is
to introduce a level playing field, the strategy ought
to be, where feasible, to deregulate those elenents in
the econom c sector that are still regulated rather than
reregulate or introduce tenporary regulation to even out
conpetitive opportunities.

The primary purpose of this workshop is to

di scuss experience under state policies that have
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encouraged retail conmpetition. W want to |earn and

di scuss topics that bear directly on the m ssion of
ensuring that the nation's nmarkets function
conpetitively and are free of undue restrictions. W
want to hear about how the states have eval uated and
addressed exi sting horizontal market power and verti cal
integration, and we will during these sessions deal with
exceptionally conplicated questions of discrimnation
and cross-subsi di zati on.

We're also interested, FTC in particular would
be, about how consuners have reacted to deregul ati on and
restructuring, how do new entrants advertise sal es of
el ectric power, and what information disclosures have
been mandated by the states. What consuner protections
have the states found to be necessary to ensure that
consuners get the benefits of conpetitive markets.

Qut st andi ng gover nnent busi ness, consuner and
academ c figures are here to participate in this
wor kshop. We're hopeful that the conversation on these
issues wll prove useful, because policies adopted at
the early stages of deregulation are likely to have an
i mrense i nmpact on the pace and accept ance of
restructuring.

As this group well knows, the devil is in the

details. Deregulation is the right way to go, but we
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must choose the right approaches to get there.

Let nme now i ntroduce the noderator of the first
panel, ny col |l eague, FTC Conm ssioner Sheila F. Anthony,
who will introduce a panel of state officials who wll
di scuss the approaches they have taken to restructuring
the electric power industry in their states.

Thank you.
(Appl ause.)
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SESSI ON | :
RETAI L COVPETI TION I N Pl ONEER STATES
PANEL A:
VWHAT APPROACHES DI D PI ONEER STATES
TAKE | N PROMOTI NG RETAI L ELECTRI CI TY COWPETI Tl ON?
COWMM SSI ONER ANTHONY: Good norning. W are
| eadi ng off the workshop by hearing fromrepresentatives
of the four pioneer states, California, Massachusetts,
Pennsyl vani a and New Jersey. Each will make openi ng
remarks, and then, if time permts, there will be a
guestion and answer peri od.
First we will hear fromM. Gegory Conlon. M.
Conl on served as Conm ssioner on the California Public
Utilities Comm ssion from 1993 to 1998 and was presi dent
from 1996 to 1997. During his last two years at the
California Comm ssion, he was the coordinating
conmmi ssioner for its electric restructuring efforts.
He was deeply involved in devel oping the
Comm ssion's electric restructuring policy decision
i ssued in Decenber 1995 that first allowed retai
conpetition in the electric power industry in
California. He continues to nonitor and speak on
el ectric power restructuring issues both nationally and

in California.
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Vasi ngt on of Massachusetts' Departnent of

Tel ecomuni cati ons and Energy. He was appointed to the
commi ssi on by Governor Paul Cellucci in February 1998.
Wil e at the Conm ssion, Conm ssioner Vasington has
focused on issues related to the introduction of
conpetition in the tel econmunications and el ectric power
i ndustri es.

Third to provide opening remarks wll be
Conmi ssi oner Nora Mead Brownell. Comm ssioner Brownel
was appointed to the Pennsylvania Public Uility
Comm ssi on by Governor Tom Ridge for a five-year term
endi ng March 31st, 2002.

During her tenure at the Comm ssion,
Comm ssi oner Brownell has been an out spoken advocate of
ensuring that new generation suppliers have the correct
incentives to enter the market that both attract
consuner protec -- consumer participation and permt
electric utilities to maintain systemreliability and
qual ity of service.

She al so has been highly concerned that
utilities provide detail ed consuner education to ensure
t hat consuners are inforned and educated about retai
access.

Last, but certainly not |least, we will hear from

Presi dent Herbert Tate of the New Jersey Board of Public
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Uilities. He was appointed to that post and desi gnated
by president -- and designated president by Governor
Christy Todd Whitman in January of 1994.

M. Tate has spearheaded the Governor's
initiatives to create an open, conpetitive marketpl ace
within the state's electric, natural gas and
t el ecommuni cations industries. He is recognized as an
architect of the 1999 New Jersey Electric D scount
Energy Choice Act, which deregul ates both the electric
and natural gas industries for residential and business
CONSUNers.

We're delighted to have all four of you here
today, and as -- M. Conlon, as representative of the
first state to provide retail access, we'd |ike you to
begin with your opening remarks.

And audi ence, as our panelists share their ideas
wi th us, be thinking of questions that you may wish to

ask themon the material we cover this norning.

MR. CONLON: Good norning. |'mhonored to be
here in Georgetown Law School. Since |'ve spending a
ot of ny time in |aw school nyself, | have three

cl asses tonorrow, so |I'mvery anxious to be back, but
|"mnormal ly studying torts and evi dence rather than
restructuring.

But | spent six years with the Conmission. |'m
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no longer with the Comm ssion. These coments |'m
making this nmorning are strictly m ne based on ny
regul ati ons and ny observance since comng off the
Commi ssion. M termended January 1 of this year, so
I"mtrying to stay active as an interested observer and
going to |l aw school at night. So, I'm-- and sonetines
during the day, but a part-tine basis.

So, let ne get started with California's
experience. | guess as being one of the first if not
the first state to take the plunge, so to speak, | think
it's inportant to realize that the rationale for that
start was primarily necessity. | don't think you' d make
the dramatic change that we nade wi thout sone conpelling
necessity, and | think that's -- it was a
custoner-driven necessity primarily, the |arge
cust oners.

If you recall, we started in -- | walked in the
Comm ssion in -- February 15th of 1993, the day that the
Yel | ow Book was issued in California defining the
probl em and the problemwas basically high rates, we're
150 percent of the national average, we were 200 percent
of the surrounding states, and the | arger energy-related
i ndustrial custoners were truly irate.

They -- | talked personally to over 50 percent

of the representatives of the large industrial custoners
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in California. They had personal anger at the
Comm ssi on, because they primarily felt that it was the
Conmi ssion rather than the econom c circunstances --
which I think was the primary reason, but be that as it
may -- they felt that we, the Commi ssion, were the
problem And |I'm sure John Anderson can give his view
of that at the -- at the hour, because his clients were
sone of the |eading forces behind our change.

And | think that the Yell ow Book and then the
Bl ue Book and then the process was a lot of turmoil, a
| ot of change, people were very unconfortable, but we
out of that process canme up with what we felt was a
realistic approach to deregul ating the market,
restructuring the market, and | think the primary goals
were to give custoners choi ces.

Simlar to your exanple this norning of the |ong
di stance, | nean, it's amazing. M son lives 25 mles
fromme. Four years ago, it cost ne 22 cents a mnute
totalk to him Today | talk for four cents a m nute,
and | have calls continually to nake better deals. So,
you can see the price drop that's happened in the | ocal
toll market, let alone the |Iong distance toll market.
So, it's an exanple of what happens when you all ow
choi ce.

And | think the thing that hasn't happened in

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025

37



38

California that will happen next year is the visibility
of prices on an hourly basis. If you |ook at our
primary decision we issued in Decenber of '95, half of
that was built on the hourly prices of energy. | think
that's got lost in the shuffle.

And | think the strongest statenent |'ve heard
for this came out of Justice Departnent at a conference
a couple years ago with the electric commttee when they
menti oned the best mitigation of nmarket power is hourly
prices in electricity, because if soneone has control of
the market and they unrealistically raise the price,
that if price signals are truly there, if electricity is
22 cents a kilowatt hour or 40 cents a kilowatt hour or
$10 a kilowatt hour and people are paying that and they
see that and they have the ability to adjust their use,
they will, particularly the |arger custoners, even the
| arger industrial custoners.

Peopl e are getting ready now. California has
deregul ated the netering and the billing, and the
metering market is going to be Iike the cellular
market. |'msure that four years fromnow they wll

give you a neter that reads your usage by the hour and

custoners will -- and | think the primary sellers of
that will be the oil conmpanies. | still think that
Shell G, Chevron and players like that will conme into
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the market, because they have the billing systens today,
t hey have the custoner base, and they will take that
retail market away fromthe people that are in it today,
because, you know, the -- what's the statenent, the big
dog gets the -- what do they accuse you, John, of al

the time? The big dog, the big notor conpany?

Well, the big oil conpanies | think will come in
and be the retailers of the future, and they will make
this thing happen, and they will make it happen on an
hourly basis. Now, others will conpete, and others wll
make it just like in the long distance market, but |
think that's where this market's goi ng.

But | want to enphasi ze today the inportance of
that hourly market. That's been -- that's been hidden,
because we've had a programof six years of rate
freeze. That freeze has ended for San Diego Gas &
Electric. It will end for PGE | think by January,
because once they get this hydro sale figured out, that
the gain on that sale -- | told themthat | would
personal |y buy those hydro assets at three tines book
value as a right of first refusal, because | felt it was
such a good deal. So, if they get three or four tines
book val ue, their recovery of their stranded assets wll
end, their rate freeze will end, and prices wll go to

an hourly basis, just like we intended.
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But we haven't seen that yet, because it's been
-- the Legislature cane along and froze prices for five
years. It was supposed to end in April 2002, but |
think it will end in January of 2000 and for Edi son
probably sonetinme later in that year. So, by the end of
2000, the end of the first year of the mllennium we
will have a truly conpetitive market in California for
the first time, because up until nowit's been a --
nobody knows what's happeni ng, because rates don't
change. Rates are frozen. So, it's only when the rates
are no longer frozen and the price signals cone
t hr ough.

And you coul d open The Wall Street Journal today
and see the price of electricity in California not by
t he hour, but you can get it off the web, cal px.com
every day you can check the prices of electricity in
California, and on August 10th, | think they got up to
22 cents in the afternoon. |'msure many conpanies in
California that are operating, highly -- the air
conpanies will think tw ce about operating their plants
at 22 cents a kilowatt hour on a hot sumrer day. So, |
think that that's one of the nain points | wanted to
make.

| wanted to give you a -- | will talk this

af t ernoon about the market power issues on the I SO and
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the PX and the divestiture of generation, but | think
will wait until then to cover those points. But | do

want to show you the status of today, where we are on

custoners, and | -- in your book, in the first page, it
shows the -- the nunber of custoners, but it doesn't
show the volunme. You know, it shows -- I'msorry for

the small size, but it's in the first page of the

not ebooks, of your Session I, | believe, the first tab.
You can see under California, the first colum

it shows you the 12,000 -- the 12 mllion custoners --

where are they? 1've got 10 million here. [|'mnot sure

where they got their 12 mllion, but anyway, the 153, 000

custonmers who have switched -- which doesn't seemlike
much. It's only 1 and a half percent of the residential
market. It's only 3.8 percent of the under 20kil owatt

hour commercial market, but it's 14 percent of the |arge
commercial custoners, 26 percent of the industrial
cust oners.

But the point that didn't show up in our -- in
the book is it's 20 percent of the nunber of custoners,
but it's 26 percent of the industrial |load, and I think
by the end of this year that 50 percent of the |oad on
the industrial custoners will have switched, and | think
that they've switched probably as sort of a

cherry-pi cki ng, cream skinm ng, 5 percent discount
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t hi ng.

You know, the marketers are com ng al ong sayi ng
"1l charge you 5 percent |less than the utilities, and
they say "Deal ," but |I think the thing that they've
m ssed is they should be taking everything that noves,
every neter that noves on their property, and having it
all figured out for 8000, whatever nunber of hours it is
a year, and manage each neter to cut those bills.

And | think they can cut themby 10 or 15 or 20
percent if they do a good job of | oad managenent of
their use. And | think the industrial custoners that
have average bills of over $200 a nonth can do the
sanme. The smart houses, where everything -- every
appliance in the house will be on your PC, and you can
nmeasure its usage and you can automatically adjust it on
based on the price of electricity, |I think IBM has the
software now to do that and with ultraviol et
transm ssion to each appliance, that you will have the
ability to -- especially if two people are working at
home and they have their air conditioning comng --
goi ng, a waste of noney. And when the price of
electricity is on an hourly basis, it's worth your while
to shut it off or to reduce it to where you save noney.

But the point | wanted to make is that the |arge

i ndustrial custoners, you have got 20 percent of the
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custoners at 26 percent of the | oad have al ready
switched, and I think that will be nuch higher at the
end of this year.

And four years fromnow or five years from now,
when we get down the pike -- | think the AT&T has been
14 or 15 years now since it's happened, but you can see
it's happening much faster here than it did in
t el ephone, long distance. The dollars are bigger. This
is a $200 billion market. The big players will cone
in.

| nmean, Enron is here this norning. As | say, |
t hi nk Shell has set up a conpany, and they're in Al abama
or Georgia with their subsidiary, but | -- they assure
me that when the tinme is right, they will be in
California. And | think the tine is right when the rate
freeze is off and the prices conme through on an hourly
basi s.

So, | think I"l'l just say that the best things
that happen in California is the rate freeze is going to
end early. It was designed to end in April of 2002, and
it'"s goingtoend | think in April of 2000, which is two
years sooner, and the power exchange price -- the
average price for the power exchange was 2.4 cents | ast
year. California's enbedded rate is 5.5 cents. So,

once the rate freeze ends, you' ve got a three cent
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reduction, not three-tenths of a percent, but three
cents reduction in energy prices on average during the
year.

In the winter nonths the reduction wll be
al nost five cents, because the energy cost in California
during January, February and March is going to average
about a penny for energy, where in the sumrer it's going
to average three and a half to four cents, and every
month your bill will noderate for the energy portion
only, which is close to 50 percent of the bill once the
CTCis gone. So, | think that that's the -- that's the
real good news.

We never thought the PX price would be as | ow as

it is, we never imagined that stranded assets woul d be

recovered this soon, and we think that the -- the big
news, which I'Il get into this afternoon, we have got $5
to $7 billion of new investnent at the Energy Conmi ssion

to be sited and approved. W have got over 10, 000
megawatts of new energy investnment coming into
Cal i fornia.

And if you recall, one of our objectives during
the '93-'94 recession, depression, was to get new
investnment in California. So, we're very excited and
happy to have -- at least | am as an individual -- to

see $5 to $7 billion sitting in the Energy Conmi ssion
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waiting to be sited so that they can build those plants
in California and conpete in a market, and | don't know
how they are going to do it at 2.4 cents an average
price for energy, but they evidently feel they are.
They are getting noney from banks to finance them so
there nust be sonething there that they see that
don't, but we are very satisfied with that progress.

So, with that I'll stop and talk to you again

this afternoon on the market power issues.

(Appl ause.)

M5. ANTHONY: Commi ssioner Vasington fromthe
Massachusetts Departnent of Energy and
Tel ecommuni cati ons.

MR. VASI NGTON: Good norning. Thank you,
Comm ssi oner Ant hony and Chairman Pitof sky and the ot her
commi ssioners and staff of the FTC for inviting ne here
and having this workshop this norning.

You'l | probably get bored with this, but |I have
to give the standard disclainer, that being on a
five-menber board, any opinions that | give of our
restructuring plans are ny own.

What 1'd like to do is first just give you a
brief, very brief history, of the process in
Massachusetts, how el ectric restructuring cane about,

and then |I'lIl describe a little bit about what | think
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wor ked wel |l in Massachusetts and what | think didn't
work well in Massachusetts to date.

The details of the Massachusetts restructuring
pl ans and the processes are in your handout, so | won't
go into that.

Simlar to what Conm ssioner Conlon said, the
initiative to restructure the electric industry in
Massachusetts and introduce conpetition was really
custoner driven and also in particular by the industrial
custoners, Raytheon in particular, which was the | argest
-- one of the largest private enployers in
Massachusetts at the tine.

In February 1995, the Comm ssion -- we were then
the Departnent of Public Uilities, we are now call ed
t he Departnent of Tel ecomruni cations and Energy -- but
the DPU started an inquiry into whether or not retai
conpetition should be established as a goal in
Massachusetts.

I n August of 1995, an order was issued by the
Commi ssion laying out goals and principles for the
i ntroduction of conpetition. | think that was a very
i nportant step in the process.

The objective laid out by the Conm ssion was
reduci ng costs over tine for all consuners of

el ectricity as the primary objective. The overall goal
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was to develop an efficient industry structure and
regul atory framework that mnimzed costs to consuners
whil e nmaintaining safe and reliable electric service
Wi th mnimuminpact on the environnent.

Now, also as part of that order there were seven
principles that were laid out by the Comm ssion and al so
a couple of key issues were resolved early on, the nost
i nportant of which was that the Comm ssion decided that
as a policy matter -- not as a legal matter, they didn't
get into the constitutionality of the question -- but as
a policy matter it was appropriate to allow for an
opportunity to recover all nonmtigatable stranded
costs. And the reason that was inmportant was it then
led to settlement discussions between the Attorney
Ceneral, the Division of Energy Resources in
Massachusetts and the affected electric utilities.

Once those major principles were resolved by the
Comm ssion, that set up the franework for the settlenent
di scussi ons, which then came in with settlenents filed
with a couple of the largest electric conpanies in md
to late '96 and early 1997, and these settlenents
provi ded the basis for the legislation that was to
follow. You'll see the details of the legislation in
your handout, but they follow pretty closely along with

what had al ready been settled between the Attorney
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General and the utilities.

In fact, the legislation provides that when we
approved and eval uated restructuring plans for the
utilities, we had to give deference to those -- to those
earlier filed settlenments, that those were taken as they
wer e.

After the settlenments were filed, then as |
said, the legislation followed up closely on that. It
was passed in Novenber of 1997. It was really a soup to
nuts piece of legislation in Massachusetts. It did
everything fromrenanme the agency to changing it froma
t hree- menber board to a five-nenber board, which all owed
me to take on ny current position.

The |l egislation also provided for the start of
conpetition on March 1st, 1998 and laid out all -- in
excruciating detail all of the requirements and
processes for the introduction of conpetition. It also
streanmined the siting process and provided for consuner
education and rules for switching carriers and for
provi ders who want to enter the market.

Now, what worked and what didn't? To a |arge
extent, it's really too soon to tell. W're only 18
nmonths into the process, and if the exanple fromthe
t el ephone i ndustry is any guide, where we've got over

three years nowinto the process, and it takes a | ong

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025

59



60

time for seismc shifts in industries really to play

t henmsel ves out, especially when you don't have the
infrastructure in place to really acconplish conpetition
and on a whol esale basis. | use "whol esal e"

generically, not in the industry terns.

In particular, we had our |1SO markets only
opened up this past May, on May 1st. Seven markets
opened up where the 1SOis now nonitoring those and we
are nonitoring them as well. Unfortunately, the
mar ket s opened up just before probably the worst summer
we have had in a long tine probably for heat, and the
capacity situation was very close on nunerous instances
in the sunmer, particularly right after the 4th of July
where we cane very close to having bl ackouts.

So, the ISOreally had to shift nost of its
attention to nonitoring and nmeki ng sure there was enough
capacity for the region during these crisis situations
and at the sanme tinme try to work the bugs out of the
mar kets they had just introduced, and it was a difficult
thing for themto do, and we have had sone potholes in
t hat process.

The 1SO had to go back and revise prices after
the fact on numerous instances, and that's really gotten
many of the participants upset, and the |ISO has

commtted to working out those problens and has made
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sonme filings with the FERC to try to correct that.

As | nmentioned, one of the things that worked
was | aying out the principles early on in the process,
whi ch got everyone out of the litigation node and into
t he col | aborati on node.

Anot her thing that was a maj or success for us
was the requirenent for divestiture. |In your handout it
says that conpanies may divest their facilities, the
di stribution conpani es divest thensel ves of their
generation facilities. |In fact, every distribution
conpany has undergone the process of divesting itself of
all of its owned generation, and |l argely because the
stranded cost recovery is nmuch nore favorable to themif
t hey divest.

And, in fact, we've even gone farther than what
the Act requires. The Act requires only the divestiture
of non-nucl ear, and we've already had the first in the
nation finalized divestiture of a nucl ear power plant.
Boston Edi son sold its Pilgrimstation to Entergy, which
is a New Ol eans conpany.

Now, what divestiture did that | think was very
good was first it allowed an evaluation to reduce
stranded costs. The value of the non-nuclear units in
New Engl and, and Massachusetts in particular, we have

gotten anywhere fromone and a half tinmes book to six
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ti mes book value. | know Conmm ssioner Conlon nmentioned
he would be willing to offer three times for the --

MR. CONLON: For the hydro.

MR. VASI NGTON: -- for the hydro, and Nort heast
Uilities just sold its hydro for six tines.

MR. CONLON: That's why |I offered three tines.

MR. VASINGTON: It's a shrewd offer.

| don't think an adm nistrative val uation ever
woul d have approached those kinds of nunbers. Just by
the nature of it being a regulatory process where it's
hashed out in the hearing roomreally isn't as good as
testing it in the marketplace to see what the generation
isreally worth. And it's really allowed us to reduce
stranded costs quite a bit in Massachusetts.

Anot her thing that divestiture does is it
conpletely separates the wires business fromthe
conpetitive generation business. Al of the
di stribution conpanies in Massachusetts are now
conpl etely out of the generation business, except for
standard offer, and I'l|l describe that in a few
m nut es.

In fact, several of our largest utilities don't
even have affiliates marketing energy. They originally
set up affiliates to do this, partnering with other

conpani es, but then early on in the gane, they dropped
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out of that |argely because of the restrictions on their
activities between their distribution conpany and
affiliate. Really they weren't -- they couldn't really
take any advantages into the conpetitive market, so they
chose not to participate.

There are a couple conpanies that are. One has
been very successful, Northeast Utilities. Select
Energy has been very active in the marketpl ace.

But by separating the conpetitive function from
t he nonopoly function, it really allows for a rea
deregul ati on, because where -- we now don't have to
monitor as closely as we woul d have the relationship
bet ween a conpany that could use an essential input, a
monopoly input, to its advantage in the conpetitive
mar ket pl ace.

| can tell you from experience in the tel ephone
i ndustry that having to regulate that relationship is
regulatory to the extent, the likes of which |I've never
seen. W called the Telecom Act in '96 a deregul atory
pi ece of legislation. | can assure you it's not.
Regul ati ng nonopol i es | ooks easy conpared to regul ating
nmonopol ies that also participate in the conpetitive
mar ket .

Al so, our divestiture allowed for the pronotion

of new investnent. W have got a |ot of new plants
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bei ng planned. | don't know t he exact nunbers for
megawatts, but | don't think all of it will be built. I
think it's actually -- if you | ook at everything that's
been proposed, it's 125 percent of the existing peak
generation in Massachusetts. So, | don't think all of
it will be built but certainly enough of it will that
we'll see a real econom c benefit fromthat, including
envi ronnent al benefits from newer gas-powered plants
replacing older, dirtier plants.

Securitization has been another strong point of
t he Massachusetts plan. So far, we have only had one
conpany pursue it to its conpletion. W have got
anot her conpany considering it. Boston Edi son
securitized stranded costs resulting fromthe sal e of
the Pilgrimunit to Entergy.

In fact, as we speak, the Comm ssion is being
briefed on the final outcome of that securitization.

So, | can't give you the details. They are being given
to us right now but essentially securitization allows
for I ower capital costs.

Once you' ve nade the decision to allow for the
recovery of stranded costs, doing it the cheapest way
possible | think is a prudent course of action. And |
can think of an anal ogy of what securitization is. It

allows you to take higher cost capital financing and
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replace it with | ower cost.

| f you currently have a car |oan with a bank or
wi th your car dealer, it's probably at a higher rate
than a home equity | oan, and you can take out a hone
equity loan to finance the purchase of a car, and you
get savings in two ways. One is you probably get a
| ower interest rate, and the other one is you're
probably -- you're able to deduct on your taxes the
interest that you're paying.

Well, it's simlar with securitization. You can
repl ace higher cost debt and equity with | ower cost
debt, and at the sane tinme your debt paynments are tax
deductible. So, you get savings in two ways, and |'m
hopeful that we're getting a briefing right now that
shows that our capital costs are a |ot |ower.

We had rate reductions in Massachusetts that
were both a blessing and a curse. W had 10 percent
initially, and now just on Septenber 1st we had 15
percent rate reductions that went into effect. And
essentially what the Legislature did when they nandat ed
these rate reductions, they nandated an advance paynent
on future benefits.

You don't have the benefits of conpetition right
away. It's not like turning on a |light and getting

light. It happens over time, but because we had this
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i nperative need to get short-termrate relief, we got an
advance on what we think will be the benefits down the
line, which will then be paid back over tinme. But
hopefully the benefits of conpetition will equal the
paynents that we'll be making and, you know, the
consuners will actually be receiving those rate
reductions on an econom c basis.

VWhat didn't work so well? Well, the flip side
of the rate reductions is the standard offer. The rate
reductions were put in place through a standard offer
whi ch the distribution conpanies were required to
provi de through 2005, and what the Comm ssion did
incorrectly, in ny opinion -- and unfortunately for ne
wasn't on the Comm ssion at the tinme, so | can say this
-- is it factored in the nandated rate reductions
t hrough the generation price, the conponent that's now
subj ect to conpetition

| think that that was a big mstake. | think
that if you are going to have conpetition, the
generation conponent has to be priced at the -- the
generation conponent in a default service, in a standard
of fer service, has to be priced at the cost that the
di stribution conpany incurs to provide the service, no
nore and no | ess.

| think that if you have to have a nandated rate
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reduction, the place to put it is on the stranded cost
charge, because that -- you can change the anortization
schedul e for that over tine w thout affecting the
conpetitive market. | do believe the conpanies should
have the opportunity to recover their stranded costs,
but | don't think there's any entitlement to recover
themin a specific short time period. | think that that
can be manipulated in a way that allows you to have a
generation price that reflects cost and al so have the
mandat ed rate reductions.

Anot her thing that | think we maybe did not as
wel |l as we could have was unbundling. There's an effort
to unbundle all the conponents of your bill and to show
it to custoners, what your unbundl ed conponents are.
Well, our bills are | think nore confusing now than they
ever were before. W show the standard offer price, we
show the transition charge, we show the distribution
charge, we show a transm ssion charge, we show a
renewabl es fee, we show a demand si de nanagenent fee.

And now for Boston Edison, with securitization,
we have a cryptic little line in the bill that says, "A
portion of your transition costs are being allocated to
a special purpose entity.” Try explaining that to
consuners when they see that on their bill.

There really is no value to consunmers in know ng

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025

75



76

how much of their cost is transm ssion, how nuch is
distribution. There is a value in know ng that for
regul atory purposes, but | don't think it's necessary to
show that in your bill. There is no action that a
consuner can take on the basis of that information.

| think we would be better off show ng two
things: Power and delivery of power. And if you want
to put details underneath that to show what the detailed
conponents of the delivery of power are, then | think
that's appropriate, but it can be done in a way that it
makes it nore understandabl e for consuners.

"1l be happy to answer your questions, and |
t hank you for your tine.

(Appl ause.)

COWM SSI ONER ANTHONY:  Conmi ssi oner Brownel |,
Pennsyl vania Public Utility Conmm ssion.

M5. BROWNELL: Thank you. |'mdelighted to be
i ncl uded anong pioneers. My children would | ook at ne
and say, Mom as a pioneer, you're just old, but I think
what you're going to hear here today, and | think it's
really inportant to keep in mnd, is sone very different
approaches, not any one of which is better or worse than
the other but reflect realities of different state
appr oaches.

And | think only history wwll tell whether we
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were right or wong, and | think it's really
extraordi nary the degree of cooperation anong the states
in sharing informati on about what's worked and what
hasn't. So, | encourage you to keep that in m nd,
because there's always a tendency to want to give report
cards to peopl e.

|"mgoing to talk a little bit this norning
about the process, give you the highlights of what the
Pennsyl vani a nodel | ooks like. Although NRRI is trying
to do I think what a ot of utilities have been trying
to do for years, nmake comm ssioners superfluous to the
process, their summary is probably better than the one |
coul d give you

And | want to reflect a little bit about what
customer reaction has been, because at the end of the
day, this is, in fact, all about noney and, in fact, al
about delivering sonething that's better for consuners.
And |'m sonetines stunned at our Conm ssion when we have
endl ess di scussi ons about detail and policy and nobody
ever tal ks about what the consunmer m ght respond or
think or need, and I think that's inportant to keep in
m nd.

Li ke the other states who preceded ne, in
Pennsylvania, it was all about nobney. Qur costs were

about 15 percent above average statew de, and there were
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huge disparities throughout the state. |In fact, you
coul d pay 100 percent nore sinply by living a mle away
fromsonmeone in the west. So, we thought that if rates
wer e brought down to at |east the national average,

savi ngs woul d be between $1 and $1.5 billion directly
back in the econony of Pennsyl vani a.

There was a confluence of events. O course,
FERC i ssued Orders 888 and 889. Tom Ri dge, our
Governor, really believes in conpetition and asked the
PUC to | ead a stakehol ders process to conme to sone
consensus legislation. | think the stakehol ders process
is of enornous val ue and continued to be of enornous
val ue when we got to settlenents, because everyone was
represented, and while the industrials and the | arge
users certainly led the debate, at the stakehol ders
tabl e, everyone was treated equally.

So, that devel oped consensus | egislation that,
in fact, passed in three days. | think one of the
secrets was the Governor called all of the utilities to
his honme for breakfast and went around the room and
sai d, Okay, who supports this legislation? Only one
conpany was dunb enough to say no. They have regretted
that forever. But it got everybody on board, and, in
fact, the legislation did indeed pass in three days.

Sonme of the key provisions are |licensing
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provisions of all new entrants. That seens basic to
you, but that's incredibly inportant to consuners.

Rat es were capped for a m ninmum of 54 nonths; that was
| ater expanded in the settlenent talks. A massive
consuner education program was envi sioned. And there
was a lot of decisions left up to the PUC itself,

i ncludi ng stranded costs. Provider of last resort was
called for. And the Conm ssion was given very clear
authority to investigate market power.

It al so envisioned a pilot programunder which 5
percent of the consuners could participate in what |
call the great science experinment, and |'mgoing to talk
alittle bit nore about that, because that's incredibly
i nportant and we | earned a |ot.

So, on a very close tinmetable, the Conmmi ssion
issued a series of restructuring orders, all of which,
of course, we thought were brilliant; all of which
everyone disagreed with. There was w enchi ng of
garnents and gnashing of teeth, and we used the
st akehol ders process to bring everybody back to the
table to negotiate a settlenment to avoid ongoing
l[itigation, and frankly, to give certainty to the
conpani es thensel ves, because -- | haven't tal ked about
our conm tnent.

Qur commtnent was to be sure that all consuners
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had sonme benefit, but we also wanted to keep our
conpani es stable and able to conpete, and to the extent
that they were exposed in their capital markets to a

| engt hy process, we thought that was unhealt hy.

The rul e of the stakehol ders process at al
aspects was that people signed confidentiality
agreenents. So, we weren't negotiating this in the
headl i nes. That would have nmade it inpossible. That if
you wal ked away fromthe table, everything you
negoti ated went with you. Wether it was good or bad,
it was off the table. Interestingly enough, of course,
no one wal ked away, and | think we cane to settlenents
where everybody benefitted.

The period over which we coll ected stranded
costs was, in fact, expanded. W agreed on a process, a
nodel that we used called the shopping credit. Everyone
has sonme variation of it. Qurs is nore of a reflection
of the fully loaded retail cost than just the whol esal e
cost. W believe that that gave a fairer representation
of what those costs were and all owed nore conpetitors to
cone into the market.

W went froma three-year phasing of conpetition
to two years because we wanted to give nore people the
opportunity to participate, and while we did not have

mandated rate cuts in the settlenents, we have slight
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rate cuts in years one and two, slight because we wanted
to give a balance. |If we made those rate cuts too high
we felt that would be a disincentive to people to shop.

We did extend the rate caps, and | think Sonny
Popowsky is going to talk a little bit about that, and
we did create sustainable energy funds. | think one of
the benefits other than price of a conpetitive market is
certainly that proliferation of technol ogy, and we're
hoping to actively encourage that in Pennsylvani a.

So, we awarded $12 billion in stranded costs out
of -- what was asked for was $17 billion, and all | can
tell you is | hope that the conpanies put the creativity
into the new market that they did in defining their
stranded costs. There was a lot of interesting things
t here.

What have we seen? Well, first of all,
custoners are a lot smarter than | think anybody gave
themcredit for. In our pilot program we had room for
about 250 participants. Alnbst a mllion people applied
to participate, and we had to go to a lottery. W did
that in about six weeks. So, interest was very high.

We | earned that none of us were ready. CQur
phones rang off the hook. Frankly, the greatest
entertai nment during the pilot programwas calling

everybody's call centers to find out what they were
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saying. | learned a couple of things. Comm ssioners
think they're inportant. No one recogni zed ny nanme when
| called every day. And there was a |ot of interesting
i nformati on bei ng put out.

What happened was everybody out-sourced their
call centers and forgot to nonitor them So,
occasionally I would call one conpany who said, No, the
PUC doesn't want you to participate in the pilot because
they think there's going to be chaos in the market.
said, Cee, could | speak to your supervisor, assum ng
that this was sinply one person who was being creative.
No, that was apparently sonehow part of their script.

So, one of the things we | earned was that you
need to have instant comrunications, and | think Geg
Conl on tal ked about resisting the urge to reregul ate.
The instinct of commssions is to say, Ch, ny gosh,
there's a problem let's do sone |ong, conplicated
proceeding and let's nmake a whol e bunch of rules.

Well, by the tine you're done with the
proceeding -- | no longer believe in due process, by the
way -- the market's already spoken, and, in fact, the
mar ket has cone to sonme concl usion

The second thing is we don't want to reregul ate,
that is not an open narket, and while I do think in this

transition there need to be sone transitional rules,
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don't think we need to create a whol e bureaucracy around
t his.

We created two groups, the PIC and the PIG one
for communications and one to deal w th operational
i ssues, and there was representation fromthe EGS and
the EDC conmmunity so that we could sol ve probl ens
qui ckly. And we could see problens in our call center.
| f a conpany was not giving information or was giving
i nadequate information, we could tell wi thin an hour
fromour call center.

So, while custonmers may not understand the
| anguage and shopping for energy m ght not be the nost
exciting thing they do all day, they are interested, and
they do have expectations, and you better be prepared to
neet them

So, we have in Pennsylvania -- and Sonny is
going to go into sone detail about the nunbers and the
breakout -- but we have about a half a mllion people
shopping in the first eight nonths since the
i ntroduction, January 1st, 1999.

We think consunmer education is inportant. W
think you need to keep it sinple, and we think you need
to drive people to a place where they can get details.
So, we have a state-w de canpaign. Television is

important, but it drives people to either our 800 nunber
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or the EDC s 800 nunmber or to comrunity-based

organi zati ons where they can get information from people
t hey know and trust and work with on other issues
everyday.

And that's -- | think enmpowering custoners is
i nportant. About 90 percent of the custoners in
Pennsyl vani a show an awar eness of the fact that they can
choose, but that's not the only neasure we need to use.
They may be aware of it but not understand the process,
and in year two of our custoner education, we're really
focusi ng on the process, because until they get
confortable with that, they're not going to take that
risk and go out and shop.

So, at this point that nunber's at about 40
percent, and we've redesigned, as | said, our consuner
education programto get nore detail and get people to
understand that and enpower them

A couple of things that we've learned in
addition to the fact that consunmers are smarter than we
are is that you really need to pay attention to the
details and get as many of the rules of the road in
pl ace before you start the market. Because this is al
bei ng done in a conpressed tine period, that's difficult
to do, but to the extent that people understand the

rules, they're going to be better able to conpete.
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Secondly is those niggling little details like
EDI and call centers are unbelievably inportant. All of
us, | think, on this panel were taken by surprise at the
| ack of preparation to deal wth the exchange of
custoner information. | don't say that critically. |
just don't think anybody really fully understood the
conplexities involved there, and it's very inportant
that you deal with that detail early. OQherwise, it can
del ay or confuse the inplenentation, and you want

custoners to be happy and nmake this as seanl ess as

possi bl e.

| chose the only conpany who really was not
ready. | haven't received a bill in eight nonths. So,
| think it's -- while I"'mthrilled, 1I'mnot | ooking

forward to that day that it arrives.

A truly independent SO is just incredibly
i mportant, and you nust support that. W have the PIM
in the east, and | know Herb Tate is going to talk, he's
pl ayed a real |eadership role there, about that. W do
not yet have one in the west, and | think that we are
seeing sonme nmarket differentials because of that. So, |
woul d encourage you, if you don't have one in place, to
really do everything within your power to encourage that
and to make that happen.

Emerging markets are very fragile. You don't
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decl are conpetition open one day and expect that it wll
happen. You need to pay attention, and while you do not
need to reregul ate, you do need to make sure that for
the transitional period, which | would define as that in
whi ch stranded costs are being recovered and new
entrants are playing, that you nust do what you need to
do to make sure that that playing field is equal

The power of the incunbency is enornous. The
power of the brand is enornous. And while we did not
force divestiture, we did put in place a nunber of
provi sions, which we'll talk about nore this afternoon,
to make sure that there was not unfair advantage, but
sone of those advantages are very difficult to see and
difficult to nonitor, as Paul said, but it is inportant
that you do that, because if the market doesn't work in
the initial stages, | dare say it will not work at all.

So, thank you for the opportunity. We'IIl all be
happy to take questions and share our insights with you,
but once again, | would say that this is a new process
for all of us, and I think we're all learning from each
other, and we're |learning as we go.

Thank you.

(Appl ause.)

COWM SSI ONER ANTHONY:  President Herbert Tate,

New Jersey Board of Public UWilities.
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MR. TATE: Conmi ssi oner Ant hony, how nuch tine
do | have?

COWM SSI ONER ANTHONY:  About ten mi nutes.

MR. TATE: Ten m nutes?

Nora, thank you. You went through about an
hour's worth of material in less than ten m nutes, and
l"mgoing to see if | can talk as fast and keep up as
qui ckly.

The one di sadvant age obviously of going last is
when you have a nunber of |earned coll eagues and
pi oneers, as you have heard from California,
Massachusetts and Pennsyl vania, they can pretty nuch
cover the ganut and the ground. The advantage of going
| ast, as a forner prosecutor, is that anything that they
said | can correct or | can change or | can try to give
you a last inpression on, and not nuch tinme, if | foll ow
my ten-mnute program wll be left for anybody to
counter ne, except for the next panel, which
understand is going to be devoted probably to the
remarks that we've nmade here in this first panel

What | should tell you is that it seens to ne
that the logic to the progression of the speakers today
was pretty nmuch in order of date in which they began the
process and actually inplenmented deregul ati on.

Comm ssi oner Conl on was right when he first came on the
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board, | guess it was 1994, in March, there was the
i ssuance of the Yell ow Book

| happened to be over at Sol onon Brothers taking
a course on financial matters in the utility industry,
and this was ny third week on the job. So, | was
sitting there in the very beginning of our sessions in
the norning reading The Wall Street Journal where the
i ssuance of the Yell ow Book was touted as having
depressed the stock equity of their three major
utilities by $2 billion.

And | all of a sudden recognized why I was there
taking this course, because the policy set at public
utility comm ssions can have a huge effect, a huge
effect on the financial investnents, on the econony, not
only of utility conpanies but of your state.

And as a result of watching the pioneers in
California and Massachusetts and Pennsylvania, | really
had the luxury of being able to take and learn from
their experiences in order to try to craft a | aw which
we t hought would work for New Jersey.

Now, our |aw was passed in February of 1999 with
a start date of conpetition of August 1st. Already, as
you' ve heard from Nora, we have experienced what every
other state has experienced in terns of the problens on

EDI. W have had to delay our date for retail choice
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until the m ddl e of Novenber, because the suppliers' and
the utility conmpani es' conmputer systens are unable to
interface with each other. They are unable to process
mass vol unes of custoner orders, primarily for the
residential market is what we're tal king about, but also
for small business custoners, and those probl ens have
been one of the major and nost obstreperous issues that
we have had in the tel ephone industry, which is called
CssS.

For many, many years now, since -- well, |
shoul dn't say nmany, but since 1996, OSS, operational
support systens, have been a huge problemfor the
opening up of the local market for residential custoners
and getting approval -- 271 checklist approval for ILX
or the incunbent |ocal tel ephone conpani es.

We are now experiencing that problem but we are
beginning to solve it a | ot quicker than the tel ephone
industry has. But it is an issue that everybody has to
keep an eye on no matter what state enters into the
retail marketplace, because it wll affect whether or
not you are able to reach the residential narketplace.

New Jersey enbarked on this programfour years
ago. We enbarked on it because we, as a nunber of
states in the Northeast and California, were really in

the throes or comng out of the throes of a recession.
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Qur business comunity was really strong about getting
| ower electricity and power rates. W were all
conpeting for businesses to |locate, not to | eave our
states, and the call for deregul ation of the power

i ndustry became one of the nmantras about economc
recovery.

W were 50 percent above the national average in
our pricing, and this was touted as a huge political
probl em \When we enbarked upon this, we knew we were
never going to get to a national average. Living in New
Jersey, the cost of living is such that | don't care if
it's housing, gasoline, oil, whatever you tal k about,
it's not going to get down to the national average, but
what we did recognize is that we had to do sonething in
order to bring inmediate rate relief to business as well
as residential custoners.

So, the hallmark of our legislation was electric
di scount. W did not discount when we opened up and
unbundl ed the gas narket pl ace, which was avail able for
| arge industrial and comrercial customers since 1994,
but because of the political realities that we | earned,
| essons that the tel ephone industry -- even though you
are hearing that costs and conpetition have, in fact,
gone down, the idea of the conpetition reaching the

| ocal market pl ace has been sonewhat frustrating for many
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state as well as federal conm ssioners in trying to nmake
t hat happen.

To avoid that public persona and that problem or
that public perception, that we did not deliver to
residential customers any inmredi ate benefits, it was a
political requirenment in New Jersey that we start our
| egislation off with a discount. Now, our discount went
from begi nning at 5 percent on August 1st, which was not
del ayed in spite of the ED problens, the discounts went
into effect automatically, and we gave our utility
conpani es roughly three years to get up to a m ni num 10
per cent .

After the Act was passed and the Board nmade the
deci si ons about each conpany, PSC&G, our largest utility
whi ch serves over 2 mllion custoners in the state, had
a final discount of about 13.9 percent. GPU Energy,
which is in both Pennsylvania and New Jersey, had a
di scount ratcheted up to three years that finally got to
11 percent.

And Conectiv, which is in three states, Delmarva
-- it used to be Delmarva, but it was in Maryl and,

Del aware and New Jersey -- |I'mnot sure if Pennsylvania
has any part of the Delmarva territory -- but they had
gone fromthe 5 percent to the m ni num 10 percent.

In addition to those discounts, New Jersey one
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year before or two years before had passed an energy tax
reformact. W were the first state in the country to
take a | ook at our tax structure in ternms of the
i nposition of taxes on consuners and where they got
their power from W recognized that our gross receipts
and franchise tax, which was pretty comon fromstate to
state, inposed a tax only on those custoners that were
served by the utility conpanies.

So, therefore, if you were going to enmbark upon
a conpetitive marketplace and you inposed that kind of a
tax and left it that way, you built in a 13 percent
mar gi n, because 13 percent of every dollar of noney paid
on a kilowatt went to the gross receipts and franchise
tax, which in nost states is a very big chunk of noney
and is used generally for municipal relief. So, we had
to go through about a year and a half to two years of
how to | evelize and equalize that tax, and finally we
were able to acconplish that in 1997

As a result of that tax reform we were able to
spread out the tax liability on both new market entrants
as well as the utility conpanies but at the sane tine
over a five-year period reduce those energy taxes by 45
percent, so that in the end, rather than paying 13 cents
on a dollar, you would wi nd up payi ng about 7 cents on

the dollar; 6 percent sales tax and the 1 percent
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cor por at e busi ness tax.

So, the conbination of the discount and the
energy tax reform got PSC&G customers after a three-year
period a 19 percent discount, GPU custoners a 16 percent
di scount and Conectiv custoners about a 15 percent
di scount.

Again, the difference in New Jersey from perhaps
t he Massachusetts and the Connecticut -- California
nodels is that we didn't start with these high
di scounts. W started at the 5 percent |evel and noved
gradually up to these ceilings, which had to be
mai nt ai ned for a year.

The other issue and the reason why | use that as
t he beginning point to really kind of define our act is
because it caused us to recogni ze fromthe stakehol der
process that we were involved in that in order to give
out-of -state market suppliers or other suppliers an
opportunity to conpete agai nst those discounts, we were
going to have to have shopping credits, shopping credits
that would be put in place to give theman ability to
have di scounts above and beyond those that were state
mandat ed under the |egislation.

And as Conmm ssi oner Vasington said, when he kind
of | ooked at the way the Conm ssion in Massachusetts had

structured their shopping credit, they took it all out
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of the generation portion. Well, we learned fromthat,
and we did not use our shopping credit primarily from
| ooking at the distribution and the generation piece.
We | ooked at the idea that our discounts primarily had
to come out of the distributions portion of the business
and the stranded cost issues that were derived from and
that the shopping credit then would have to be a true
price to conpare against the generation piece on both
energy and capacity. |If that conparison wasn't |ined
up, there wouldn't really be anything left for marketers
to really have to conpete against the price of power in
the state of New Jersey.

So, when we took our discounts, it went across
t he board through all conponent parts of the bill.
There was sone deferred accounting on the stranded cost
i ssues, because again, after having gone through the
experience that California went through on its Yell ow
Book, we recogni zed that our legislation did have to
provide utilities with the 100 percent opportunity to
recover stranded costs. W had no problemw th that.
The idea was trying to get the nunber right.

A nunber of approaches were, as you've heard, to
order divestiture of all or a portion of those sets in
order to get a true market value reading. W did not

take that approach in New Jersey. W went through
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adm ni strative proceedi ngs based upon filings fromthe
utilities. W indicated that they were free and
voluntarily could go out in the marketplace and divest.
And because of that, two of the three utility
conpanies, in fact, decided to divest thensel ves of
their power generation and were already going out for
auction bid on that basis, which would then produce us
wth a price that we could reduce stranded costs by if,
in fact, they realized above and beyond t he book val ue.
But in this whole idea of selling generation
assets, there has to be a clear distinction that there
are winners and |l osers. Wnners are probably fossi
generation, hydroelectric, those kinds of plants, those
particularly that m ght be gas-fired or | ow cost in coal
and have the right kind of pollution controls on them
However, the losers are the nuclear power
plants. If, in fact, that is a large portfolio of a
particul ar conmpany and that has to be sold, the
mar ket pl ace has not been very kind to nucl ear power
plants in ternms of using the standard of book val ue, and
that has generally been the biggest problemand the
bi ggest area of stranded costs that has to be derived
when we go about trying to assess what the recovery
process is.

| cannot give you a definitive what the
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difference was fromthe requests of the conpanies to
what the Comm ssion did, but | can tell you that there
probably was a di scount fromwhat the requests were to
what the Conmm ssion actually ordered in the nei ghborhood
of 35 to possibly 40 percent of what they had actually
asked us for on stranded cost recovery.

We did back and support the idea and the use of
securitization, bonding stranded costs, to | ower that
cost to the consunmer. It was indicated that if
utilities wanted to avail thenselves of securitization,
that they were going to have to nake in their filings a
show ng that they could go above and beyond the m ni num
requi renents of the law with a discount so that the
savings that were garnered fromthe securitization would
have to be 100 percent passed on to consuners in the
i dea of higher discounts.

This meant that we were | ooking at the conpanies
for the nost part to be able to go to the 5 to 10
percent as nmuch on their own but that securitization
woul d be allowed as a neasure for themto enhance the
| evel of discount to customers.

We have just begun our first process wth PSC&G
in that regard, and the possibility of a deal may happen
sonetine later this fall in the neighborhood of $2 and a

half billion. W just followed on the Boston Edi son
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deal that you heard Commi ssioner Vasington tal k about.

The last point | think 1'd Iike to make before
we close is to tal k about sonething that Nora brought up
that's very inportant, and that is a |lot of you are
going to try to determ ne whether we did this right and
whet her we've set the right kind of rules, the right
ki nd of bal ance, between suppliers, marketers, utilities
and a whol e host of other types of groups that were
i nvol ved.

We went through a stakehol der process which was
probably three and a half years in the making. W
i ssued a master plan report, a green book, before we
were pretty much all owed through the Legislature and by
the Governor to fornulate the initial draft of the
| egi sl ation.

That draft that we proposed to the Legislature
was pretty nmuch left 75 percent, 80 percent intact,
primarily on nost of the major issues. There was --
there were sone variations on issues of |abor and
conpetitive services that got changed, but for the nost
part the bill that was initially drafted by the Board of
Public Utilities made its way through the Legislature.

That process was key, | think, to us being able
toreally get this into a successful track for passage.

Even though we spent three years working focus groups,
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wor ki ng with constituency groups, trying to build
consensus around certain issues, the nore inportant part
of it was that we kept our Legislature |ooped into the
process so that all the key chairs and the | eadership
under st ood and knew what we were doing, and they were
wel | prepared for all the argunments when they started
getting them when the legislation actually hit.

Qur process, although we spent ground work of
three years doing this, when we introduced the bill,
whi ch was sonewhere in Septenber or Cctober of 1998,
final passage did conme about in February of '99. That's
about four to six nmonths, which is certainly not close
to the |l and speed record that Pennsylvani a gave, but
it's still pretty fast in terns of tracks as you'll see
fromaround the country.

What we did is good in terns of educating
peopl e, educating those who are stakehol ders and part of
the process, but what we're going to find out very soon
is that if we do not know what custonmers want, if we do
not know how the public is reacting to this and to this
new mar ket pl ace, we very well may be back retooling and
retinkering all over again. And what we've been doing
in follow ng the | ead of Massachusetts, California and
Pennsyl vania, is that we nmade a pretty aggressive

consuner education program

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



121

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



122

But in our program not just delivering nessages
but also retrieving information back and reports and
docunents, surveys, about what are peopl e seeing, what
are people feeling. And it wll surprise you that the
| earni ng curve that people have to go through for
electricity is alnost |ike going fromkindergarten to
graduati ng col |l ege.

Peopl e want this, but they don't always know why
they want it. People have a feeling that this is
sonet hi ng good for them but yet they have had two to
three years of possible bad experience on the tel ephone
industry, and they're not really sure whether this is
going to repeat itself.

Peopl e' s expectations of what this will bring
them are astronom cally higher than what the realities
we're bringing them however, | think that in the end,
that if we're able to make people aware of what this
industry is about, I think that if we're able to get
them confortable with new term nol ogy and thus
under stand sonme of the basic structures and
f undanent al s.

The goal of the Board was not to deliver
el ectrons to custoners at a cheaper rate. That was not
our goal. Even though that's what the i nmedi ate benefit

of that act or statute tal ks about, that's really not
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our goal .

Qur goal was to deregulate in order to bring
about a conpetitive market so that the industry and al
those others that want to participate in that
mar ket pl ace will bring about new product services,

i nnovation, research and devel opnent, unl eashi ng
econonmi c forces so that things that we haven't even
t hought about, things that we don't even know about
today, will be brought to the consunmer, sonething to
i nprove and enhance the quality of their life.

Der egul ati on of tel ephone, nobody coul d have
known the effects that research and devel opnent,
| nternet access, cell phones, pagers, all the things now
that we are | ooking at as conbinations of quality of
life products and services, would have happened when we
first started.

We |l ook at the electricity industry in the sane
way, because to an extent this is a service, a product,
that really enconpasses an entire household as well as
busi nesses. It brings to the famly, it brings them
confort, it brings themsecurity. Wat we're | ooking
for in the deregulation of this industry is that beyond
that, in maintaining that, that it will also bring them
a higher quality of life in ternms of products and

services that they heretofore probably have not seen.
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| f that occurs, then we have been successful.

Pricing I think will take care of itself,
because if you try to judge pricing today as to what it
m ght be ten years fromnowin terns of the type of
usage, the way people are going to | ook at these kind of
products and services, it may be conparing appl es and
oranges. | nean, you may be able to look at this
realtime use, the permtted use and all those kind of
nice little factors, but that's really not what the
deregul ation of this industry is all about.

It's about unl eashing econom c forces so that
products and services wll be available to people that
heret of ore we haven't even thought about or that are on
the draw ng board like distributive generation is right
now.

So, with that, I1'd like to thank you and open it
up for any questions or bring it back to the Chair.

Thank you.

(Appl ause.)

COWM SSI ONER ANTHONY: W have gone a bit beyond
our question and answer period, and perhaps those of you
who have questions, if you would just stand where you
are and ask a very brief question and I will ask our
panelists to give as brief an answer as nay be

possible. W wll take about two or three or four
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m nutes to do that.

If you would like to go ahead and start your
break now, please feel free to do so, but the second
panel is supposed to begin at 10: 30.

Question up -- yes? o ahead.

M5. DAVIS: Good norning. M question is for
Comm ssi oner Brownel|l from Pennsylvania. | want to ask
you, what were sone of the benefits realized or the
| essons | earned fromyour pilot program and how did you
make the transition fromthe pilot programto --

(i naudi ble) -- of free choice?

M5. BROWNELL: Okay, anong the | essons | earned
were that there were a lot of details that we had not --
in the industry and supplier participants had not
anticipated. ED was one of them Staffing up cal
centers was another. People were demandi ng i nformation,
and no one was staffed to deal with it.

There were a nunber of operational details, and
| tal ked about two groups that we forned. A critical
group was the Pilot Inplenentation Conmttee that
continues to neet, and in the early stages of the pilot,
they net sonetinmes two or three tinmes a week for hours
and hours at a tinme so that they could deal with
operational glitches quickly and so that there would be

no perceived problens in the market that woul d cause
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peopl e to stop.

W learned -- in fact, this group tal ked about
that you need to nonitor responses of consuners, you
need to keep a very close touch on that they're thinking
and what they're hearing, because we don't want themto
hear sonething that woul d cause themto not take
advant age of the opportunities.

Anmong ot her things, we saw sone narketing
materials in the early stages that played on people's
fears that reliability would be conpromi sed if they
chose an alternative supplier. W have a nenorandum of
understanding with our Attorney Ceneral, so we referred
a nunber of cases to himin the early stages.

And we | earned, frankly, that you need to work
cooperatively and have vast opportunities to resolve
di sputes, if | said anything else. And as | said
before, we | earned that we need to have greater respect
for the consunmer, who may or nay not understand all the
details but who definitely wants the opportunity to
participate in choice. And we're hoping that this
experience, by the way, translates and enpowers
consuners to nore actively participate in other aspects
of choi ce.

|"'msorry, |'ve forgotten your second questi on.

M5. DAVIS: The phase-in from pil ot
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program - -

M5. BROWNELL: Phase-in went right in. [|f you
were in the pilot program you were automatically in the
first phase, January 1st, 1999.

And |'ve taken nore than ny two m nutes.
Sorry.

COWM SSI ONER ANTHONY: Do we have anot her
question fromthe audi ence?

Yes, back row.

MR. TALBOT: M question is to Conm ssioner
Conl on.  You nentioned sonet hing about the rol e of
energy price and stranded cost recovery, but isn't it
true that in California the structure is set up so that
recovery of stranded costs is only possible if you have
a devel oped energy price, and if that is true, that in
your opinion, that |ow energy pricing wll -- will be
sust ai nabl e?

(Speaker did not approach m crophone; coul d not
be heard well.)

MR. CONLON: Well, I'"mnot sure that |
under stand conpletely, but our stranded asset recovery
was based on the differential between the present rates
and the PX price or the market price, and as | said,
that's around three cents a kilowatt hour today. So, |

think that three cents an hour for four or five years
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was supposed to generate over $20 billion to recover the
assets, and | think it's what's happened.

Because the sale of assets has been very
profitable, it's going to be recovered in three
years instead of five, and then it will be gone, and
then those energy prices will be on your bill every
nmont h for your energy or every hour, dependi ng upon your
choi ce.

COWM SSI ONER ANTHONY: | think we have tinme for
one nore question. Over here in the aisle.

MR. LOGATES: | was just going to ask very
qui ckly, in all four states, the governors were not
neutral. They were advocates of the process. [|I'm
wondering if you think that's essential, not neutrality

but advocacy.

MR. CONLON:  Well, | certainly want to give
California -- | think Governor WIson was very
instrunmental. H's office pulled together a group of al

the players and got a nmenorandum of understandi ng t hat
was very hel pful in getting a consensus. You know, even
t hough we went through 60 days of hearings, eight hours
a day, | think it was close to 60 days, but his --

pul l'i ng those peopl e together a generating nmenorandum of
under st andi ng was incredible, and I think Governor

W son should be given the credit for taking the
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| eader shi p.

And | think the selection of his conmm ssioners
was the one question that he wanted to nake sure that we
all were, and that was favoring conpetition, and | don't
t hink the Governor has got enough credit for that, and
" mvery disappointed that he's not in the gane to | ead
this country in the sanme way.

MR. TATE: Can | just add to that?

| gl eaned over our stakehol der process and how
the Board got central to this, but that was in no smal
nmeasure to the fact that Governor Whitman, Christy
Wi tman, had, in fact, had discussions with the
| egi sl ative | eadership and had, as a forner president of
the Board of Public Utilities, understood these issues
and the inportance of it and gave her credibility and
her support behind the entire process for the Board to
| ead this over a three-year period.

So, we started with the energy tax reform and
then went to the electric discount |egislation, but the
Governor's office was very proactive and basically gave
its authority over to the Board of Public Uilities to
handl e the matter as an executive branch function, and
that's key.

COWM SSI ONER ANTHONY:  Thank you, panelists, for

an enlightening norning session. W wll break now and
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head back in at 10: 30.
(Appl ause.)

(A brief recess was taken.)
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SESSI ON | :
RETAI L COVPETI TION I N Pl ONEER STATES
PANEL B:
ASSESSMENT OF THE RESULTS TO DATE
OF PI ONEER STATE REFORM EFFORTS

MR, WROBLEWSKI: We would like to get started
now |'dlike to welcone all of you to Panel B of
Session |, Assessnments of the Results to Date of Pioneer
State ReformEfforts. M nane is Mchael Wobl ewski,
and I'mthe Federal Trade Comm ssion's advocacy
coor di nat or

|"d like to introduce our four panelists before
they give their opening, ten-mnute remarks. First we
will hear fromM. Irwin A Popowsky, who has served as
a consumer advocate for Pennsylvania for nearly a
decade. During his tenure, he has worked to ensure that
ratepayers in Pennsylvania receive the benefits of
el ectricity and tel ecommuni cati ons deregul ati on and
restructuring.

M . Popowsky served as the president of the
Nat i onal Association of State Utility Consuner
Advocat es, NASUCA, from 1996 to 1998, and he was
previously chairman of the NASUCA El ectric Conmm ttee.

He al so serves a one of the two consunmer representatives
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of the Board of Trustees of the North Anerican Electric
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Reliability Council.

Next we will hear fromDr. Alfred E Kahn
Prof essor Kahn is the Robert Julius Thorne Professor of
Political Econony, Eneritus, at Cornell University, and
he is a special consultant to the National Economc
Research Associ ates, Inc., NERA

Prof essor Kahn has played a key role in the
national regulatory debate that started with airline and
trucki ng deregul ation. Professor Kahn is a noted
scholar and prolific author and is here today on behal f
of the Edison Electric Institute, the Association of
Shar ehol der Omed El ectric Conpani es.

Third we will hear fromDr. John A Anderson,
executive director of the Electricity Consuners Resource
Council, ELCON. ELCON is a national trade association
representing large industrial electricity consuners.
ELCON s 37 nenber conpani es own and operate
manuf acturing and other facilities throughout the U S.

Dr. Anderson joined ELCON in 1984 and was naned
executive director in 1988. He has presented papers and
spoken extensively on a wide range of electricity issues
of inportance to large industrial firmns.

Finally, we will hear fromDr. Thomas M
Lenard. Dr. Lenard is Vice President for Research and

Senior Fellow at the Progress and Freedom Foundation, a
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Washi ngton, D.C. -based research organi zati on providi ng
public policy analysis relating to the conputer,
comuni cations and el ectricity industries.

Dr. Lenard joined the Foundation in 1995 as
senior fellow and director of regulatory studies. Prior
to joining the foundation, Dr. Lenard was vice president
of a Washi ngton, D.C. -based econom cs consulting firm
Dr. Lenard has al so served in senior government
positions at the Ofice of Managenent and Budget, the
Federal Trade Comm ssion and the Council on Wage and
Price Stability.

We are delighted to have all four of you here
today. M. Popowsky, when you're ready to begin.

MR. POPOABKY: Thank you very much, and thank
you for having ne here today. |It's a great honor.

| amthe consunmer advocate of Pennsylvania. For
t hose of you who aren't famliar with our office or type
of office, we are a state office, and our job is to
represent utility consuners before our state public
utility comm ssion and other state and federal
regul atory agenci es and courts.

Qur primary focus is on residential consuners.
That was the main goal of our office, to nake sure that
residential consunmers who previously weren't perhaps

fully represented would be in the future.
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We have been called on here at this panel to
assess the results of the pioneer state reformefforts
that you' ve heard about already this norning. For
better or worse, | and ny office, the Consuner Advocate
O fice of Pennsylvania, we' ve been involved in just
about every aspect of the Pennsylvania electric
restructuring program

Now, we have been asked to address a few
specific questions regardi ng the percentage of custoners
who are shoppi ng, what services are being offered, what
prices, and | will do that shortly, but -- and there are
sonme materials in the handouts today that |'ve presented
t hat cover those areas.

But before | get into that, | would like to
start with a general assessnent about how | think that
Pennsyl vani a consuners, including residential consuners,
have faired as a result of the electric restructuring
process that began when our | egislation was passed in
1996. And ny bottomline is | believe Pennsylvani a
consuners have done pretty well.

Now, the reason | say that is because while nmany
Pennsyl vani a consuners, as you've heard this norning,
are starting to see the benefit of participating
directly in a conpetitive market for electric generation

supply, all Pennsylvania consuners, | believe, continue
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to be protected under the Pennsyl vania restructuring
schene from sone of the adverse consequences that may
have occurred had we been | ess careful in our
restructuring process.

Let nme just repeat that. Wile | think that
many consumners have seen a direct benefit by
participating in the conpetitive retail electricity
mar ket, what's very inportant to ne is that al
consuners -- | think all consunmers in Pennsylvania have
been protected and I think have benefitted sonmewhat
t hrough the restructuring process.

Now, the nost inportant provision in the
Pennsyl vani a electric restructuring legislation and in
our various settlenents fromny perspective -- perhaps
you'd be surprised to hear -- is the rate cap
provision. Wth the rate caps, that is, caps that keep
our rates from going higher than they were, at least in
1996, those rate caps stay in effect several years into
the future, through 2005, in sonme cases even 2008.

Those rate caps prevent the kind of cost
shifting that | had been worried about where perhaps a
few |l arge custoners -- sone people from ELCON, perhaps
-- would have left the electric systemand |eft costs
behi nd, and those costs woul d have sinply been put upon

smal | er custoners, and they woul d have actually seen
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rate increases. Wth the rate caps, at |east, we know
that custonmers will not be seeing rate increases.

And also, with rate caps, the way | look at it
is, what it neans is that the gane is being played in ny
opinion on the right side of the field. That is, unlike
what | did for the last 20 years or so basically trying
to prevent utilities fromraising rates of Pennsylvani a
consuners, now | get to spend a lot of ny tine
negoti ating rate decreases and working on rul es that
wi |l make it possible for conpetitors to allow
addi ti onal savings to custoners who participate in the
conpetitive market.

So, what have been the results so far? |In 1999,
we negotiated a total of $450 million in short-termrate
reductions. W also negotiated substantial increases in
our prograns to help | owincone consuners. Qur
uni versal service prograns increased to a | evel of about
$100 million a year statewide within existing rate

| evel s. Again, that was w thout raising anybody el se's

rates.

In addition, custonmers in Pennsylvania have
begun to shop for conpetitive alternatives. 1In the
handout that | gave you, you'll see that our office has

been collecting statistics in Pennsylvania. They show

t hat about 450, 000 Pennsyl vani a consuners, including
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350, 000 residential consuners, actually did switch
el ectric suppliers during the first six nonths of 1999
when our full-blown programwas in effect.

The percentage of custonmers who sw tched
certainly varies fromas lowas 1 or 2 percent for
conpani es |ike Al egheny Power, which has very |low rates
and very low price to conpare, as Conm ssi oner Brownel
tal ked about earlier, to as high as 15 percent of our
custoners shopping for a conpany |ike PECO Energy, which
went into this with very high rates and for which the
price to conpare or shopping credit is very high and
gi ving people a greater reason to shop.

You'll see in those statistics, by the way, that
for sone customer classes, such as sone of our |arger
commercial and industrial class, that as nuch as 50
percent of the custoner |oad has left a couple of our
utilities, such as PECO

Now, what products are being offered and at what
prices? Again, in the materials that |I included in the
handout is a electric shopping guide that we just put
out to the public which shows basically what the
offerings are in each of our major electric service
territories for residential custoners, what prices are
bei ng charged and whet her the product that's being

offered is Green-E certified, and I know you'll be
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tal king about that |ater, as to whether these are
renewabl e resources.

And agai n, what that shopping gui de shows is
that at least in our major service territories, we do
have sone marketers who are trying to offer residential
service at sonme savings to consuners. The savings vary
froma couple dollars per nonth to as nmuch as five or
ten or nore dollars per nonth dependi ng on how nuch
el ectricity you use and who your electric utility is.

So, in addition, what that shopping guide shows
is that we have at | east one marketer in each of our
service territories who's providing G een-e-certified
renewabl e energy resources. Typically those are at
rates higher than the utility's standard offer service,
but the inportant thing is at |east there's sonebody
offering that service, and at |least fromthe trade press
that |'ve been able to see, because these nunbers are
not public and we don't know what they are, but it
appears that about one-quarter to one-third of the
custoners who are shopping in Pennsylvania are | ooking
at green products.

One note of warning, as Comm ssi oner Brownel
was asked about the pilot programthis norning, if you
| ook at that |list of services that are being offered and

t he conpanies offering them you'll see that some | arge
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conpanies are not there, are not yet serving residential
custoners, like PP& Energy Plus was a major participant
in our pilot program Enron was a participant in the
pil ot program They are not serving residential
custoners in Pennsyl vani a today.

And the conpani es that are serving residenti al
custoners are doing so at a price that's about a penny
per kilowatt hour higher than the prices they were
charging in the pilot program That indicates perhaps a
couple of things. Perhaps it shows that the whol esal e
prices are higher than they were during the pil ot
program It also shows, | think, that the retai
transaction costs that are being incurred by the
mar keters are probably higher than at | east were
anticipated in the pilot program And now that the real
conpetition has started, those prices are showing up in
the offering.

But as | said, at least in Pennsylvania, | think
residential customers do have a choice of electric
suppliers. They can save sone noney by shopping. They
can buy -- they can choose the type of power.

Now, does that nean that Pennsylvania is a
success and ot her states, where perhaps there's been
| ess shopping, is a failure? No, | don't think so. |

agree with the comments this norning that each state has
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taken an approach which | think offers sonething to
t hose of you out there who are |looking at this both at
the federal |evel and at your state |evels.

| think you can get many of the benefits of
conpetition at the whol esale | evel through sonething
like the California Power Exchange price. On the other
hand, if you want to get greater retail benefits, you
m ght want to | ook at the Pennsylvania nodel and the --
which | think has been adopted in large part in New
Jersey, which is designed to encourage retail shopping
as well as whol esal e conpetition.

But with that, | would only just close with the
comment by Justice Brandeis who said that, "It is one of
t he happy incidents of the federal systemthat a single
courageous state may, if its citizens choose, serve as a
| aboratory and try novel social and econom c experinents
wi thout risk to the rest of the country."”

| think the | aboratory is working on this issue
in the United States, and | hope that what we've done in
Pennsyl vani a can be of assistance to you, and I'Il be
happy to answer any questions you have.

Thank you.

(Appl ause.)

MR. VWROBLEWEKI :  Prof essor Kahn.

MR. KAHN. | thought | was going to have to
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apol ogi ze to you for ny lateness. It turns out that
only | had been deprived of the ability to attend the
first session. Therefore, I was going to offer the --
what shoul d have been an ironcl ad di savowrent of
responsibility for nmy lateness. M plane was an hour
and a half late. The sardonic |aughter of a few of you
may suggest that you think that doesn't exenpt ne from
responsi bility.

(Laughter.)

DR. KAHN. One other introductory remark.
don't know who whom a citizen turns when the Federal
Trade Conmission itself is guilty of m sleading
advertising. According to the program this session is
on assessnment of the results to date of pioneer state
reforns, and |I've done absolutely no work in that area.
M. Wobl ewski assured ne that it would be all right if
| tal k about what | think I know rather than what |
don't know, but still, the advertising is yours.

Finally, | observed with a certain anmount of
chagrin but also satisfaction that 1'mlisted in the
program as representing the EEI. | knew that EElI had
suggested ny nane to the Federal Trade Comm ssion, and |
went through an agoni zing period of trying to decide
whet her in those circunstances, do | appear pro bono,

since it's the FTC that asked ne, or charge EEl for it?

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



160

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



161

You have got the best of both possible worlds.

| proceeded on the assunption that | was here
pro bono. | was talking to the FTC, and | wote ny talk
totally without reference to whether I mght charge the
EEI. Now you've given ne the authorization to charge
them So, it's one of these rare cases in which you
really have praedo optimatility, | think.

The state of ny thinking on the subject can be
really quite readily summari zed. The process of
deregul ati on presents regulators wth very strong
tenptations and the opportunity to m cro-nanage the
process, and in particular, tenptations to produce quick
results for which they then can claimcredit. | speak
with a certain amunt of inside information since | ama
former regul ator.

Until fairly recently, the principal opportunity
for doing this, for producing particularly large rate
reductions at the expense of utility conpani es, was, of
course, the controversy over the recoverability of costs
that woul d be stranded under conpetition, and that is
where the big bucks seemto be, and in footnote 10 of ny

little book Letting Go or Derequlating -- the Process of

Derequlation that | published |ast year, | cite an

authoritative estimate of the savings to consuners from

deregulation, and it turns out that under various very
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conpetently run scenarios, 90 percent of the savings to
consuners cones out of the pocket of the utility
conpanies. That is the assunption that conpetition
woul d be permtted to strand costs.

|"mnot interested here in discussing the nerits
of that issue but only to point out that that was the
first area or place in which you had what | referred to
as tenptations of the kleptocrats. In point of fact, |
t hi nk regul at ory conm ssions general ly, having
adm ni stered a system under which conpanies were nore or
less entitled to recover nore or |ess those costs they
m ght have denonstrated to be inprudent, | think
regul ators have resisted that tenptation generally and
have achi eved kind of political-like settlenents which
seemto be the proper type of resolution of that issue,
which is, after all, only an issue of dollars.

Increasingly in the last two years or so,
however, the focus of that tenptation to show quick
results has shifted to the protection and nouri shnent of
conpetitors. This opportunity has arisen in two
contexts. One, setting codes of conduct.

Now, there's no quarreling whatever with the
need in the transition to deregul ated industries for
sone sort of regulatory control. | nmean, in a sense it

could be turned over to antitrust, but | think that
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woul d be quite unrealistic in view of the ubiquity and
pervasi veness of the problem

Regul at ors can probably not di savow
responsibility for antitrust-like protections. That is
to say, to make sure that the incunbent franchise
nmonopol y conpani es do not nmake abusive use of their
authority, their power, stenmng fromtheir nonopoly to
prevent efficient conpetition with them

The obvi ous exanpl es woul d be denial of equal
access to essential facilities, with a definition of
"essential" being very much up in the air, whether it's
to be the antitrust kind of definition or sonmewhere in
bet ween now that the Supreme Court has remanded the | owa
Uilities Board case. Set aside that -- those very
i nportant issues of definition, no one, | think, can
deny the danger of the denial of fair, nondiscrimnatory
access to essential facilities and al so other kind of
antitrust abuses.

| ndeed, this is one of the rare areas in which
cross-subsidi zation is really possible. That is, to the
extent that the rates for the nonopoly service are
regul ated, it does, indeed, becone possible
theoretically -- a possibility, by the way, dim nished
to the extent we actually nove to rate caps, we've

di vorced regul ated rates fromthe costs of the conpanies
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-- but it does becone possible theoretically to have
rates charged in the conpetitive services indeed,
actual ly, cross-subsidized at the expense of the
nmonopol y servi ces.

So, there's no doubt that there is a need for a
code of conduct. At the sane tine, people at the
Federal Trade Commi ssion will recognize the age-old
antitrust dilemm of how do you draw the |ine between
the protection of conpetitors from advantages unrel ated
to efficiency -- that is to say, the actual preservation
of conpetition -- fromthe protection of conpetitors
fromnore efficient conpetition?

And | can tell you on the basis of ny -- with
nore authority, | think, than anybody else in this room
because | think I'm ol der than anybody else in this
room that this was an issue in the 1940s and nay wel |
have been an issue in the 1890s, except | don't pretend
to have personal know edge of that, and indeed ny second

book was called Fair Conpetition in which Joel Dirlam

and | attenpted to see to what extent the antitrust
agenci es enforcing the Sherman and C ayton Acts were,

i ndeed, going over the |line between actual preservation
of conpetition into the preservation of conpetitors for
their own sake.

Si nce codes of conduct are the subject of
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sessions tonorrow, | amnot going to go into that now
except to say that | have done a |l ot of work on the
subj ect, and | am absol utely convinced that many of the
codes of conduct do err on the side of protecting
conpetitors fromefficient conpetition. That is,
conpetition in which the i ncunbents do have advant ages
of econom es of scope and scal e when operating in the
unregul ated areas, and so do their likely conpetitors,
and the question, if one were to concentrate on the
preservation of efficient conpetition, one would not

i ncorporate sone of the provisions that are now in those
codes of conduct.

That | eads nme to the second area which | propose
to concentrate for the remaining few nonents, and that
has to do with the second context in which regulators
are subject to the tenptation to produce real, live
conpetitors rather than nmerely to open markets to fair
and efficient conpetition, and that has to do with the
process of setting the shopping credit that was the
subject of the first session and that to ny regret,
because of the jerk who deregulated the airline, |
m ssed.

| think the first thing to understand, and it's
made very clear or wll be in a nonograph that ny

col | eagues at NERA, David Caton, lan Meaton and Ann
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Sel dy (phonetic) are witing, is that the process of
setting the shopping credit, that is, the credit from
the regulated price that will go to the people who | eave
the i ncunbent utility conpany and go to conpetitors, is
t he sane process, the identical process, as the one of
setting the charge by the utility conpany -- the

regul ated charge by the utility conpany to the customers
who remain with it.

That is, the charge for standard offer service
or the charge to default custoners or the custoners who
for whatever reason do not choose to nove, and they are
really the same process, and the results are identical,
as | hope to point out before we are through.

The price, the credit that goes to the people
who depart fromthe utility conpany is the sanme as the
process of setting the price that will be paid by the
peopl e who remain as default custonmers. Put it another
way, the default custoners have an option of paying the
price for this continued service that is regul ated and
will be charged by them In so doing, they will not
obtain the shopping credit. The shopping credit,
therefore, is the price that they are sacrificing if
they stay and buy the default service.

"Il try to describe that identity in other ways

that may be nore readily intuitively grasped, not really
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by you but by ne, but the reason it takes the formof a
shopping credit is that in setting the standard offer
price, that is to say, the price of the service to the
peopl e who remain with the conpany, the regul ated
process, that is typically the node also for resolving
t he stranded cost issue.

That price therefore includes two el enents.

One, the price for the energy service that will continue
to be purchased by the people who stay with the

i ncunbent conpany; and second, the contribution --
within a rate that is typically frozen for some period
of time -- the contribution toward the recovery of
stranded costs.

Now, setting that ceiling price to recover those
two el ements has the inevitable consequence that if
every custonmer is to pay its fair share of the stranded
cost contribution, then that portion of the price cannot
be escaped by the people who go to a conpetitor. They
must continue to pay that. So, the inducenent to shift
takes the formof a discount or a credit fromthat
rolled-in price, the price of the service to the people
who remain, plus the contribution to stranded costs.

The credit is equated to, since they wll
continue to pay the stranded costs, the price that you

get if you shift, the credit is the price that you would
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otherwi se pay if you remained with the regul ated
conpany, the regul ated price.

So, the question then beconmes, how nmuch of the
rate charged custoners who remain can be avoi ded or
returned to the custonmers who depart? As | say, by the
sane token, the shopping credit is therefore the price
that the customers who remain, in effect, pay for the
service that they continue to get fromthis conpany,
because that's the -- what they would get if they left.
That's the opportunity cost of staying with the
regul at ed conpany.

The setting of the shopping credit, therefore,
provi des an obvi ous opportunity to succunb to the
tenptations that | have identified. That is to say,
one, to artificially -- 1've given up a long tine ago
worrying about split infinitives -- to artificially
encourage conpetitors to enter, and | think Pennsylvani a
has clearly admtted that it deliberately set a credit
that would in its opinion be |arge enough to produce a
rate reduction sufficiently |large to encourage people to
shift. They talked about 5 to 15 percent. 1've seen
references to 10 percent and in other instances 15
per cent .

So, it was picked on the basis of what it would

take to get people to shift. And, indeed, | have read
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testinmony by one of its comm ssioners who boasted that a
result -- as a result, nore custoners shifted to
conpetitors in Pennsylvania than in all the other states
in the country conbi ned.

That rem nds nme of the story of the reindeer who
came into a bar and ordered a martini and drank the
martini and said | guess I'll have a second, and he said
what will it cost, and the charge was $20, and as the
rei ndeer started to | eave, the bar tender said, excuse
me, he said, you know, we don't often have reindeers
come into this bar and drink martinis, and the reindeer
said, small wonder, the prices you charge.

Smal | wonder Pennsyl vani a succeeded in getting
nmore people to shift. They have a big enough credit
i nducenent to shift, of course you get nore
conpetitors.

And, second, and this is my concl uding
observation -- but it nay take ne a few mnutes -- to
succunb to the tenptation of, nunber one, was to produce
live conpetitors. Nunmber two, to kleptocracy, because
you have to ask the question -- an econom st has to ask
the question -- if you set a credit deliberately large
enough to induce people to shift, who's paying for it?
That's an el enentary principle of economcs or at |east

a question that an econom st rai ses.
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Now, clearly, in terns of sinple economc
efficiency, the credit should be equal to the costs that
the incunbent utility conpany will avoid when peopl e
shift fromit. The obvious conponent, for exanple,
woul d be the whol esal e pool price, which is presumably a
conpetitive price. It presumably wll include sone
costs of retailing to the people that -- who depart, the
costs that wll be avoided. That's sinply an
incremental cost test.

But, observe, it will not include marketing or
custoner acquisition costs, because these are the
custoners who are not being marketed for -- the utility
conpany i s not supposed to solicit that business, it's
not supposed to market and try to sign up custoners.
These are sinply custonmers who are unwilling to shift
or, because of lethargy or lack of information or
because they rate their dinners higher than other people
rate their dinner tinme, the people who did not shift.

So, in terns of sinple economc efficiency,
efficient conpetition is conpetition on the basis of
i ncrenental costs. And, therefore, if you' re talking
about what is the margin within which conpetitors should
be forced to operate if they are to conpete and take
peopl e away fromthe i ncunbent conpany, it's the

avoi dabl e cost of the incunbent conpani es.
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Now, of course, you'll recognize that that may
| eave very little opportunity for conpetition. The
conpetitor will say, Yeah, but we have custoner

acquisition costs. W may have retailing costs that the

i ncunbent utility doesn't have. Well, in terns of
efficient conpetition, the technical response is TS. |If
custoners -- if conpetitors cannot attract customers

under a shopping credit systemwhere the credits are
equal to the increnmental costs of the incunbents, that
is to say the avoidable costs of the incunbent, then
they don't deserve to survive. It would only be because
they are less efficient in providing that service or
because -- and this is the nore inportant consideration
-- the bundles of services that they offer to provide
custoners, particularly risk managenent, which nmay be
very valuable in protecting custoners against
volatility, and associ ated energy services, which is
likely also to be inportant, are not worth the
i ncrenental cost of supplying them

Anyhow, that's what | believe an antitrust
agency woul d under st and.

Now, why and how does a credit |arger than
avoi dabl e costs, as | say, offer a tenptation to
kl ept ocracy? Well, the anount by which the shopping

credit deci ded upon exceeds the avoi ded costs of the
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i ncunbent conpany, it can conme fromonly two pl aces.

One, fromthe incunbent distribution conpanies
t hensel ves, since the larger the credit, the |l ess what's
| eft over toward the recovery of their stranded or
strandabl e costs. |If anything -- nothing el se has
changed, it will conme out of the recovery of stranded
cost s.

Now, Pennsylvania, as | understand it,
recogni zed that. Wat it did in principle, at |east,
was to say, we want a credit |arge enough to attract --
to get people to nove -- willy-nilly to get people to
nove, but we recognize that that |arger credit higher
t han avoi dabl e cost will come out of the conpany
recovery of stranded costs. Therefore, we wll extend
the period of recovery sufficiently to make up for it.

Now, that's not 100 percent true, as |
understand it, in at |east one of the settlenents, they
al so reduced submargi nally the anount of total stranded
costs that they wanted to permt to be recovered in
order to enable themto have a | arger shopping credit,
but that's one way it could conceivably cone out of
t hose conpani es and, indeed, there have been statenents
by sone people in Pennsylvania that higher shopping
credits nean nore saving for consuners than | ower

shopping credits.

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



184

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



185

Now, if by consunmers you nmean all consuners,
then it can only cone out of the conpany. The only
ot her possibility is that it will cone out of the
default custoners, the custoners who remain. Wy?
Recal | ny pointing out that the shopping credit is,
i ndeed, the price that the residual custonmers who renmain
are paying for the privilege, or for avoiding the costs
of shifting, for the privilege of remaining with the
conpany. The larger the credit, the nore it costs the
custoners who remain with the D sco, because it's --
those are the default custonmers who are paying for the
service of continuing to be served by the utility
conpany, whereas the ones who shift do not pay that
cost .

Therefore, the larger the credit, the nore -- if
it doesn't cone out of the conpany -- it cones out of
t he default custoners.

|f, then, the distribution conpany is kept
whole, is permtted to recover its total estinmated
stranded costs over whatever period of tine necessary,
then the only possible source is the custonmers who
remain, and then it raises an interesting question: |Is
it good social policy, is it good economc policy, is it
good humanitarian policy, to give larger credits to the

custoners who are likely to be the higher incone
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custoners, the nore know edgeabl e custoners, the ones
that are less sluggish in shifting, at the expense of
the probably smaller, generally |ower income custoners
who are less trustful or willing to expose thenselves to
the market process? | submt that it is neither good
econom ¢ policy nor good social policy.

Thank you.

(Appl ause.)

MR, WROBLEWBKI : Thank you, Professor Kahn. Dr.
Ander son

MR. ANDERSON: Thank you very much, M chael, and
the FTC for the opportunity to be here today. Let ne
tell you that it is a difficult job to foll ow Professor
Kahn, but one | think I would Iike to enphasize at the
outset though, is that there is a big difference.

| appear before you today know ng precisely who
| represent with no disclainmers. Qur handful of
menbers, in only 30 nenbers, represent nore than 5
percent, though, of all of the electricity in the United
States today. W can argue all day about theory, but

what we care about is the actual inplenentation, and

that's what 1'Il try to share with you today. Later
today, | wll post on our website witten comments,
which 1'Il refer to several tines.

At the outset, we want to enphasize that we are
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very nmuch aware and appreciative that the FERC staff has
intervened in -- FERC -- the FTC staff has intervened in
nore than two dozen electric related proceedi ngs over
the last four years. W conplinent the FTC staff for

t hese actions and we find ourselves agreeing with the
staff's position in nearly every case. | urge you to

| ook at them and | ook at these comments very carefully.

However, nuch nore is needed. W strongly urge
the FTC to take much nore aggressive actions to protect
consuners fromdiscrimnation in the exploitation of
mar ket power. In our view, conpetition is clearly
comng to the electric industry. |In fact, as of June of
1999, 24 states have taken final actions or endorsed
retail conpetition in one formor another. Roughly 60
percent of the population of the U S lives in these 24
states, and we're beginning to see sone results. Sone
states have nandated across-the-board price reductions,
whi ch you' ve heard about today, often 10 percent or even
nore, for consunmers, and usually that's for residential
consuners.

Many marketers, including regulated utilities,
unregul ated affiliates, are offering electric service at
| oner prices than those offered by the regulating
utility.

Large consuners and groups of consuners who are
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able to aggregate | oads are negotiating even greater
price reductions. And ny witten coments give specific
exanpl es of several of these.

VWil e conpetition is inpacting prices, the other
real tangible results of regional conpetition, though
wi |l involve new products and service offerings, and
this was nentioned in the first panel several tines.

In the past, nonopoly utilities offered
one-si ze-fits-all packages of bundl ed products and
services that in reality fit no one. The introduction
of conpetition has had a dramatic inpact on product
offerings. Wth conpetition, electricity suppliers are
actually trying to find out what custoners want and then
nmeet these needs. Again, ny witten comments give
speci fic exanpl es of several of these new product and
service offerings, several of which have been
nment i oned.

Again, ny witten comments relate to -- mainly
to large custonmers, but there are sonme benefits that are
arriving to small custoners, also, and Sonny Popowsky
has al ready covered themand I'mnot going to go into
them here, but | urge you to |ook very carefully. Small
custoners are benefitting and we think that the snal
custoners have a trenendous opportunity to benefit, once

we get to real conpetition
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But while conpetition introduced in the electric
i ndustry to date clearly has produced sone positive
results, the fact is that we really don't have
conpetition, real conpetition, anywhere in the U S
today, and | cite a couple of specific exanples.

In my view the acid test of real conpetition is
the proportion of custonmers who actually switch to
alternative suppliers. For a variety of reasons, the
nunber of customers who have actually switched to
alternative suppliers is negligible in 23 of the 24
states. In fact, the only place where significant
switching has occurred is in Pennsylvania, which you
have heard about from Conmm ssioner Brownell and al so
from Sonny Popowsky.

Even in California, which has certainly received
tremendous publicity for opening its markets, swtching
has been minimal. Theoretically, California gave all 10
mllion or nore of their electric custonmers the right to
shop for alternative supplies on April 1st of 1998.
However, nore than 15 nonths later, the statistics |
have show that only 1.3 percent of the custoners have
actual ly changed suppliers, and Conm ssi oner Conl on has
gi ven you sone reasons why that is the case.

O her states have conmtted to nove to

conpetition either have not yet actually opened their
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mar ket s or have established barriers that preclude
shoppi ng.

Pennsyl vania is the one exception. Pennsylvania
di sal | oned significant proportions of utilities' clains
for stranded costs and then spread the recovery of the
remai nder over an eight-year period. This created a
situation where custoners clearly could save significant
anounts by shopping. The results were dramatic. Nearly
one-quarter of all eligible customers switched suppliers
in just the first six nonths of the program as has been
nment i oned.

But while Pennsylvania is a success story,
because so many custoners have actually switched, it
still is in our viewan artificial market. As |long as
sonme costs are forced on custoners, the full potenti al
benefits will not be realized. 1In fact, we will not see
the full devel opment of innovative products and services
until we have real conpetition in the electric
i ndustry. Lessons fromthe tel ephone industry wll
hi ghli ght this.

Prior to conpetition, as many of us renenber,
you coul d have any kind of tel ephone you wanted, as | ong
as it was black, it had a rotary dial, and it sat on a
hori zontal surface. O course, you had to rent the

i nstrunment fromthe nonopolist, because privately owned
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devices we were told would cause reliability probl ens.

Monopoly utilities thought it was a great
intervention to offer pass tell-colored princess phones,
admttedly at exorbitant rental charges. Since then,
conpetition has produced a relative snorgasbord of
products and services, both to neet the existing needs
of custoners as well as to create new wants and desires.
Monopol i sts woul d never have been so creative.

Wil e real conpetition has been achi eved, the
trials and tribul ati ons experienced in the states are
instructive. It is nowquite clear that in nost states
the transition to real conpetition will not be either
qui ck or easy. The Federal Trade Conm ssion nust take
an active role to help protect custoners both during the
transition as well as in the conpetitive end state.

The introduction of real conpetition in the
states has been del ayed by several barriers, and | point
out in some detail in my witten comments ei ght
barriers.

First, stranded cost recovery, which in and of
itself, is the antithesis of conpetition, regardl ess of
the recovery nethod.

Two, securitization, which benefits inefficient
i ncunbents to the detrinment of nore efficient

conpetitors.
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Three, mandatory rate reductions, which reduce
the potential for savings through shopping and thus
serve as disincentives to new market entrants.

Four, | ow shopping credits or back-out rates
whi ch di sadvant age potential conpetitors.

Five, discrimnatory access to custoner data and
i nformati on.

Six, discrimnatory access to transm ssion.

Seven, mandatory nonopoly power exchanges which
restrict the options available to the citizens of that
state and thus reduce conpetition.

And ei ght, inadequate mtigation of narket
power, which to us is the nost significant barrier to
conpetition.

Today, incunbent utilities possess trenendous
vertical and horizontal market power. Further, these
i ncunbent utilities are preserving if not increasing
this power with tactics such as creating and mai ntai ni ng
bottl enecks, | everaging their nonopoly status in
potentially conpetitive markets and nergi ng and form ng
partnerships in ways that reduce conpetition

Since vertical disaggregation of the electric
i ndustry is happening on only a very limted scale, the
industry will continue in this hybrid state for sone

time, with antitrust laws limted as they are, expected
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to fill regulatory gaps.

So, what should the FTC do to encourage real
conpetition? W think that the FTC faces a great
opportunity to protect custoners, avoid discrimnation
and further conpetition as the electric industry
transitions to conpetition. Wthout the FTC s hel p,
nmonopol i es and their nmonopoly power may very wel |
prevail .

We recogni ze that there are significant resource
limtations; however, in spite of the resource
l[imtations, we strongly urge increased involvenent by
the FTC as the electric industry becones nore
conpetitive. And | nmentioned seven different areas then
very briefly.

First, the FTC should continue to nonitor market
power and offer constructive neans by which it is
mtigated. W believe that market power issue
singularly is the nost inportant challenge to
conpetition today. W have a paper put forth, and it
w |l be attached on our website, also. W conplinment
the FTC staff for your vision and foresight that you
have expressed so clearly in various filings on market
power. W urge you not only to continue advocating
these inportant positions but to increase your efforts.

Specifically, we urge the Federal Trade Conmm ssion to:
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One, take a strong position opposing stranded
cost recovery nechani sns that have anticonpetitive
consequences.

Two, increase its involvenent in nergers which
have very significant market power inplications.

And, three, support a petition that a group of
us filed on March 25th, 1998 at FERC to say to get on
with the conpetition

The second general area we urge FTC to nove on
is to continue opposition to transco as RTOs proposes.
The FTC staff filed coments in both M ssissippi and at
FERC rai sing significant concerns with the proposed
Entergy Transco proposal. 1In that filing, the FTC staff
criticized Transco for a variety of reasons and
recommended that FERC approve alternatives, such as |SGCs
or RTGs. Unfortunately, FERC seens not to be heading in
this direction.

We conplinment the FTC staff both for taking
specific actions and for the content of those coments.
However, support appears strong for the creation of
Transco's i nappropriately designed RTGs and | SGs. More
aggressive FTC intervention is an essential for consuner
protection.

Three, we urged you to chall enge i ncunbency

advant ages that are allowed by states UPCs. It was
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nmenti oned by several comm ssioners in the first panel.
Sone states are recogni zed these trenendous advant ages;
ot hers, though, have not recognized it, as well, or
found it to deal wth.

The FTC staff has filed coments on several
occasions relating to relationshi ps between i ncunbent
utilities and their affiliates. W conplinent the staff
for these coments; however, we strongly urge you to
br oaden your advocacy.

Fourth, we urge the FTC to investigate utility
actions to refunctionalize transm ssion assets, it's
called. Several electric utilities are in the process
of refunctionalizing or recategorizing costs. They're
t aki ng what are now transm ssion assets and they're now
redefining themor recalling themdistribution assets.
This changes the regulatory authorities and creates
tremendous problens for regulators and custoners, and we
urge you to look at it very carefully.

Fifth, we urge the FTC to begin to scrutinize
NERC activities. The North American Electric
Reliability Council, or NERC, is an industry group that
was formed by electric utilities after the northeast
bl ackout in 1965. NERC s owners are the ten regional
reliability councils which thensel ves are dom nated by

i ncunbent investor-run utilities.
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NERC is setting the rules of road for
transm ssion, and in that FERC is giving sone deference
to NERC, and we urge the FTC to | ook very carefully at
t hi s whol e process.

Si xth, we urge you to continue your antitrust
enforcement. There is a big difference between the
transition and the conpetitive end state. W anticipate
continued regul atory oversight, albeit often inadequate
oversight, throughout the transition. The need for
antitrust enforcenent wll increase throughout the
transition and be substantial in the conpetitive end
st at e.

We believe that the antitrust enforcenent should
i ncrease comensurate with the pace of deregul ation
Thus, as regul atory safeguards are relaxed in the
el ectric industry, the new deregul ated busi ness
functi ons becone subject to the sane antitrust scrutiny
faced by other conpetitive industries today.

However, we al so enphasize that antitrust is
only an after-the-fact neasure, it's very time consum ng
and very expensive. Therefore, it is not a substitute
for the establishnment of truly conpetitive market
structure at the outset.

And seventh and last, we urge the FTC to help

desi gn and focus market nonitoring criteria. The F --
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t he Federal Energy Regul atory Conm ssion has -- acted as
-- highlighted the idea for market nonitoring inits
RTO profile recently. In that RTO-- in that profile --
excuse ne, FERC is requiring RTGs to nonitor markets for
transm ssion services and simlar services and bul k
power to identify design flaws in market power and to
propose renedi al actions.

ELCON believes that the FTC s expertise on
conpetition in markets should be applied to this effort,
and we encourage the Conm ssion to share that expertise
with FERC

In conclusion, the end state of real conpetition
wi |l provide consunmers | ower prices, increased product
of ferings, increased custoner service and innovation.
Unfortunately, it will take a long transition to realize
t hese desirabl e objectives.

| ndi vi dual state actions have extended the
transitions significantly. These actions include things
like requirenments for the collection of full stranded
costs, securitization, mandatory rate reductions, |ow
shopping credits or back-out rates, discrimnatory
access to custoner data and infornmation and
di scrimnatory access to transm ssion, as well as the
i npl enmentati on of mandatory power exchanges.

The FTC can take significant steps to protect
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custoners, avoid discrimnation and further conpetition
both in the transition accident the conpetitive end
st at e.

In the transition, we believe FTC shoul d take
aggressive actions such as the seven that |1've set forth
today. W believe that regul atory safeguards can be
relaxed in a conpetitive electric industry. The new
der egul at ed busi ness functions woul d then be subject to
antitrust scrutiny, as other industries are; however, we
enphasi ze that antitrust is only an after-the-fact
nmet hod and not a substitute for real markets.

Agai n, we appreciate the opportunity to be here
and | look forward to your questions.

(Appl ause.)

MR, WROBLEWSKI :  Thank you, Dr. Anderson.

Before Dr. Leonard starts, the filings that Dr.
Anderson nentioned a listing of themthat the FTC staff
put together is listed in the very back of your handout
materials, it is a two-page handout of all the filings
whi ch the Conmi ssion staff has nade so far.

M. Lenard?

MR. LENARD: Thank you. 1It's a pleasure to be
here. Thank you, Mchael. It's a pleasure, also, to
foll ow John and provide a little bit of contrast.

|"mgoing to tal k about sone of the things that

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



212

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



213

have al ready been tal ked about, obviously being the |ast
person on the panel, but hope to provide a little
different tw st.

Si nce Decenber 1995 when California becanme the
first state -- the California PUC becane the first to
mandat e conpetitive restructuring, alnost 25 states
representing about 65 percent of the GDP of the country,
have instituted simlar plans, conpetition has already
started in four states, and by that | nmean California,
Pennsyl vani a, Massachusetts and Rhode Isl and, which
covers about 20 percent of the econony, and obviously
ot hers, New Jersey and others, are scheduled to start
very soon

Interestingly, the states that have noved first
have been the high-cost states, where the benefits of
conpetition are the greatest, which is obviously a good
t hi ng.

In keeping with their role as | aboratories of
denocracy, the states have adopted different approaches,
but all within basically a conmon framework of a
conpetitive generation sector, a jointly owned,

i ndependently operated, but highly regul ated
transm ssion sector, and locally regulated distribution
conpani es that have exclusive territories, as they do

currently.
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The creation of conpetitive generation sectors
is clearly for the good, but the w res conponent of the
energi ng nodel is, | think, troublesonme, and in
particular, a highly regulated transm ssion sector has
the potential to underm ne the potential gains that we
could get froma conpetitive generation narket.

The introduction of retail access has produced
gains for consuners, price reductions for all classes of
consuners, as a result of the conpetition and partly
also as a result of mandated the price reductions. The
states have adopted pricing restrictions that are not
typically characteristic of conpetitive markets.

The great nmpjority of state plans, including
plans for the four states that |1've already -- where
retail access is already underway, include sone form of
price cap, either a price freeze at existing |levels, as
i n Pennsyl vani a, or nandated reductions, as in
California and Massachusetts. Those price caps or
freezes or reductions have real econom c consequences
and real costs.

The val ue of the Pennsylvania and Massachusetts
price -- they are essentially options to buy electricity
at a fixed price, and they have been estimted, for
exanpl e, in Pennsylvania to have a value of 9 percent of

the present value of narket revenues and in
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Massachusetts to have a val ue of about 7 percent. So,
those are real transfers from producers to consuners of
t hose commoditi es.

As Frank Kahn has gone into a | ot of detai
about, the majority of the states have also instituted a
shopping credit as part of their plans, which determ ne
t he circunstances under which it is in the consuner's
interest to switch suppliers. Were the shopping credit
has been set relatively high, as it has in Pennsyl vani a,
the switching rate has been high.

In other states, such as Massachusetts and Rhode
| sl and, both the shopping credit and switching rates
have been low, and in these states it's obviously the
switching rate is a function of an admnistratively
determ ned price, which may or may not refl ect
underlying conpetitive conditions.

In California, in contrast, the shopping credit
is determned by the PX price, which is a market price,
because it's relatively difficult to beat the
mar ket - determ ned PX price, switching rates in
Cal i forni a have been | ow

On the surface, at least, | don't have a
detailed study of this, but eyeballing the data, there
does not appear to be a close correl ation between

switching rates and price declines. Declines in
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California, for exanple, have been significant, while
switching rates have been | ow.

| think both price caps and adm ni stratively
det erm ned shopping credits can best be viewed as
transitional devices designed to insure that consuners
enj oy sone savings and that sone conpetition devel ops
during the transition periods while the 10Us are
recovering their stranded costs.

What ever their merits in the short run, in the
I ong run, they obviously are not consistent with the
devel opment of a conpetitive electricity market.

All of the state restructuring plans and
corporate neasures that reflect nmarket power concerns,
and obviously there's going to be nore discussion of
this in |ater sessions.

In sone states these concerns have produced
provi sions specifically designed to di sadvant age
i ncunbents. These provisions may al so have the effect
of di sadvant agi ng consuners by preventing them from
obtaining the | owest prices attainable.

A nunber of states have placed restrictions on
utility affiliates, some of themquite severe. This
norni ng reference was nmade to rules in Massachusetts
that essentially seemto have di scouraged the

Massachusetts utilities from having market affili ates.
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California prohibits a utility fromusing its
facilities jointly with an affiliate, thus effectively
preventing the utilities and their custoners from
enj oyi ng any econom es of scope that m ght be present.

Affiliate restrictions frequently include sone
sort of limtation on the use of the utility's brand
name, and there is a proposal in the Pennsylvani a
Legi slature that would outright prohibit affiliate use
of the utility's brand nane, thereby depriving consuners
of a potential source of information, sonething which
shoul d be of particular concern to the Federal Trade
Comm ssi on.

Sone states have gone even further. |n Mine,
there is absolute nunerical limtation on market share.
Affiliates are limted to 33 percent of the total
kil owatt hours sold within the service territory of
their transm ssion and distribution affiliate.

Most of the states plans require functional
separation of generation fromtransm ssion or even
di vestiture of generation, and states that do not
require divestiture often make it an attractive option,
and in the four states where conpetition is already
underway, a substantial anount of divestiture has taken
pl ace.

In California, all three of the | QUs have
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di vested all of their non-nuclear generation
facilities.

I n Massachusetts and Rhode |sland, we've got the
sanme situation, and even sone of the nuclear generation
has been divested, and in Pennsylvania, sone of the
maj or utilities, Duquesne Light and GPU, are in the
process of selling their power plants.

Because the principal |legacy of regulation is an
inefficient and costly stock of generating capital, the
restructuring discussion generally has focused on
i ntroduci ng conpetition into the generation -- into the
generation sector and on efficient pricing in that
sector.

| f, however, one of the principal goals is to
rationalize the power industry's capital stock, then the
structure and efficiency of transmssion is also of
critical inportance, because the relationship between
generation and transm ssion is a close one.

Transm ssion and generation are obviously -- are
obvi ously conplinents, but they are also increasingly
substitutes, and the pricing of -- the pricing of
transm ssion can determ ne |ong-run investnment decisions
both for transm ssion and for generation.

As a corollary of restructuring, nost of the

states are either requiring or strongly encouragi ng
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their transm ssion owners to turn control of their
networ ks over to independent system operators, and the
Federal -- and the FERC, obviously, which has
jurisdiction over the trance -- over transm ssion, has
al so been pronoting this concept.

The SO framework is designed to constrain
mar ket power and ensure nondi scrim natory open access to
transm ssion facilities, and this is achieved by
separating ownership of the transm ssion network from
its operational control.

As indicated, however, the -- nost if not all of
the states already are requiring functional unbundling,
and many |1 OQUs have divested their generation facilities
and becone essentially transm ssion-owned conpani es.

I n addi tion, FERC orders 888 and 889 al so
address the open access this issue, but we basically
have the situation where transm ssion-only conpani es are
turning their assets over to 1SCs for the ostensible
pur pose of separating -- of separating the ownership
control of the transm ssion.

The 1 SO framework, which has devel oped into the
somewhat nore flexible and preferabl e regional
transm ssi on organi zati on nodel, which al so includes
transcos, represents a risky regulatory experinment.

Requiring asset owners to transfer operational control
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of their assets to third parties is rarely, if ever,
done in our econom c system and has not been done for
ot her major regulated industries, such as tel ephones,
airlines, railroads, and trucking.

In the 1 SO nodel, the SO is supposed to be
i ndependent of all interests, but no one really knows
what incentive structure is going to guide the | SCs.
There is neither enpirical evidence nor theoretical
anal ysis to suggest that institutions designed |ike
| SGs, that is in which ownership and operational control
are separated, are likely to produce efficient pricing
usage or investnent deci sions.

| ndeed, we don't have any experience with
institutions like ISCs. Both governnent ownership and
econonmic regul ation represent to different -- to varying
degrees separation of ownership fromcontrol, and our
experience with neither of these institutions has been
encour agi ng.

The | SO RTO concept is fundanentally fl awed
because it approaches the regulation of transm ssion
markets as if it were a series of engineering problens
to be solved and ignores the critical role that
institutions and incentives play in determ ning econonic
behavi or.

The states, together with federal regul ators,
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are in the process of creating econom c institutions
wi t h unknown i ncentive structures and, therefore,
unpr edi ct abl e econom ¢ out cones.

VWhat, for exanple, will be the incentives of an
| SO when it comes to naintai ning and expandi ng t he
grid? WII| decisions be nade on the basis of economc
or political criteria?

There is no reason to -- there is no reason to
know we know how to operate a centralized regul atory
system for the transm ssion network any better than we
do -- than the current regulatory system has been
operating. And as one commentator has noted on the
i ssue of the incentives facing the 1SGCs, if the British
-- this is Alex Haney in a recent Electricity Journal,
if the British experience is any guide, notherhood
injunctions to be good achieve little, and this issue
will rapidly cone to the fore.

In conclusion, after the current transitional
period is over, it will be desirable to sinply elimnate
barriers to entry, renove as many regul atory intrusions
as possible and I et the market go.

In the generation market, regulatory prices of
all kinds should be elimnated, and regul ators shoul d
also refrain fromattenpting to bias the market in favor

of new entrants.
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| ncunbent s shoul d not benefit from any
artificial advantages, but they should al so not incur
the costs of any artificial disadvantages.

And, finally, both state and federal regulators
shoul d be especially concerned about the new regul atory
| ayers they are adding for the transm ssion sector
wi t hout any evidence that they will produce desirable
results.

MR, WROBLEWSKI :  Thank you.

(Appl ause.)
MR. WROBLEWSKI: In the remaining tinme, we have
about 25 m nutes or so before noon, before we will break

for lunch, we would Iike to take sone audi ence
guestions, but -- and when we take the questions, we
have two m crophones that are right down here, if you
will come on down, introduce yourselves and your
affiliation, and then ask your question of the
panel i sts.

|"mgoing to ask two questions first to start
off to the panelists and then please just come on down.

First, 1'd like to follow up on a thenme that the
Chai rman noted in his opening remarks about eveni ng out
conpetitive opportunities.

Assuming a first nover advantage in the

generation market goes to the incunbent utility, what
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sort of nmechanisns should state public utility

conmi ssions adopt to ensure that this advantage doesn't
prevent the market for generation services from ever
becom ng conpetitive?

For exanple, there are many nmechani sms, such as
-- that can be inplenented, such as the use of shopping
credits; requiring the divestiture of generation assets;
turning control of transm ssion assets over to an
i ndependent operator; consuner education and adverti sing
canpai gns; forced consuner choice of generation
suppliers; prohibiting custonmers fromreceiving a rate
di scount if they don't swtch suppliers; or even
auctioning off supplier of last resort or default
service responsibilities.

Wi ch of these options, if any, or any others,
do you think are necessary to ensure a conpetitive
mar ket, and whi ch do you bel i eve have been nost
effective so far in the states that have gone first, the
four pioneer states.

And, then, as kind of a followup to that
guestion, do the answers change for those | ow cost
states? There are a nunber of |ow cost state
representatives here in the audi ence today, and do the
-- do the dynam cs change a bit?

"1l open up it up to the panel, and whoever
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would Iike to go first, please go ahead.
MR. ANDERSON:. Woul d you restate the question?
-- sorry, sorry about that, | had to.

MR KAHN. Well, the first nover advantage is
real, unquestionable. The question is to what extent
shoul d public policy deliberately bias the conpetitive
process thereafter in order to offset it?

What you really are raising is infant industry
or infant conpany argunents that conpanies may |ack an
initial period of which they really require sone speci al
preference in order to have a fair opportunity to prove
t hensel ves.

Wel |, the consensus of npbst econom sts, which,
of course, neans you nust all agree, is that one ought
to be very suspicious of that argunent, that the best
thing you can do is equalize conpetitive opportunities.

M. Anderson, | think, will be surprised at how
thoroughly I agree with so many of his recommendati ons.
| agree strongly that the -- we need very strong
antitrust enforcenent, and anybody who has seen ny
i nterventions on behal f of the Departnent of
Transportation, which has simlar authority, it has
Section 5 authority, just like the Federal Trade
Comm ssion, will understand that | by no neans nean we

shoul dn't have vigilant enforcenment of the antitrust
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| aws.

Once you go beyond that, infants rarely grow
up. It is very dangerous to succunb to a pressure to
bi as the conpetitive process, and particularly wthout
actually | ooking at whether or not there are real first
nover advantages that may be offset by correspondi ng
econoni es of scale and scope avail able to Mont gonery
Ward or Sears Roebuck or Dupont or M nneapolis Honeywel |
-- that shows howold | am it's Honeywell now.

So, don't proceed on the sinple assunption that
everybody |l oves his local utility conpany and therefore
nobody's ever going to depart, and this isn't really an
opportunity for fair conpetition.

| think the main thing you can do is give

conpetition a chance to work and enforce the antitrust

I aws.

MR, WROBLEWSKI: M. Popowsky?

MR. POPONBKY: Yeah, we did not -- well, first
off, | guess the answer to your question depends on what
your goal is. If your goal is to get maxinumretai
conpetition and generation services, | suppose the
divestiture route is probably the -- would have been the

best way to go, because then you're basically taking
away fromthe conpany -- fromthe nonopolist that is

al ready providing the distribution service, their

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



238

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



239

ability to just sort of add on generation service as a
-- as an easy conplenent to their distribution
servi ce.

So, if you -- if that's your goal, is to
maxi m ze conpetition in generation services, probably
divestiture is the best route.

That still |eaves open the question, though, of
supplier of last resort, which | guess is still the -- |
t hi nk hangs over this whol e di scussion, because if you
think that there's going to be a supplier of |ast
resort, then the question is, who is that going to be,
and what price are they going to charge? 1Is it going to
be whatever the market will bear? Does that nake
sense? | don't know O is it sone sort of a regulated
price, and if it is, who's going to provide that?

Now, again, if you want to nmaxi m ze conpetition,
you shoul d probably auction that supplier of |ast resort
service off rather than sinply have it fall onto the
i ncunbent. You probably will get nore bang for your
buck if you had sone sort of an auction of that supplier
of last resort service rather than sinply let that stay
wi th the incunbent.

MR. LENARD: Yeah, | think -- | nmean, |'m not
exactly sure what is neant by maxi m zing conpetition,

but presunably the goal -- the goal of conpetitionis to
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get a conpetitive solution. It doesn't really nake any
-- which is a conpetitive price and conpetitive bundl e
of services. It doesn't really nmake any difference.

| mean, counting conpetitors is not -- is not --
you know, that's not the way to necessarily determ ne
whet her -- you know, whether the conpetitive outcone has
been reached. And it seens to ne what you want to do is
you want to -- you just -- conpetition is created both
by actual and potential conpetitors.

So, you basically want to have free entry and,
you know, any -- | think as Fred was saying, | nmean, any
attenpt to give artificial advantages to -- to new
conpetitors is just -- really runs the risk of creating
inefficient conpetitors who -- actually who will not be
able to sustain thenselves in a really free market, and
t hen you have an additional public policy problemwth
what to do with them

MR. ANDERSON: 1'll make a few comments. First,
| nmean, what I'd |ike to see, ideally, is that you go
out and you separate the industry into generation,
transm ssion, distribution, nerchant, billing, every
ot her one -- physically separate them make them
conpeting conpanies, and i medi ately you' ve reduced a
| ot of the problens. Don't give anybody any guaranteed

custoners at all. Don't have a nonopoly default
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service. W don't have a default service -- we don't
have a supplier of last resort for bread or mlk or
anything else. W don't need it for electricity. Take
care of |low incone people just |ike you take care of
themw th other social service prograns, and then go out
and educate, then do a role for education.

But that's ideal, and it ain't going to happen.
That's up in the clouds. That's back in the days, you
know, when | was a professor, |I'd love to tal k about
this for great |engths.

So, inreality, what are we going to do? W are
not going to have an ideal situation. 1It's going to be
messy. Conpetition is nmessy. It always is in every
other industry, and it's going to be in this one.

So, therefore, if you' re going to err, in ny
view, you err on the side of getting people to shop.
That's going to be the way they are going to educate
t hensel ves nmore than anything. The reality sets in when
they actually are out shopping. So, you err on that
si de.

You recogni ze that you're starting with an
entrenched i ncunbent utility that has trenendous anounts
of benefits, and you're not going to order divestiture,
so you order operational unbundling, functional

unbundl i ng doesn't go enough, and we don't want to get
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into the details of what all that is. Separate as nuch
as you can the conponents that have the potential for
cross-subsidi zation. Wrk for nondi scrimnatory access
on the essential nonopoly facilities, and there wll be
sone of themleft for a long tinme, certainly

transm ssion and the wires to the house, and then
educat e.

These things, | think, working together wll
come out. Here's where | conplinent Pennsylvania so
highly. If there is an error, it's erring on the side
of getting people to shop, and | think the citizens of
Pennsyl vani a are | earning nuch nore rapidly than
anywhere el se.

MR, VWROBLEWBKI :  Thank you.

The second question that | have is -- I'mglad
you went last, is followng up on -- you' ve tal ked about
conpetition has brought for large industrial users
substantial price discounts because of their substanti al
buyi ng power. What policies do you favor that state
regulators, if any, should they adopt to ensure that
consuners get the benefit, the same benefits, that the
| arge industrial consuners are getting? Anyone can
answer that.

MR. ANDERSON: Yeah, | guess let ne start. Let

me say that | hear a lot of tinmes about discrimnation
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and that the price per kilowatt hour or price per
kilowatt for large custonmers is lower than it is for
smal | er custoners, therefore there has to be
discrimnation. Think about that a lot. | nean, if you
buy m 1k by the tanker truck | oad, you are going to get
it at a lower price per gallon than if you buy it in a
hal f pint container in the local 7-Eleven. And even if
a residential custoner buys it in a half pint container

i nstead of buying it by gallon, you get a different
price per ounce or per gallon or whatever else. So, you
have to | ook very carefully.

| think the FTC has a real opportunity here to
| ook very carefully and start defining are you conparing
apples with apples? Are you conparing the sanme product
with all the services that go with it between the two?

| don't think there's anywhere near the anount
of discrimnation out there that a | ot of people talk
about, but then nore specifically, what do you do to
make sure that these benefits cone to the snal
cust oner ?

Well, you have to make sure that they have a
real opportunity to shop. You know, the bad news about
California was that they collected stranded costs over a
four year period or five year period, | can't renenber

whi ch one it was, and nobody gets any benefits for
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shoppi ng, and so, therefore, they didn't shop. | nean,
1.3 percent of the California fol ks have shopped.

The good news for California is that at the end
of that four or five years it's going to be over and we
ought to be able to really see sonme shoppi ng goi ng on,
and as Comm ssioner Conlon is saying, it's really going
to be only a three-year period.

Make the opportunities out there for the
custoners to do and nmake it avail able for marketers, and
they'Il conme in and provide those products and services
for the small custoners. That's where the rea
advant ages are.

MR. POPOABKY: Yeah, | think -- | hope people
realize there's a fundamental -- what | consider a
fundanment al princi pal question here between the
di fference between the -- | call it the California nodel
and the Pennsyl vani a nodel, and | think when you say how
do you get benefits to consuners? | think there are two
ways to do it.

One is to try to get consuners the benefit of
t he whol esal e power exchange price. G ve custoners
direct access to that whol esal e power exchange price,
which I think is the nodel that Dr. Kahn is arguing for,
and | think that's the nodel in California -- |'m not

gui te sure what happens at the end of the rate freeze
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period, is anyone obligated? Is a utility obligated to
continue to provide that PX price to the consuners?

MR. CONLON: Not by the California Conm ssion.
Under FERC, under their market-based program it
required themat |least for a while to conti nue.

MR. POPOABKY: Ckay. And as |long as that
happens, you still have conpetition. Now, | still --
but that's okay, because you're getting the -- in other
words, if the marketer can't beat the PX price, you are
not going to have marketers cone in in California, which
isa-- likel said, that's one way to get the benefits
to consuners, is by giving themdirect access to the
whol esal e mar ket pri ce.

The other way is to try to go the Pennsylvani a
route, which I think has been adopted sonewhat in New
Jersey, which is to essentially start with the utility's
enbedded price, reduce that by the stranded cost -- by
the way, the utilities get full stranded cost recovery
in Pennsylvania. |If anything, they're over-recovering.
But in other words, use the retail shopping credit
met hodol ogy as a way of creating a -- the ability for --
for marketers to get into the retail market as well as
the -- as the whol esal e market.

And | think there's a good debate goi ng on

across the country as to whether the additional benefits
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of innovation and other benefits of -- at retai
conpetition, new products innovation, will outweigh the
additional costs. But | think that's the fundanental
debat e here.

MR KAHN: I'Ill try to answer it very briefly.
Nunber one, | think I would worry nuch | ess than your
guestion inplies about so-called discrimnation, that
that road | eads right back to reregulation. W wll
have to rely on conpetition, and | certainly agree with
the inplication of M. Anderson that conpetition -- at
that | evel, stands the greatest chance of being
effective. That's nunber one.

Nunber two, however, when he says and ot her
peopl e say, you have got to give people incentive to
shop, you are playing God. You give themthe incentive
to shop by having a shopping credit that is equal to
avoi dabl e cost. Then you leave it to them

| mean, |'ma strong supporter of the First
Amendnent to the U S. Constitution. | don't believe in
establishment of religion, but I think every regulatory
session should begin with the Lord' s prayer and
enphasi zing, and |lead us not into tenptation.

MR. ANDERSON: One conment on that, and while |
agree with the theory of Dr. Kahn, there is absolutely

no doubt about it, I think we all have lived through
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about 15 years of avoiding cost cal culations, and let ne
just say froma regulatory process, a cal cul ated

avoi ding cost is a very, very slippery slope that I

don't want to go back down agai n.

MR. KAHN:. Yeah, but you are tal king about a
regul ated credit, and, therefore, what do you propose as
the nethod of determining that regulated credit if it's
not avoided cost? It's either that or playing God. At
| east in the case of avoided cost, you' re | ooking for
sonething that is proper. Wen you start playing God,
you're -- now you are violating the First Amendnent of
t he Constitution.

MR, WROBLEWSKI :  Thank you.

Do we have any audi ence questions?

MR. KAHN: And, besides, the avoided cost is the

pool price, which is an objectible, observable price.

MR. WROBLEWSKI: If there aren't any nore
guestions fromthe audience, I amgoing to ask one
nmore. | touched on it in the first questions in terns
of the problens that -- the states that have noved so

far up in the high cost states, and what problens do you
foresee in terns of |ow cost states noving forward, and
what is part of their reluctance to nove forward?

MR. POPOABKY:  You know, just -- yeah, | think

it's no coincidence that the people on the first panel
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were all fromstates with above average prices, and |
think that's generally true. That's one of the reasons
that 1'mvery frightened about any kind of federal

| egi slation that would mandate retail conpetition in | ow
cost states. | think they should be very careful to

make sure that there are sone benefits to consuners

before they sinply just assunme that -- that they will be
better off.
So, | think that |ow cost states -- you know, |

think in the long run there are going to be benefits to
havi ng conpetitive generation markets. |1'mglad that
the next plant's being built in Pennsylvania wll be

built under market pressures rather than going into a

rate base like the $7 billion we put in for Lenerick
(phonetic).
So, | think that's going to be true in every

state. But as to whether every state wants to go
quickly to retail conpetition, | think there's a -- that
| ow-cost states need to be careful.

MR. ANDERSON: | have trouble w th understandi ng
what a |low cost state is. | nmean, and as soon as we go
down the slippery slope of saying that anybody that's
| ess than the national average is |ow cost and anybody
above the national average is high cost, | think that's

alittle difficult.
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|'"d rather take what the power costs that cone
out of the new conbined cycle conbustion turbine or
sonmething along that |line and say that's the narket
price now, that ought to be the market price, and
anybody that's below that is |ow cost, and there are a
couple of states, by the way, whose average rates are
certainly belowthat. |1'd put Idaho in that category.
| nmean, | think Idaho has very, very |l ow costs, but
al nost everybody el se is higher than that.

| think at |east that conpetition wll bring
about trenmendous innovation on the supply side -- on the
production side, and that will have benefits even for
many states that say that they're | ow cost today. And |
say the southeast is one of these where it's just a
fallacy for the southeast to stand up nore righteous
t han ever and say, W're a | ow cost area, so therefore
we don't need conpetition.

| think conpetition will conme in and not only
gi ve the new products and services that we tal ked about
t he equi val ence of all the things that Conm ssioner Tate
mentioned, | think it was -- and on the tel ephone side,
the faxes and cell phones and all of this, a nultitude
of different technol ogical innovations that no one knew
about, will cone to the electric side. But on top of

that, we will have | ow cost generation installed, and
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that will drive the prices down for all custoners.

So, | think we have an awful ot to go. | think
we, custoners, have let this issue get away from us,
like we've let a lot of them and not called people on
what |ow cost really is.

MR, VWROBLEWBKI :  Anybody el se?

MR. CONLON: | have a question.

You know, California has got 2.4 cents as the
power exchange price and energy price. Now, what states
have | ower energy prices than 2.4 cents other than 100
percent hydro? | nean, assuming that it's not hydro,
| nmean, who has a | ower energy price than 2.4 cents?
| --

MR. ANDERSON:. | | ook at delivered prices. M
menbers have to pay a bill. You know, | nean --

MR. CONLON: Well, no, but | nmean it costs nore
to go through a dowmntown San Francisco than it does to a
rural area, the cost of distribution has got to be
nore. So, it depends where you're -- if you're out in
Ti mbuktu, |'m sure your distribution and transm ssion
rate would be lower, if your plant's right next to a
transm ssion line. So, it depends where you are, but
the energy price | think is going to be hard to beat 2.4
cents, if that's what the PX price is.

MR. ANDERSON: It m ght be the case.
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MR KAHN. | take it the big difference is the
recovery of stranded costs. | think we have to agree
with M. Anderson, what he says, the recovery of
stranded costs, how did he say it, is the antithesis of
conpetition. O course that's true. No one -- you
woul dn't recover stranded costs if you had a conpletely
conpetitive system but what that sinply passes over is
the fact that that's a heritage of the past period
regul ati on, and how you deci de on the recoverability of
that, which admttedly would not be recovered if you had
an openly conpetitive system to what extent is there an
obligation that carries over fromthe past, and to what
extent can governnment agencies change the rules of the
gane, opportunistically, all of those are famliar and
in |large neasure political questions.

MR. ANDERSON: And Comm ssioner Conlon, | think
that that's correct. Once the CIC s gone, once the
stranded costs that are allowed to be recovered are over
and your PX stays at 2.5 cents, and delivery costs are
reasonable, and I know that's a lot of ifs, you may have
one of the best markets around.

MR. CONLON:  Forner Conm ssioner.

MR. ANDERSON: | understand, | understand, but
sone people get the respect no matter what it is.

MR, WROBLEWSKI: Okay, well, | think that's
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going to wap up this norning's session. W wll start
agai n back at 1:15, Session Il, Panel A on how states
have addressed existing market power.

As Susan DeSanti nentioned in her earlier -- in
her introductory remarks, in the back of your handouts
is alist of places to go for lunch that are cl ose by.
So, we'll hope to see you back at 1:15. Thanks.

(Wher eupon, at 12:00 p.m, a lunch recess was

t aken.)
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AFTERNOCON SESSI ON
(1:15 p.m)
SESSION | 1:
EXI STI NG MARKET POAER | N RETAI L MARKETS
PANEL A:
HOW HAVE STATES ADDRESSED EXI STI NG MARKET POVNER?

MR BALTO Cood afternoon. It's our afternoon
session of our program on consumer protection and
mar ket power issues in the electric utility industry.
|"mDavid Balto and |I' m co-noderating today's panel. |
amthe Assistant Director of the FTC s Ofice of Policy
and Evaluation. | wanted to put in a plug for ny
office. Qur office, besides being the think tank of the
FTC, which neans we're just a small part of the think
tank, is also sort of a case generation unit. As
i ndustries deregul ate, there's an increased need for
antitrust enforcenent, and should any of you think that
there's a need for antitrust enforcenment involving any
particul ar practice or area, please give us a call and
we'll be glad to ook at it.

Second, | wanted to rem nd you that at the back
of your witten nmaterials are a list of all of the FTC
comments that have been filed over the past few years on

el ectricity deregulation issues. | think these provide
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an excell ent and conprehensi ve perspective on sone of
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these issues we're going to deal with over the next two
days, and you can find themall at the FTC s website.

| have the privilege of introducing this
afternoon's panel. Three of the speakers we already
know. Greg Conlon is the forner President of the
California Public Uilities Comm ssion. Nora Brownell,
who will be the first speaker, is the a Commr ssioner on
t he Pennsylvania PUC, and Herb Tate is a nenber of the
New Jersey Board of Utilities. Let nme spend a mnute
i ntroduci ng our fourth speaker, the Attorney General of
the State of Wsconsin, JimDoyle. JimDoyle has been
the Attorney Ceneral of Wsconsin since 1990. In the
electricity area, he's known for his work, nost recently
as the i medi ate past president of the National
Associ ation of Attorneys Ceneral. There, he spearheaded
a task force on electricity deregulation that held a
nunber of inportant hearings which grappled with sone of
the issues we are going to deal with today. W | ook
forward to hearing General Doyle's remarks.

Wth that, let me turn this over to Conm ssi oner
Brownell, who will be our first speaker.

M5. BROMNELL: Thank you. They actually are
letting me go first because two of the distinguished
attorneys from our Conmm ssion, John Lovett and

Ki r khouse, wanted nme to share with you the fact that
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regardl ess of what | said this norning, | really do
believe in due process, and we would like you all to
come to court when sonebody brings that up, and | do
believe in denocracy. |It's hard, but -- so, guys, in
the interest of full disclosure --

MR. BALTO We gave Nora a quiz on the
Constitution over |unch and she passed with flying
col ors.

M5. BROMNELL: | would like to nake just a
coupl e of observations before | start, and just a
rem nder, 96 percent or 95 percent of incunbent
Legislators are re-elected, and in spite of sone
comments made this norning that the savings are com ng
out of the hides of utilities and presumably their
shar ehol ders, our experience in Pennsylvania and | think
pretty much everywhere else is that after the
settlenments, the stock price goes up, in one case 70
percent. So, |I'mhard-pressed to see that the
i ncunbents are, in fact, suffering in any neani ngful way
under the new advent of conpetition.

The thing that we al so concluded at |unch ot her
than nmy passing the constitutional nuster was that none
of us can really define market power, and | think that's
going to be a huge challenge going forward. WII we

know it when we see it? WIIl we be able to define the
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abuses? And you're going to hear various aspects of it
| think fromall of the speakers, but also a plea |
think that I have made to the FTC and to our Attorney
CGeneral is that we really need to focus on this, and we
need to make sure that each of us is fulfilling our
responsi bilities and we know what our responsibilities
are. And | think that's going to be an enornous
chal | enge but an inportant one going forward.

l"mgoing to talk a little bit about our
| egi sl ation and then sone of the things that we' ve set
in notion, and certainly this is a work in process. 1In
our legislation, structural separation is permtted, but
it is not required. At the end of the day, | think
that's going to be sonmething that people nay want to
revisit. Incunbent utilities nmust provide
jurisdictional transm ssion and distribution service to
retail custonmers and all electric suppliers, including
affiliates, on rates, terns of access and conditions
that are conparable to the utility's own use of the
system

The Conmi ssion is charged with nonitoring the
mar ket for signs of unlawful use of market power, and we
are authorized to initiate investigations regarding
mar ket power and refer findings to the appropriate state

and federal agencies for further action, and | tal ked
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this norni ng about several marketing -- potential
mar keti ng abuses that we referred to the Attorney
General 's office.

The | egislation expressly provides that this is
not limting any other renedies that private parties may
have and certainly may utilize. |In Pennsylvania, we
provi ded for sem -annual reporting requirenent for each
i ncunbent utility and EGS in the first tw years of
el ectric conpetition. The requirenent begins in July of
1999, and to show you how on top of it we are, we have
just deferred that until February of 2000. Provides for
the followng information fromeach utility and
supplier. Custoner usage and negawatt hours for each
custoner class, and each utility is also required to
provide utility negawatt hour sales for each customner
rate class and negawatt hour sales by each of the top
five suppliers serving on that utility's system The
information is to be provided on a county and zi p code
basis. That is also being negotiated as we speak. The
reason for that inclusion was to make sure that there is
not evidence of red lining. There may be other ways to
make that determ nation w thout the collection of that
dat a.

I nteri mcodes of conduct have been established

pendi ng formal regulations, which should be conpleted in
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the next six nmonths to the year, which set forth rules
for affiliate dealings between an incunbent utility and
its retail generation arm Conpetitive safeguards are
provided to set forth the rules of the road for dealing
wi th between -- for dealings between incunbent
utilities, their retail affiliates and suppliers, and as
| nmentioned this norning, there's an accel erated dispute
resol ution process, which is critical to the process.
The conpetitive safeguards include that neither
the incunbent utility nor its affiliate supplier wll
recei ve any unreasonabl e preference regardi ng generation
services. W saw sone suggestion of that, nothing that
we were able to prove, but that's sonmething to be
| ooking out for. Tariff generation services will be
provided to the retail affiliate in conparable manner as
t hough tariff services are provided to the affiliate.
For those of you who have been watching the war of the
| ocal tel ephone conpetition, that is a big issue.
Affiliate transactions will not involve any
anticonpetitive cross-subsidy. That is very, very, very
difficult to prove and to nonitor. Sonmething that |I'm
not sure our conmm ssions have either the skill sets nor
t he manpower to deal with and sonething that going
forward we hope that other agencies will begin to take a

| ook at.
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According to our settlenent, sone retai
affiliates of the incunbents cannot participate in their
own mar ket pl ace for some period of time, and sone
utilities nust prove nonthly reporting on generation
transactions with the retail affiliates, which apprise
t he Comm ssion of ampunts, pricing and other terns and
condi ti ons.

Under the codes of conduct, the incunbent
utility shall not provide any preference to its retai
affiliates regardi ng goods and services, including
i nformati on, conplaint processing and responses to
service outage. There's a prohibition to tying
arrangenents. There's a prohibition to joint
mar keting. Once again, very difficult to prove.

"1l give you one exanple. | was watching
television recently and noticed that an incunbent had
clearly done the major nedia buy for an hour-|ong sports
show. The i ncunbent was running ads, but their
affiliates were -- their affiliate was al so runni ng ads,
and presumably got the benefit of the discount that the
i ncunbent enjoyed by buying the hours worth. 1Is that
cross-subsidy? |Is that tying themtogether? 1 don't
know, but it looks like that to ne.

Sonme settlenments provide for asymetrica

pricing. M friends in the gas associ ation woul d have
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some comments on that, and affiliated transactions to
prevent cross-subsidies. Sone agreenents call for
functional separation of enployees in the retail and
utility functions.

One of the keys to our early success, | think,
is the existence of one of the best 1SCs in the country,
and Joe Roring is here, and | would encourage you to
meet himat the break, and | know ny col | eague,

Comm ssioner Tate, is going to talk nore about the PIM
but they al so have a market nonitoring division which
wi |l cooperate and has, in fact, cooperated w th our
conmi ssion and others in providing information relating
to the market.

One facet of the PIMis the energing transparent
energy market. If you can see all the transaction and
pricings, as | think Comm ssioner Conlon nentioned,
mar ket power is |less easily exercised. The fact that it
is an independent 1SO, and it is truly independent, has
a great influence.

Information is essential, probably the best
mar ket nonitoring process we have is suppliers watching
each other. Al of the conplaints have generated from
the participants in the market. And frankly, customers
who begin to perceive what they believe is an abuse of

mar ket power. | referred this norning, for exanple, to
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letters that custoners received fromthe incunbent that
basically told themthat the only way to get the
mandat ed savings was to stay, that choosing was
confusing and, in fact, reliability could be at risk.

Custoners were absolutely outraged to receive
that letter. They were nore outraged when they
suspected that they were paying a -- for it. So, |
think that there are formal nmechani snms, and certainly we
need to get those in place, because we don't want to
di sadvant age the incunbent. At the sane tine, the power
of the incunbency is enornous.

We need to | ook at sone of the nore difficult
things to define, not only sheer nunbers but those
subt| e nessages that consuners get, and certainly we
need to be very clear, both with our 1SO and ot her
mechani snms, to nmake sure that access to the systemis
in fact, being provided for on an equal basis.

Functional separation, as | nentioned earlier,
is very, very difficult to nonitor, and I don't know
what the right answer is. There are days when | think
divestiture was, in fact, the right answer and nay prove
to be down the line. Structural separation is certainly
a lot easier to deal with than functional separation
and | think that's sonething you want to take a | ook at

going forward, because | believe that if in a couple of
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years there's only one dom nant player in the market, we
can say we've introduced conpetition, but we do not get
the benefits fromconpetition. W know that froma
life-1ong experience in many markets. |If there's one
dom nant pl ayer, there's no incentive for innovation,
which is ultimately the best opportunity in
restructuring, and certainly there's no pricing
pressures. So, it's not enough to say that one player
with a couple of niche players will do it. Conpetition
means | ots of players and lots of interplay that bring
all the opportunities.

Thank you.

(Appl ause.)

MR. BALTO Thank you, Comm ssioner Brownell.
By the way, | forgot to introduce ny co-noderator, Chuck
Gray, the General Counsel and Executive Director of
NARUC, who many of you are very famliar with

Now it's time for Conm ssioner Tate from New
Jersey.

MR. TATE: Well, again, follow ng Comr ssioner
Brownell is not going to be easy for ne to do, because
she did cover a wide array of issues that State
Comm ssioners have to face, and since we're here at the
FTC, ny role has been to try to integrate what we do

over on the State Uility Comm ssion side with what you
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are trying to ascertain as arole in the future on a
mar ket pl ace which is yet to really devel op or mature.

Mar ket power neans a |lot of different things to
a lot of different people. Wen we -- when we talk
about it traditionally at the first |evel, you know,
we' re thinking of price manipulation. How can sonebody
have so nmuch power in a marketplace that they can
mani pul ate price on custoners and artificially
mani pul ate it, inflate it to levels that a rea
mar ket pl ace wouldn't allow for it to happen?

In other words, they are an unregul ated
monopoly. They are exercising power where there is
really no conpetitive pressure. But there are other
types of market power in a conpetitive marketplace that
we really have to be mndful of, as well, and that is
the perception or the belief of custonmers that they have
opportunities, that they can, in fact, make changes,
that they can switch

| f you were here this nmorning, | nmentioned that
we' ve been doi ng consuner education prograns, we' ve been
amassi ng data back from focus groups and surveys of
people, and it's interesting to see that people have a
much different view of what's going to happen to themin
deregul ation than we, the regulators, initially

t hought. 63 percent, nearly two-thirds of the people
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that we polled in the state of New Jersey -- and our
surveys were of sanple groups of about 5000 to 7000
peopl e, so these were not small groups -- indicated that
t hey thought that choice would allow themto switch
their distribution conpani es.

I n other words, they had no conception that
there's a difference between a generator and a
di stribution conpany; a supplier or a deliverer of the
service. They thought that choice neant that they could
change fromtheir utility.

There were about 60 percent of the people who
wer e concerned, though, that if they did nmake a choice
to switch fromthe utility conmpany, that they would be
puni shed for it in terns of fees for other services that
t hey may not have changed, for other things that could
happen regarding the reliability of the system And
then there were people who felt that, well, if they
switched to a supplier, well, how do they get the
el ectrons from Arizona to New Jersey, and what do | do
when they don't deliver ny electrons to ny house, and
how do | get back at then? Reliability of the system
VWhat happens when | have a billing dispute? Wat
happens when | have a custoner conplaint? Wat happens
when | need that interplay?

Now, |'ve taken sonme very raw exanples in
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dealing with what is a very heady topic here, but really
when we' re tal ki ng about market power, we're talking
about not just price manipulation, whether it be on the
whol esal e or the retail marketplace, but on a power over
custoners that makes them feel that they can exercise a
choice, want to exercise a choice, that they won't be
confused, they won't be mani pul at ed.

| mean, there are varying degrees of the kind of
i ssues that we have to grapple with when we're tal king
about fostering a new narketplace for robust conpetition
or mature conpetition, and in and anongst these topics
about custoner perception, we have the one -- the one
i ssue that was brought up at the -- at the earlier
nmeeting, at the earlier session, which has to do with
basically what we call supplier of last resort.

A supplier of last resort is no small issue,
whet her you -- it be looking at it as a pure marketpl ace
i ssue for conpetition or whether you're | ooking at it
froma political standpoint or a social standpoint as a
regul ator, because for the nost part, as | indicated in
my first speech, the | everage on custoners or the belief
of | everage that custoners have about themis this is
their hone. This is what their honme emanates from
electricity, power; natural gas, electricity. This is

what makes us safe. This is what, you know, mnakes our
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honme run, mekes it work.

Now, when people think about that, it's very
difficult to start alluding this to bread, m |k, eggs,
other things in the marketpl ace, because people don't
view this coomodity, which we shy away fromcalling it a
coomodity. Even in the electron portion, because it's
an essential service of life, and when you get to that,
that's a perception the custoner has about what the
influence is of the person or the group or the conpany
that they're dealing wth.

So, when you tal k about supplier of |ast resort,
on the one hand, for the suppliers, the benefit here is
that they dramatically -- when you -- let's say, Wll,
we are going to put this out for conpetitive bid, it's
great because it reduces their acquisition costs on
custoners. As you heard before, there were sone
di fferent ranges that were given about marketers and
suppliers having to go out and actually get custoners
and what it costs them

Well, when you do a conpetitive bid like this,
you're basically -- if all the predictions are right,
you may wi nd up getting 60 to 80 percent of a
mar ket pl ace wi thout having to do any marketing
what soever. That's why you will see fromstate to state

bi gger and bi gger pushes for a situation called
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aggregati on, rmunicipal aggregation, all right? That's
anot her short tool to get past marketing costs for
acqui sition of customners.

Now, acquisition of custoners, market power,
entry, to provide choices for custonmers, you know, how
does all this interrelate in terns of what we have to
deal with on the issue of marketplace? Well, it really
is the crux of the gane. It's really how do the
benefits outweigh the costs of trying to get entry into
a marketplace? | nmean, we will hear all things about
delivery of price to transm ssion and distribution
net wor ks, and those things are going to be really
important, and a |lot of marketers will |ook at this as,
Well, the time isn't right because we have these
stranded costs that have to go away. They've conpressed
t he margi ns, dependi ng upon how t he states have
structured their shopping credit, how they've structured
their discounts, about being able to kind of deliver a
price, but again, it -- this is all that this gane is
about, that is, delivery of cheap electrons, that's your
entry into the customner-based marketplace, well, then,
we' ve narrowed our issues on market power. W've really
| ooked -- we're | ooking at a very narrow wi ndow here in
terms of what is going to be the conpetition and what is

conpetition going to be about.
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What | really think that we need to keep an open
m nd on are sone of the issues that Conmm ssioner
Brownel | | ooked at, and that is the advertising issues,
the issues of cross-subsidization of | everage of brand
name, of |ooking at how a utility conpany and its
affiliates are interfacing in terns of the public in the
way it's putting its persona across and how it's using
those two entities to | everage off of each other. Those
are the affiliate relations standards which are very
inportant fromstate to state.

| amin a precarious position right now, because
we have these standards in front of our board at this
very time for a vote. So, I'mgoing to have to be very
careful about what | say, because | do believe in due
process, as Conm ssioner Brownell has nentioned. But
what you really need to be sensitive about in terns of,
| think, regulator decisions is, Wll, you need to have
a supplier of last resort in this nmarketplace. All the
Uni versal Service Fund talk is not going to work in
terms of who are the people who are nost vul nerabl e and
at risk?

Ri ght now, the consuner information is show ng
us that those who are really the hungriest about wanting
to know about how this new system works are | ow i ncone

people. They want to know whether or not there's a deal
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out there for them But at the sane tine, that -- this
is the group that is |east know edgeabl e about how
electricity and electric markets work, and they are the
ones that are nore apt to answer the questions w ong
about what currently exists today, but they do have a
hunger to know to see whether or not there should be a
swi t ch.

And it's interesting, because the supplier of
| ast resort concept is designed to provide a seanl ess
network of supply to custonmers so that they woul d not
feel intimdated about switching. Now, that -- that may
seem antithetical, but having a supplier of last resort,
and initially it's with the incunbent utility, is
designed to give people a feeling that they can switch
and that if things don't work out, they have anot her
systemthat will back themup for supply on a continuous
nat ure.

Now, the fact that the supplier of l|ast resort
is under a state mandate to provide a certain |evel of
di scount, in sonme cases, as it is in New Jersey, and has
certain requirenents as a regul ated service, BGS, basic
generation service is a reqgul ated service, you know, it
smacks of all the bells and whistles of regulation, but
i n essence, when you |l ook at what custoners are asking

about, the concern, the trepidation about entering into
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this market pl ace and | ooking as to whether or not they
can switch or not, once they find out that they have a
backup so that they can experinment, then they feel freer
to | eave. They feel freer and nore confortable to go
out and really experinent.

Now, that's why, you know, we -- you can debate
a lot of these things on a theoretical basis, but one of
the things that we always have to get back to is
basi cal |y custoner-based information. You have to have
informati on and data on custoners, whether you be a
public utility comm ssion, whether you be an independent
power producer, a utility, whether or not you're a
consuner group advocate, you have got to have
consuner - based information at your fingertips, good,
reliable informati on, because everything that we're
tal ki ng about here, despite the fact that California's
been doing it for maybe four years and Pennsylvania's
been doing it for two to three, we have very little
experience in ternms of what customers' reaction is to
all of this, and that's where we've tried to start out
with at the very beginnings of our marketplace, is to
track custonmer perceptions, custonmer inquiries, customner
reaction, m sperception about what we've done and what
we are about to do, because it's very difficult to talk

about theoretical entry into this marketplace from
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supplier side and the acceptance of that from consuners
unl ess we really know what's on people's m nds.

So, | hope | didn't confuse everybody even nore
here, and | know that you've been | ooking for sonme gens
on maybe sone specific regulatory issues, but | thought
|'"d just try to bring to you a nore expansi ve view on
what we grapple with on the state | evel when it cones to
i ssues on market power.

Thank you very much

(Appl ause.)

MR. BALTO  President Conl on.

MR. CONLON:  Well, my comments this nmorning were
-- | tried to stay away from market power, so | am
going to try to finish up with that today, and I did
prepare a paper for this -- the two subjects conbined,
and they tell ne that it's going to be -- that the paper
wll be on the FTC website. Ftc.gov, because there's a
| ot of stuff that |I'm skipping around and probably
m ssing, but I want to cover the highlights of what |'m
trying to say.

And | think that market power was the nunber one
i ssue that we struggle with in California, because
w thout mtigation of market power, we could have saved
our efforts. Because | think we saw in the UK, we spent

two weeks over there, two Conm ssioners plus a group of
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staff and other interested parties fromthe Legislature
and el sewhere, and | think we came back with a clear
understanding that they had not mtigated nmarket power
in the UK that the generation, particularly the
hori zontal market power, of National Power and Power
Gen, and they each had 40 percent of the market, and the
pool was not producing conpetitive prices and that, you
know, we had to do sonething different in California if
we really were going to go through all this ordeal

And it's interesting, we had the draft of the
bl ue book with us. So, as we read that blue book and
realized the dramatic proposal that was bei ng nade, that
we focused clearly over there that this was a serious
matter, and we had to come back with a serious answer.
So, | think that it -- and we had the opportunity to
talk to all the players in the UK, and | think the nost
menor abl e conversation that | had com ng back fromthe
UK was neeting with the Mnister of Energy during the --
Mar garet Thatcher's cabinet at the tinme, Cecil Parkinson
(phonetic), and we asked hi mwhy they only had two
generators, because it just seenmed apparent to everyone
that that was not enough.

And he said it was very political and very
practical. They had -- they were not only mtigating

mar ket power, but they were privatising government
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entities. This was one vertically integrated governnent
entity. So, they had to not only de-aggregate it, but
they had to privatize, and the problemwas they coul dn't
get five entities privatized quickly enough before the
next election. So, it was a very pragmatic approach
when they wound up with two when they wanted five.

said, how did you get five? And they just-- you know,
they felt that if no one who had nore than 20 percent of
the market that that would in effect be sufficient to
mtigate market power. And that was, you know, that was
nmy education in economcs 101 on that the firing line
and it just seened to set well with ne that if you never
have nore than 20 percent in any one hol der, that that
was going to mtigate market power, because it -- it's
just, | think |last week, National Power announced t hat
their market position is now 20 percent of the market.
So, it took themnine years to go from 40 percent down
to 20 percent. So, | think just this |ast week, they
finally have a situation in the UK where no player has
nmore than 20 percent of the market. So, | think that
that -- that was a predicate that we needed to do in
California restructuring, and that's -- and that's --
that was our primary driver in market power, was to
mtigate horizontal market power into generation but

al so vertical nmarket power of -- and there | think it
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was nore the |ack of trust of the mmjor custonmers, the
i ndependent power producers, and the utilities. | nean,
it was so bad that in our hearings, you know, as
mentioned, we had -- |I'mguessing, -- 50 or 60 days of
heari ngs, eight hours a day, and this was a conti nual
battl e between these parties, that they did not trust
the utilities at all. Not somewhat, they didn't trust
themat all, that they would sonehow, no matter what we
did, if we let themto continue to operate the
transm ssion grid, that they would do sonething to, you
know, congestion woul d appear where it hadn't appeared
before and things would not happen that would normally
happen. So, | think, again, we got the clear nessage
that we needed to mtigate market power on the
transm ssi on system and then on the remai ni ng custoners
that the utility was going to maintain, how they were
going to buy their power, and then on the horizontal,
t he generators.

So, just going through those, on the vertical
mar ket power on the transm ssion, again, we felt | think
that something had to be done and, you know, | believe
that | ooking at the UK nodel that divestiture would have
been the ideal solution, and we -- but our problemis we
were under a political process. No Comm ssioner has

been re-appointed in California in over 20 years. So,
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we were under termlimts. There were five of us, we

had six years. Two had four years, one had two years,

and two of us had six years when we started this. So,

we had to get done in five years. Sonebody said, Wll,
you can't do overnight. W said, Wll, we have to get
it done in six years or it may not get done. So, that
was our predicate, we had to nove quickly.

So, divestiture, | think, the I OUs convinced ne,
anyway, that we could not do it in five years. |If
not hi ng el se, they couldn't find the bond holders to get
t he bond hol der approval to divest the assets that
qui ckly enough that we could have divested -- now, in
hi ndsight, 1'mnot sure that they -- because it's |less
than 10 percent of their assets. You have got to
remenber, the transmission is |less than 10 percent of
the assets of these utilities, even though it's a
billion dollars. Their bal ance sheets are $20 to $25
billion. So, when they divest their transm ssion
assets, they are not giving up their first child. |
mean, this is less than 10 percent, for sure, of their
assets.

So, | think that I -- again, | want to
enphasi ze, 1'mnot a Comm ssioner, I'mno |onger with
the Comm ssion. MW coments are strictly mne, and |

want to enphasize that if -- you know, if they had it to

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



311

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



312

do over again, | would have personally favored
divestiture, but | don't know whether we could have got
three votes to do it, and | -- and because of the tine
considerations, it really wasn't considered. So, the
| SO was a second choice, and it was a nonprofit instead
of a profit, and | think that was pragmatic. Two of the
Comm ssioners wanted to have a profit scenario, but
again, we thought the tinme constraints were such that a
nonprofit entity would be better. And again, this is
trust elenment, and the Chairman of the ISOw Il be here
this afternoon, | believe, Jan Snutny-Jones, you can get
his viewon this, and his view w || probably be
different. He's still the Chairman of the 1SO so he
can speak with nore authority and nore realism but --
and | filed ny comrents last -- a couple weeks ago with
FERC advocating Transcos, and | went through the sane
logic | just went through with ny comrents, and | think
the coments are still -- there are still sonme on the
outside, and they are also on the FERC website if you
don't want to carry a | ot of paper around.

But there again, | made the point that Transcos
woul d be better than I SGs, but again, because of the
i ssues of reliability, you have got to -- | nean, their
issue at FERC is they have got to do it soon, not

because they won't be re-appointed but because there's a
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reliability problemin this country, and experts are
saying that there's a reliability problem and they need
to nove so that they get this done in a reasonabl e

l ength of tine.

So, | think on ISGCs, that was our -- we adopted
ISOCs. It was our -- it was ny second choice. If we
coul d have got done sooner, | don't know whet her we

coul d have got three votes or not, but | certainly would
have tri ed.

The second issue is the -- what happens to the
custonmers who don't switch? Like in California, that's
98.5 percent right now still have not switched. So, how
do you mtigate the market power of the utility from
using their own generation? And | -- | haven't talked
about the divestiture of generation yet, but assum ng
that they had sonme remai ning generation, we were
concerned about their using their assets before the
mar ket assets and so on. So, we felt that the power
exchange, one of the benefits of a power exchange or a
pool would be to nmake sure that all of the customers got
the benefit of a, quote, "wholesale price," by
establishing a power exchange that the utility would
have to sell into all its assets or buy out of. And
W t hout that requirenent, we saw the opportunity for

cream skimm ng, that the best benefit of the PXis to
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protect the small residential customer from cream
ski mm ng, and what | nean by that is, in all due respect
to John and his group, | mean, there they have got al
the benefits of size that will attract the | owest rate,
and we just felt that if we were going to nmake this
t hi ng happen, that the smaller customers had to be
protected, that they would get the same price for
electricity that the larger customers do. So, the power
exchange does that. Qherw se, the | ow cost generation
assets would be sold to the |arger custoners and the
hi gh cost generation assets would be left, the dregs, to
the smal |l er custoners. So, with a power exchange, that
the utilities had to sell all their generation into and
buy all their power out of, that was mtigated. And |
think that was -- that was the primary benefit of the
power exchange.

Now, there was other benefits that were equally
as inportant -- or not equally, but as -- certainly as
i nportant, and one of thembeing that it provided a
[iquid cash market that would allow a futures nmarket to
devel op, which would allow new investors to cone into
California and make that $5 to $7 billion investnent |
tal ked about this norning that's sitting there at the
Energy Conm ssion waiting for siting. Evidently the PX

price does give them enough confort that they know what
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the price of electricity is going to be today, they know
what it was the last 15 nonths, and they know a good
estimate of what it's going to be tonorrow, so that they
cannot only hedge sone of their investnent -- how nuch |
don't know, but |I'msure there are hedgers out there
that will lay off some of the risk of their new power
plants to not only mtigate their -- mtigate sonme of
their financial risks, but to encourage themto build.
So, the power exchange does several things, and | think
that it's one of the lost jewels, if you will, of the
restructuring process, because | don't think in many
other states that the power exchange is seen other than
as a facility to clear a price on excess power, as it
has been in the past, but | think there's nore there
than just that. So -- excuse ne, | want to make sure |
haven't skipped over sonething that's inportant.

But both ny paper at FERC and the one at the FTC
cover this in nore detail, nore in depth as to the why
these issues at the PX are inportant, but | think that
-- 1 did want to add one comment that | forgot this
nor ni ng, because they asked us to answer what were the
best things that happened and sone of the worst things,
and | think the best things | covered and | left off the
worst. So, | wanted to at |east be fair and the due

process and all those things you worry about, but I
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think the worst thing that's happened in California is
we don't have any demand el asticity in our power price.
And | think that goes back, again, to the necessity of
havi ng a power exchange that gives hourly prices, that
can conme through to the market, and | want to give
credit to -- to the gentleman here, MIton Marquis from
the Justice Departnment who made this coment clearly to
me two years ago or three years ago, at NARUC, at a
NARUC neeting that | had never realized before, that the
hourly prices not only provide price signals for
conservation of energy, but they mtigate market power
inthe end result. | nean, if prices go to 40 cents a
kil owatt hour or 50 cents a kilowatt hour and people are
on a realtine price hourly basis, | know they will shut
down their operation. So, you don't have to -- you
don't have to interrupt themon an interruptible rate.
They will interrupt thensel ves, because |I know. W' ve
got sone of the -- for the first tinme, we had to
interrupt customers in 20 years about three years ago,
and we got sone of the nost irate letters you have ever
read, custonmers who said even though I was on an
interruptible rate, why did you interrupt ne? And they
were mad, and |I'mjust say that the cost that they bore
of not interrupting was so great that they -- you know,

if they had it to do over again, they would have shut
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dowmn. So, | think if the price spikes of the md west

and the price spikes that we had in California briefly

are serious enough, custoners will react, demand w ||
drop, and market price will -- and market power w |l be
mtigated.

So, with that, I think I'll stop and wait for

any questions that you may have after the next speaker.

Thank you very nuch.

(Appl ause.)

MR. BALTO And now we have General Doyl e.

M5. DOYLE: Well, thank you for this
opportunity. It's always hunbling for nme to be here
with so many experts. | learn this stuff, you know,

i ke many people for a few days, it's goes in ny head, |
sort of learn it and then | go on to other things and
then I have to cone back and learn it again. So, this
has been a good opportunity for me to sort of relearn
sonme of the basic issues. But | thought |I'd nentioned a
couple of the aspects of this froman Attorney Ceneral's
poi nt of view and then specifically fromthe Attorney
General of Wsconsin's point of view

On the question of market power and how do you
address existing market power, and |I'mtalking fromthe
perspective of a state that does not have retai

conpetition and I would say has noved in a very halting,
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some woul d say orderly process, towards that, but it --
and I want to -- and | want to talk a little bit about
-- in a nonment about sort of where we are in Wsconsin,
but generally, for Attorneys Ceneral across the country,
we conme into this froma couple of different
directions. Sonme of us have within our offices quite
wel | - devel oped advocacy groups that appear before
conmi ssions representing the public. Ohers of us, as
in Wsconsin, do not. W have to |ook for other kinds
of little grants of authority in the statutes and so on
to come forward in front of conm ssions, but we always
-- there are two ways that | would say we do cone in.
One is when a | arge-scale nerger gets --

sonebody cones in, a fairly typical scene is the

president of a major utility in Wsconsin will say that
he wants to conme and speak with nme, and we'll set up a
nmeeting. | can alnbost be sure of what it is, and he

cones in, and what he has to do is lay out the wonders
of what is going to happen with this great nerger that
i s now proposed, and | hear about all the wonderful
aspects and all the new capital that will be there and
all of the great investnent that will be made.

And the concern, of course, is that we are going
to flex our antitrust powers. |In Wsconsin, we have a

broad antitrust statute, giving the Attorney Ceneral
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very broad powers. W work very closely with the FTC
and | thank themfor all that they have done. And one
of the interesting things in this area that | have found
is that when we are trying to define market and trying
to go through the kind of traditional antitrust analysis
of one of these nergers, we are tal king about sone
prospective future market that doesn't even exi st
today. So, we are -- these nergers -- and I will say
this somewhat in synpathy with the utilities that are
| ooking for them-- are having to be tested against a
market -- at least in Wsconsin -- that doesn't
currently exist but one in which we are trying to figure
out what all of the future conponents of it will be and
how this nerger m ght actually affect a market that
m ght conme into being sonetinme in the future if either
the federal or state government or both work to pass
certain kinds of legislation and restructure this
industry in a certain way.

So, | have had heads of utilities say to ne in
great frustration, Look, we are an entirely regul ated
i ndustry today. W nust -- we have all of our rates
approved, and whether this nmerger happens or doesn't
happen, tonorrow, we are going to be exactly the sane
industry. And | say, Yeah, but what about five years
fromnow? And they say, Well -- he said, Wll, we'll
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see what five years from now | ooks I|i ke.

But in -- at least in the case of the |argest
proposed nerger in Wsconsin, it did not go forward
after the Federal Trade Conmm ssion and the State of
Wsconsin, the State of M nnesota, raised sone --
various issues, and it was -- and it was w t hdrawn.

The second tine that these cones forward to
Attorneys Ceneral is that often a very well -devel oped
pi ece of legislation in which a |lot of insiders have
wor ked out a very carefully bal anced pi ece of
| egislation to restructure the industry in sonme way or
anot her suddenly | ands on our desk, not because we are
menbers of the Legislature, but in nost states we are
perceived as the -- as the spokes -- as the spokesman
for the consuners of the state and as the antitrust
enforcers, and so we are now asked to analyze and to
gi ve an opinion on a piece of |egislation which, again,
has usually been very carefully worked out by a certain
group at the exclusion of other groups who now want to
be heard, consuners and others.

And so we get thrown very, very quickly into the
political m x on these issues, and why | bring these --
what | want to really enphasize of these two ways is we
don't cone into these issues with nonths and nonths and

years of preparation and work on it, as those of you who
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are in -- on commssions or in -- or in businesses that
-- inutility businesses. W cone on themvery
suddenly, and | think you will find around the country a
very unevenness in the AGs offices on what kind of
expertise is there to analyze these kinds of issues and
how hel pful an Attorney General's office really can be.

W -- several years ago, when | was the
presi dent of the National Association, really -- |
hi ghl i ght ed based on surveys of our nenbers of two or
three issues that they wanted to focus on in that year,
and utility restructuring was at the top of the list,
which is a little unusual, because usually it's crine
and fighting crine and so on that we get elected on, and
so the thought that utility restructuring would be at
the -- would be that high on the list was -- was very
i nteresting.

And we held a series of hearings across the
country -- | see a nunber of people here who were part
of those, that were very hel pful and tended to educate
Attorneys General on these issues. It was in the wake
of California -- right at the nonent that California was
converting over, and there were a | ot of consunmer issues
that were already energing, phoney clains of
envi ronmental protection and conservation and so on that

wer e bei ng made and ot her kinds of consuner clains, and
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many of us in our own state |legislatures were facing a
| ot of very strong novenent towards restructuring.

In Wsconsin -- and | don't know if this is
typical, but | would say that that novenent has cool ed
significantly, and I'lIl -- and for a couple of reasons,
| believe. One is, and | think this point was very
abl ey made by the Comm ssioner from New Jersey, is that
for all the tal k about restructuring and all of the
wonder ful di scussion that will go on in this room and
el sewhere, it doesn't really reach out there to the
public, that the concern of the public is am| going to
be able to turn on ny lights and not get -- have to pay
rates that put me out of ny honme in order to make sure
that | get these basic services? And all the tal k about
retail wheeling and spinning off generation and setting
up 1SGCs, you know, is -- has very little play out in the
political world, the that Legislatures and Attorneys
CGeneral often respond to.

The second thing is that I think we went through
a -- we always rushed through, and in Wsconsin it was
certainly true and then the United States Congress,
rushed t hrough tel ecommuni cations deregul ati on so
rapidly and in a way that | think of the great
ent husiasm the great prom se of all the conpetition

that we were going to see by this new worl d of
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t el ecommuni cations, didn't happen i mediately -- | would
argue it really hasn't happened yet many years later in
Wsconsin -- and the utility -- the nove politically in
Wsconsin -- and | think this is true nationally -- the
nove towards restructure really was following in the
wake of the tel ecommunications. And | understand that
they are two very, very different industries and al
ki nds of differences that can be nmade between them but
| would have to say, again, froma Wsconsin
perspective, the -- the cynicismthat devel oped over the
great benefits of restructuring and how conpetition was
going to be wonderfully -- new technol ogy and very, very
lowrates, well, we have yet to see it, and we are
wadi ng through all of the issues that are very nuch at
the center of restructuring in the utility of
cross-subsidi zati on and who gets access to the |ocal
grid and all of those kinds of things, we as Attorneys
CGeneral are in the mddle of all of those kinds of
fights, and | think that -- | think that the experience
there tended to cool the nove towards restructuring of
utilities.

The other is that in Wsconsin, at |east, where
we have some sort of uni que geographi cal problens,
because we are surrounded by the Great Lakes, and so the

transm ssion lines either come in fromthe west or from
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the south. W really don't have transm ssion |ines that
can cone in fromall around the state. The fact is we
have suffered shortages for the |ast several years,
quite dramatic in southeast Wsconsin, the nobst

popul ated area of the state, and those shortages really
changed the | egislative focus fromworryi ng about
restructuring and conpetition to worryi ng about
reliability and maki ng sure that there was enough

power .

Now, we have had a nunber of -- we have, as |
say, noved haltingly, but I think with some purpose in
W sconsin, but what interests ne is politically the way
that | see this novenent go to restructuring is it's
kind of -- that the restructuring, at least in Wsconsin
in the two maj or pieces of |egislation, one that was
enacted and one that's currently pendi ng, canme about
because there was certain | everage created on the
i ndustry by factors other than restructuring, and so the
need to neet those other factors was a way in those
pi eces of legislation to start the novenent towards
restructuring.

Qur first concern, |ike many pl aces, was
transm ssion and the fact that the transm ssion -- the
limted transm ssion lines in Wsconsin were owned by

the five investor-owned utilities, and there was a | ot
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of concern about access to energy. After the energy
shortages, the electrical shortages, the Legislature
nmoved to try to deal with that in the future, and in
that legislation, they did start the process of
significant restructuring in Wsconsin.

They required that all -- this was in 1997 --
required that all Wsconsin utilities that owned
transm ssion facilities be in an | SO by June of 2000.
So, it sinply becane a directive that the PSC was to
require that. They approved -- they enacted a provision
that required fast track approval by the PSC for
construction of independently owned nerchant plants, an
attenpt to try to break up the high concentration we
have in generation and to devel op, as was nentioned in
California, before we noved to the next level of -- to
devel op a broader range of ownership in generation

Per haps nost -- with -- fromthe point of view
of an Attorney Ceneral, we required the PSC to devel op
rul es governing ownership of the whol esal e nmerchant
plants by utilities and to have rules that set up --
that -- that were based on the anticonpetitive effect
that came fromutility ownership, and we're in the
process of trying to develop those rules, which are
very, very difficult, from-- and | -- and we've already

heard di scussion of states that have gone forward with
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t hose.

And finally, they directed the PSC to study the
means of relieving some of our shortages on
transm ssion, and the PSC cane up with a proposal that
-- of a newtransmssion line. Now, these transm ssion
-- It shows you how these different worlds -- and you
all know this -- froman Attorney General the different
roles that we have cone into play. That new
transm ssion line may be absolutely essential to supply
power needs, it may be essential as we nove into a new
restructured world. On the other hand, it still is a
transm ssion line that is going to cut through beauti ful
woods in northern Wsconsin, going from Dul uth,

M nnesota to Wausau, Wsconsin, for those of you who
know that area of the world, and -- well, | wouldn't |ay
bets on that transm ssion line being built in Wsconsin,
which will, of course, exacerbate all of the other kinds
of issues that we are dealing with today.

Let me finally conclude by saying that -- and
again, let ne say, on that piece of legislation, it canme
about because the -- not because anybody saw t he great
need -- | shouldn't say anybody. There were people,
including Roy Thilly, who you are going to hear from
| ater, who have had the bigger picture in mnd in

W sconsin, but the Legislature wasn't going to act, |
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don't think, on anything dealing with utility
restructuring except for the power shortages in
sout heast Wsconsin. They had to appear that they were
doi ng sonething, so they did sone things, and in the
course of doing sonme things, other parts of that
| egislation led to hopefully sone efforts to break up
t he ownership of the transm ssion |ines.

Well, the sane thing has happened in our current
budget. By chance, the utilities in Wsconsin 15-20
years ago had a limt inposed on them of saying that
they couldn't own nore than 25 -- no nore than 25
percent of their assets could be in nonutility-rel ated
busi nesses. Well, over the last 20 years and
particularly as people -- as businesses have booned in
the 1990s, that percentage of their business has gotten
-- has -- they claimhas bunped up against the 25
percent cap, and they desperately need relief fromthe
cap. So, needing relief fromthe cap was the
opportunity for people who have wanted to spi noff
generation -- spinoff transm ssion the real opportunity
to get that in exchange for cap relief, and that is what
has happened in the proposal that's currently before the
W sconsin Legislature, is the creation of a Transco
conpany that would then join the mdwest | SO and a

nunber of other provisions but that are the condition
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upon which the utilities can get relief fromthe 25
percent asset cap.

So, it's interesting to see that these changes
have not conme along politically, because anybody really
on -- because the Legislature has said it is tinme for
restructuring. It has cone upon because there have been
ot her pressures placed on the utilities, and as a result
of the | everage because of those pressures, we have
nmoved in the direction of restructuring.

So, thank you very nuch.

(Appl ause.)

MR. GRAY: | guess we have a little bit of tine
for questions, if you have a question, if you could nove
to the m crophone and identify yourself, please.

MR. JOSKOW | have a question for Conm ssioner
Tate. | live in Massachusetts, and we have a | aw t hat
al l ows for nmunicipal aggregation wth a negative
option. So, if a municipality enters into a contract
with a supplier, that's your supplier unless you opt
out, and I didn't think much of that until nmy town
started to think about doing this, and | realized that
if there was one entity that | wanted | ess than Boston
Edi son to supply me with electricity, it was the town of
Brookline. They had al ready denonstrated their skills

in contracting for cable television service and garbage
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service and so on. So, | guess -- | guess |I'd |ike your
comment on that, especially whether -- it's the negative
option part that | don't I|ike.

MR. TATE: What's your nane? Joskow, Pau
Joskow.

MR. TATE: Paul, thanks for the softball, Paul.

MR. JOSKOW we return to nmy town as the People's
Rep of Brookline.

MR TATE: Well, that's fine. Thanks for the
softball. Qur legislation, as | had told you earlier,
had gone pretty quickly in nost time franes, except for
t he Pennsylvania tinme frame. The one issue which caused
us alnost a nonth and a half to two nonth delay in
getting it passed was the issue on mnuni ci pal
aggr egati on.

The nmuni ci pal aggregation, where nmunicipalities
will contract on behalf of all of their citizens, to me
and to the Board and to the executive branch was a
critical issue as to whether or not you had vol untary
and affirmative actions of people to enter into this new
mar ket pl ace. Aggregation was seen as a tool by which to
| oner marketing costs, acquisition costs, and getting a
| arge nunber of residential customers for the sake of
nmovi ng people fromone supplier to the next, not akin to

balloting in the telecomarea, but pretty close to it if
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you coul d have the town governing body, five, seven,
ni ne votes, whatever it is, determ ne that 40, 50, 60,
100, 000 people would automatically have their suppliers

swi tched unless they had to do sonething. And while |

take it in your case -- because | happen to have dual
residence. | have New Jersey and | al so happen to be a
homeowner up in Massachusetts. So, | knew that this was

comng two years before it hit New Jersey.

VWhat we did in New Jersey was to require -- and
|'ve | ooked over sone materials, not everybody calls it
right, but we had to actually affirmatively and
voluntarily have each resident accede to the idea that
their town wanted themto go into an aggregati on pool;
that is, even after the vote, every -- any supplier that
was given the contract had to get the witten consent of
each residential custonmer, saying that yes, they were
willing to go with that. So, what they really got was a
supplier, but still the supplier had to go about taking
the steps to -- to getting to the custoners in the
muni ci pality.

Now, a |ot of people, you know, may be opposed
to that, but we recognized that there -- that things
coul d happen pretty quickly on a municipal level, a |ot
before people were really know edgeabl e and ready with

t he consuner education program and we did not want
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t hose ki nds of decisions to overtake people where al

that they were supposed to do to get out of it was to --
they -- the onus would be on themto respond as opposed

to the onus being on the municipality or the supplier to
get themto respond to going along with that, so..

MR. GRAY: Anyone el se on aggregation?

MR CONLON:  Well, we in California did not want
the restructuring to be a formof nunicipalization, so
we al so required that each customer in a particular city
has to individually approve whatever switches that are
made so they can get -- if they want to aggregate it and
get individual approval, they can do that.

MR. GRAY: Any ot her questions?

Yes, sir?

MR. KELLY: M. Conlon, why didn't in California
you wanted to -- the state legislation to prevent
muni ci pal i zation. Wy did you do that as an option?

MR. BALTO Could you identify yourself?

MR. KELLY: John Kelly.

MR. CONLON:  Well, I think in all due respect, |
t hink | ooking at the UK experience, | think there was a
belief that municipalities necessarily were not going to
do a better job than private enterprise, so | think it
was the bent of the Comm ssioners, that we felt that a

private enterprise would be the right answer if you are
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going to go into conplete divestiture and a free
enterprise system

MR. GRAY: (O her questions?

Well, we have a few m nutes, so | have sone.

In the states that have restructured, do you
have a quick response or hotline systens for handling
conpetitive conplaints? | know FERC has had that for
years, and often by the tinme a Conm ssion acts, the
problemthat the conpetitors identified has either cone
and gone or is out of business. Do you deal with those
ki nds of things?

M5. BROWNELL: Yeah, and | talked a little bit
about that this norning. W have our consuner hotli ne,
and we nonitor it, and we have a couple of infornmal
commttees that basically deal with conplaints, so that
there -- there were certainly days in the early parts of
the pilot where we were on the phone with conpanies
three or four times a day, and we don't think the
standard process works. | nean, the market has noved
on. The problem has either exacerbated or sol ved
itself. So, our intention is to handle them quickly.
We al so have a quick negotiated opportunity for people
to sit down at the table under a settlenent process.
You have to be fast or you' re superfl uous.

MR. TATE: Yeah, we've set up a numnber of
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mechanisns. One is a call center, which is akin to the
consuner education program to not only give information
but also to take concerns of people so that we have the
data going forward. The Board has a hotline to both the
energy division and to the consuner relations division
to take conplaints on any activity. Now, we're still
before we've got to the switching part, so there hasn't
been a lot of activity other than requests for
information. Qur deadline for beginning switching is
not until Novenber, m d-Novenber of '99, but we are
usi ng working groups with both suppliers and with
utilities that are working out nechanisns for dispute
resolution. W have a dispute resolution nechanismin
pl ace so that we don't have to go through the fornal
regul atory process to handl e these kind of conplaints,
and | think that's inmportant. You need sonmething that's
swift and certain but also has | think the market
participant's invol venent.

MR. CONLON: | think on the lighter side, we had
two of the best advocates from market power in John
Ander son from ELCON and Jan Smut ny-Jones fromthe
i ndependent marketers association. Jan Snmutny will be
with you this afternoon, so you can get his view of the
life, but I"'msure that those two kept us on our toes

all the tinme, but we did do a |lot with custoner

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



355

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



356

education. W spent $87 nmillion -- "we" in the sense
that we had the utilities do the prograns, the

Comm ssi on approved them but it was an education
program and it was also a call center that we set up
for the first 12 nonths, and then the Comm ssion has

t aken over that role, has an 800 nunber. So, we now run
the -- | say "we" -- they, the Comm ssion, nmans the 800
nunbers and the websites for all conplaints, whether

t hey be market power or customer conplaints of any kind
on electric restructuring. So, that's how we do it.

MR. BALTO | have anot her question for the
comm ssioners. In the |ast panel, Professor Kahn was
sort of critical of some of the state efforts, and he
suggested where the states were sort of giving a
conparative advantage to new entrants to sort of
junp-start the conpetition, they were confusing, you
know, inproving conpetition and, you know, really what
t hey were doing was just increasing the nunber of
conpetitors, and that wasn't necessarily inproving
conpetition.

Do you have any response to that?

M5. BROWNELL: Eighteen years in a convent
school tenpers ny response to that. W respectfully
di sagree. Followed to its |ogical conclusion, Professor

Kahn's argunent would | ead you to believe that the only
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conpetitor who could be efficient would be the

i ncunbent. They own the lists. They own the systens,
al beit rate payer paid for, so that there would be no
way that a conpetitor could cone in, and | acking
conpetitors, | don't -- you know, you can declare
conpetition there, but it doesn't really work that way,
and | spoke of that in ny remarks earlier.

Secondl y, when we unbundled the rates, and it
certainly is a less than perfect science, as anyone who
has been through that exercise will testify, but there
are other costs that were associated. | thought one of
the nost creative noves -- in one of the restructuring
cases that we found in transm ssion and distribution,
all of the costs for the executive managenent of the
i ncunbent agency, all of their advertising costs and al
of their marketing costs.

Now, we found that interesting, because | don't
know about you, but | haven't seen a |lot of T&D
advertised recently. So, | think of -- Professor Kahn
has outlined one way one mght do it. On the other
hand, | think that what his conclusion would | ead you to
is there will be no conpetitors in the market. There's
| ots of other argunents in terns of efficiencies and
things like that, but plain and sinple, one conpetitor

does not a market nmake, and | know that Herb is going to
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speak much nore eloquently than | on this.

MR. TATE: | hate to disappoint anyone, but |
agree with everything -- no, we see it simlarly, that
there is a need when you start a fledgling marketpl ace
to provide a junp start. This was done in the whol esal e
power market wi th independent power producers, for
better or for worse, whether you feel that PURPA served
its purpose or not, you know, you do have a conpetitive
whol esal e mar ket place. Ws there a price to be paid
for that? Sure. Are we having to grapple with it at
the state level right now? Absolutely,
nonutility-generating contracts, stranded costs, huge,
second big stranded cost issue that we had, billions of
dol | ars.

But there was a concern that we did not have a
conpetitive whol esal e generation market at a certain
time and that it was necessary to do that. Ri ght now,
there is pressure that we have to hel p ot her
organi zations to get a foothold. Now, the question that
| think -- | think one of the things that we have to
| ook at is, you know, giving a hel ping hand but for
creating an institution for this and whet her or not
there's a subsidization issue here. W' ve seen
sonetinmes that governnment can go too far. Sonetines

i ndustries that crop up becone so dependent that they
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never mature to the point that | think Professor Kahn
was tal ki ng about where they can be left on their own to
conpete. And that's a concern. W have that on energy
efficiency DSM prograns in the state of New Jersey,
where certain conpanies wouldn't allow us to -- or not
really not allow us, but they got upset because we
wanted to start to tinker with the rates and change
rates on energy efficiency prograns because we were
payi ng $230 nmillion a year. The only other state that
paid nore than that was California, and they had 30
mllion people and we only had 8, but yet these were
issues that we tried to set up to create new

i ndustri es.

We're doing it again in the area of renewabl es
and trying to find new power sources for -- that are
environnental ly clean. So, governnent and regul ators
have played a role of trying to help to junp start
mar kets. There's no question about that. The question
is how far do you go and for how I ong and how -- and how
dramatic do the rules have to be?

MR. CONLON: | assume that Dr. Kahn this norning
was supportive of what we did in California in that we
have the PX price, so that anyone who doesn't elect to
choose a different supplier would default back to the PX

price and woul d get the whol esale price, if you will, of
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electricity. Now, the problemis how do the infant
conpani es that Dr. Kahn was tal king about succeed?

| think one of the ways they're going to succeed
is through innovation and creativity. | believe that

the bundling of services with other services, the

creativity that we have not visualized at all, like I
mentioned earlier, | think the oil conmpanies will be
maj or players, | think anybody that does a | ot of
billing will be a nmajor player. | can visualize, you
know, there's a -- | think Kansas, Nebraska has a piece

of software that they' re now pedaling where they have
eight utilities billed with one bill. You get your
cabl e, your tel ephone, your cellular, your electric,
your gas, your water and two Internet billings all on
one bill. So, I think, you know, electricity is --

t hrough a power exchange is a commodity, and | think
that the PXis a conmmodity price, and if you're going to
-- how do you sell chickens, you know, | nean, the
difference in chicken prices are unbelievable, and they
all -- they are all just chickens. | nean, it's the
sanme thing wwth bread. How you package it, how you
bundle it, how you transformit, how you sell it, that's
what's going to be the things that you and | are not
smart enough to figure out but the retailers and

mar keters of the world will, and that's how electricity
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will get value, and that's how the conpetitors will take

the PX price and run with it.

MR. GRAY: | guess that's going to wap up our
session. |I'mtold we need to be back by 2:30, but in
the neantine, 1'd like to thank the panel.

(Appl ause.)

(A brief recess was taken.)
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SESSION | 1:
EXI STI NG MARKET PONER | N RETAI L MARKETS
PANEL B:
ASSESSMENT OF STATE EFFORTS TO ADDRESS
EXI STI NG MARKET POWER

MR. H LKE: Wy don't we go ahead and get
started again, if you could all take your seats.

Good afternoon. M nanme is John Hilke, and I'm
the Electricity Project Coordinator of the FTC Bureau of
Economi cs. This afternoon, Panel B of our discussion
about the assessnment of state efforts to address
exi sting market power.

| want to just say a couple of words about why
this topic is here on the agenda, and then I'Il turn the
program over to Jade Eaton fromthe U S. Departnment of
Justice to introduce our speakers.

In sone sense, the reason we're here is because
antitrust, as it exists, is not really able to reach
exi sting market power. This is a statenent that we nmade
in several of our conmments to the states. Basically,
the states are in many senses on their owm in trying to
deal with existing market power because antitrust cannot
effectively reach existing market power.

In part, this is a function of the fact that

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



368

antitrust reviews of nergers in the context of a

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



369

regul atory reginme don't take into account narket power
whi ch m ght be created by that nerger. So, to interpret
the sort of water-over-the-dam anal ogy, a | ot of nergers
have gone through the screening process wthout ever
bei ng eval uated on the sense of what kind of market
power m ght be created by those nergers, because it was
assunmed that the regulatory regine would remain in place
ad infinitum

So, that's just a tiny bit of background
information that | wanted to insert in terns of
cont ext .

So, Jade, do you want to go ahead?

M5. EATON: The panel before this one, we had a
nunber of regulators and people working to establish
retail conpetition prograns in the states, and now we
have an opportunity for a nunber of experts and
acadenmics to | ook at these progranms and conment on
t hem

First, we will hear from Paul Joskow. M.
Joskow is the Elizabeth and Janes Killian Professor of
Econom cs and Managenent at M T, and he's been at the
MT faculty since 1972. In addition, he is a visiting
prof essor or has been a visiting professor and fell ow at
the John F. Kennedy School of Government at Harvard, and

anong ot her fellowships, he is a nenber -- and
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responsibilities -- he is a nenber of the EPA's Acid
Rai n Advisory Commttee and currently serves on the
Envi ronnental Economi cs Conmittee of EPA' s Science
Advi sory Board. In addition, he's also served as a
consul tant on regulatory and conpetitive issues in the
United States and all over the world where these
probl ens are al so bei ng addressed.

Next, we'll hear from Richard Shapiro, who is
Vice President of Enron's State CGovernnent and Federa
Regul atory Affairs Goup. M. Shapiro's activities at
Enron primarily involve trying to bring conpetitive
reformto electric and natural gas industries through
state legislative and regul atory processes.

M. Shapiro cones to this froma perspective of
having worked in the industry at utility conpani es,
i ncl udi ng Mount ai neer Gas and Baltinore Gas & El ectric.

Then we'll hear fromRoy Thilly, who is
presi dent and chi ef executive officer of Wsconsin
Public Power, which is a mnunicipal electric conpany
owned by 30 electric nunicipalities -- rmunici pal
el ectric systens. So, he will bring a public power
perspective into play, and also M. Thilly has fulfilled
a nunber of |eadership roles in the NERC, the National
Electric Reliability Council, and | think that his

perspective fromthat organization will also be

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



372

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



373

i mportant in our discussions.

Finally, we'll hear fromBert Foer, who is the
presi dent of the Anerican Antitrust Institute. He's a
former assistant director and acting deputy director of
t he Federal Trade Commi ssion's Bureau of Conpetition and
a graduate of the University of Chicago Law School
He's al so been in private practice and been the CEO of a
retail chain, and that gives himboth the academ c and
t he nonacadem c perspective on retailing that | think
will be interesting, also.

So, let's hear what they have to say.

MR. JOSKOW Thank you, Jade.

| wasn't sure exactly what to tal k about today
after looking at the program All of the sessions
seened to have the same title. And | wasn't sure
whet her to create sonething for Rick Shapiro to shoot at
or not. | think what 1'Il do is to talk primarily about
whol esal e markets and market power, although I think it
really nmakes nore sense to tal k about market perfornmance
nore generally, and if there's time, 1'll nake sone
comments on retail conpetition, and during the question
period, if you ask nme a question, the question could be,
Let ne see your electric bill and coment on it, ["1I
tal k even nore about retail conpetition.

A necessary condition for a conpetitive and
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efficient retail markets for electricity is the

exi stence of a conpetitive and efficient whol esal e

mar ket, and -- for exanple, in the case of gasoline, if
OPEC sets the price of crude oil at $40 a barrel, the
price of gasoline is going to be very high, regardless
of how conpetitive gasoline retailing is.

As a result, | think policy nakers at the -- in
sone states and at the federal level, in particular,
have wi sely focused nost of their attention initially on
creating institutions to support conpetitive and
efficient, reliable whol esal e markets for energy
capacity and ancillary services.

And | continue to believe that for -- typically
for residential custoners, that a large fraction of the
benefits of conpetition in electricity is associated
wi th conpetitive and efficient whol esal e markets, and
that there are easy ways that are quite inexpensive to
convey the benefits of whol esale conpetition to retai
cust oners.

What ki nds of things have been inportant? And
here I"'mgoing to refer primarily to the areas where
there's been substantial restructuring: California, New
Engl and and PIMto a | esser extent.

First of all, the creation of independent

network operators separate from market participants has

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



376

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



377

pl ayed an inportant role in the devel opnent of
conpetitive wholesale markets in those jurisdictions,
and | applaud the FERC s efforts in this area, including
the recent NOPR on regional transm ssion organi zations.

However, |'d observe that |1SGOs, as they've been
structured in California, New England, New York and PJM
at least in ny view, are not |ong-run, sustainable
institutions. | think we're going to see over tine an
evol ution to organi zations that don't separate the
control of transm ssion assets from ownership and
i nvest ment decisions, and | see energing over time the
devel opnent of independent transm ssion conpani es which
i ncorporate both |1SO functions as well as ownership
operation and investnent.

| f you | ook back at California, as G eg Conlon
said, and in other jurisdictions, especially in the
context of mergers, participants have sliced and diced
various nmeasures of market shares and HHIs to death. W
have had divestiture in New England and California and
sonme divestiture in the PJMregion

However, | think nost of us know that having
good market shares or |ow concentration ratios is not an
objective. These are just indicia that we use to try to
eval uate how markets will perform and there are no

substitute for actually |ooking at the behavi or and
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per formance of actual markets.

So, what are the results in those organized
mar kets, to summarize, given the limted experience we
have with then? Well, during nost system conditions,

t hese regi onal energy markets are quite conpetitive.
Well, | think price equals marginal cost, the textbook
definition of a perfect conpetition, is too tough a
criterion, because very few markets neet it. |In fact,
during large fractions and nunbers of hours during the
year in those markets, prices are equal roughly to
mar gi nal costs.

Perf ormance problens in energy markets have
tended to energe during very high | oad situations when
demand was perfectly inelastic and supply was perfectly
i nel astic, and under those conditions, though there
m ght not be any conpetitive equilibriumprice |ess than
infinity, and that's the tine when we begin to see
gam ng and ot her market power problens begin to energe.

And in the absence of any significant demand
elasticity in the day ahead in realtinme markets, | think
we can continue to expect behavioral problens during
situations when supply is very, very tight, and it
doesn't take a genius -- actually, the New England | SO
had a filing at FERC in early August, there's a

wonder ful picture of a supply curve that's vertical at
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sonme point and then a demand curve that's even greater
than the vertical supply curve, and the only clearing
price is sonewhere up in the sky, because it wasn't on
t he graph.

So, as Greg Conlon nentioned, the issue of how
we deal with markets where there's no active denmand
response is a -- is a problem And mtigating this type
of market performance problemis a challenge. W need
to devel op an active demand side in these markets, and
this is where retail conpetition it seenms to me can pl ay
an inportant role in helping to inprove the performance
of whol esale markets as retailers go out and sell
custoners price-based -- realtime price-based services
in which they can control their load in response to very
hi gh prices.

We al so need to encourage forward contracting to
mtigate incentives, to withhold capacity fromthe
mar ket, and again, this is a place where retailers can
play a role as they nake their power procurenent
decisions in helping to i nprove the performance of the
whol esal e mar ket .

Net wor k congestion and rel ated network
constraints are real. They energe all over the place
and not always during high-load conditions. They create

| ocal pockets of market power in which individual
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generators may be able to raise prices to very high
| evel s, because they know that the I1SOw Il lead themto
be local reliability problens.

The solution to these |ocal market power
probl ens, however, can be nore costly than the disease,
and here | think it can be California, with the
so-called RWVR contracts, the reliability nmust run
contracts, we see how a solution to a real problem has
ended up distorting the operation of the energy and
ancillary services markets nore generally during many
hours. These contracts have w sely been refornmed and
other 1SCs have dealt with | ocal market power problens
in less costly and nore effective ways.

Ancillary service markets have been a rea
problem To use a technical term they have been al
screwed up. Little deep thought was given to ancillary
services and their relationship to energy markets or to
one anot her.

In California and New Engl and, the ancillary
service markets have perfornmed poorly, especially in
hi gh- demand conditions. PJM seens to be the only pl ace
in which ancillary services has not been a problem
al t hough the way PIMworks, it's hard to know exactly
what the ancillary services prices are.

| think the problem here could be traced back to
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FERC s original declaration of what it thought were
ancillary service products and what it thought were not
ancillary service products, and the assunption that
these adm nistratively determ ned products could -- were
really econom cal ly neani ngful, separable products which
coul d support independent sequential markets, and |
think the evidence so far is that this is a big

m st ake.

And here we've needed to go back to square one,
since the word "optim zation" is not sonething you use
when you're a market kind of guy, people are now talking
about rational buyers, and it occurred to people that it
didn't make a whole | ot of sense to pay $200 for ten
m nutes spinning reserves when energy was $50. You
m ght as well buy the energy and not use it. It's
cheaper.

And we're seeing in New England and California
new protocols being devel oped to allow the 1SO to nmake
sensi ble trade-of fs between energy and ancillary
services so that they can provide the highest quality
products at the | owest possible -- at the | owest
possi bl e cost.

As a general matter, |ooking back at the | ast
few years, | would say that anal ysts of market power

have paid too nuch attention to concentration ratios and
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too little attention to the detailed rules that affect
mar ket performance. And here, mnor issues, do you put
in one bid curve for the whole day or a separate bid
curve for each hour, for exanple? |Is there a forward
mar ket as well as a realtime market? -- have extrenely
inmportant inplications both in the performance of the
mar ket and for the ability of entities to exercise

mar ket power .

An attention to market rules is something that
t hose of us who have worked in organi zed markets that
have been operating for the |last couple of years realize
shoul d be nmuch higher on the table.

Finally, entry, there's lots of generating
capacity seeking to enter the markets in New Engl and and
California, which I know best. In fact, the last | saw,
there were 30,000 negawatts of generating capacity
expressing interest into the New England market. That's
a market with a peak | oad of only about 22,000
megawatts. So, obviously it's not all going to get al
bi | | ed.

There's interest in generators. | see the ngjor
barrier here is in developing institutions and rules for
upgradi ng transm ssi on networks and integrating these
entities into the network. And | see a major area in

which there's quite a bit of work to be done to be in
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the area of investnment in new transm ssion capacity to
reduce constraints, to reduce the need for ancillary
services, and to integrate new generators.

| submtted comments on ny own behalf in FERC s
RTO note, and one of the observations | made, sonething
|"ve believed for a long tinme, is that when you have
conpetitive markets, when you have decentralized
deci si on makers buying and selling, followi ng their own
self-interests, as we expect agents to do in conpetitive
mar kets, the robustness of the transm ssion systemis
very inportant. W need a nore robust transm ssion
systemthan we had in the past.

This is necessary to have snooth and efficient
operations of energy and ancillary services markets and
to ensure that -- that the invisible hand of the market
pl ays the primary role and not the visible hand of the
network -- of the network operator.

Let me turn to retail markets, and |I'mjust
going to very brief -- I"mgoing to show you ny bill.
Can | turn this on?

| was in -- thisis nmy May bill. 1 was
enbarrassed to show you ny August bill, it was so
large. Let nme tell you where I'"mcomng from M
grandf at her owned a factory in the garnent district, and

when | was a kid, he always told ne, You should al ways
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buy at wholesale. 1It's nmuch cheaper. And one of the
things |I've been thinking about, and especially as it
affects custoners |ike nme, residential custoners, is
what is -- where's the value added fromretail? Wy
can't | just buy at wholesale? And it's a very easy way
that | can just buy at whol esal e.

Now, what do retailers do in other markets?
Well, they provide convenient |ocations, they provide
conveni ent hours for shopping, they provide inventories
of products, they provide a full range of conplinentary
products and different brands. Well, that's only sone
of the things that retailers do, but in electricity,
those traditional functions, you really don't need
them | nmean, the electricity just sort of comes over
the wires to ny house 24 hours a day, over the
distribution system A retailer doesn't have to have a
convenient |location. The market's open all of the
tinme. And there's no inventory. It can't be stored.
This is not to say that there aren't sone -- nany
functions retailers mght perform but at |east for ne,
that's sort of where I'mcomng from

It seens to me if that's -- if that's the way --
the way one mght |l ook -- one mght ook at this as
allowng me to buy at whol esal e, we can understand ny

bill, and I will present for Rick to -- to comrent on a
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proposal for how we can harnonize the interests of
retailers and poor little ignorant consuners |ike ne.

Here's ny bill at the -- and you'll ignore how
much electricity | assune. There's a custoner charge,
ability $6 a nmonth. That's sonething | pay as a
distribution service custoner. |It's a distribution
charge of 3.9 cents a kilowatt hour. That's regul ated
by the Massachusetts Departnent of Public Uilities.
There's a transition charge, that's a stranded cost
charge. Boston Edi son has now di vested all of their
generating plants, including their nuclear power plant,
that will come down, and it largely will reflect now the
resi dual cost of purchase power contracts and nost of
t he book value of their PilgrimNuclear Power Plant.
There are transm ssion charges, that's about 3 mlls,
and that's regulated by FERC. Energy conservati on,
renewabl e energy -- this is Massachusetts, after all --
and then at the bottomis ny generation service charge,
the standard offered charge, which is now about 3.7
cents a kilowatt hour. And that's what people have to
conpete with, conpete against.

My best offer, which | told Rick | got yesterday
on the Internet, was 10 percent off of that for two
years, plus $100. It was easy for ne to conpare. |

just took out nmy bill, and | could figure out that that

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



394

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



395

was going to be about $4.40 a nonth for the next two
years plus $100 that they were going to give ne, why
didn't I sign on? Because they also wanted ne to take
MCI Wor| dCom Tel ephone Service as a condition for taking
t hat .

Now, here's ny proposal: For the typical
custoner, there's a very easy way for the distribution
conpany, Boston Edison in ny case, to provide ne with
whol esal e service, to provide ne with a straw into the
whol esal e market. We have an organi zed market in New
England, and I'd Iike to see that generation service
charge reflect the price of whol esal e energy, through ny
| oad profile, and this sumrer it woul d have been,
don't know, probably nore than 3.7 cents, but over the
course of this year, ny guess is it would be in the
range of 3.7 or 4 cents, and let it vary fromnonth to
nmonth as the stock market price varies.

Then 1'd add sonething to the bill. It would be
retailing costs that a retailer, like the one | spoke to
yesterday, would replace, services that the retailer
woul d provide to ne that no | onger had to be provided to
Boston Edi son. And that would be ny benchmark. 1|'d see
t he whol esale price, 1'd get the benefits of whol esal e
mar ket conpetition. The retailer can try to beat the

price, if it can replace RCS services, that is revenue
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cycle service, netering, billing, et cetera, that Boston
Edi son provides to nme, they should get a credit for
that. And, nost inportantly, since |I'ma skeptic about
val ue added, they can provide nme with new val ue- added
services and provide the kinds of innovative products
that Greg Conl on nentioned before.

It seens to nme that that's a good way to protect
consuners. It gives themthe whol esal e market price.
They don't have to worry about all of the things that
Comm ssion -- that Attorney General Brownell was
worrying about in ternms of self-dealing and so on. It's
a visible price. W unbundle not only all of the
charges on ny bill, but also unbundle certain RCS
charges that are avoi ded when retail ers displace ny
utility supplier.

And that would be ny proposal for dealing with
| ots of the problens that have been di scussed today
about retail markets, is to exploit the fact that we
have conpetitive whol esal e markets and have custoners
like you and ne right on the tails of the | arger guys

who are in those markets.

Thanks.
(Appl ause.)
MR. SHAPIRO | think ny grandfather, actually,

must have worked for Paul's grandfather, which may
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explain the differences in our positions in the garnent
district, but actually, when | get to speak at this tine
of day, | always wi shed | had been blessed with the
entertai nment abilities of soneone |ike Fred Kahn, but
|"mnot, as you will see, and -- but I'll try to
conpensate for ny lack of entertainnent skills and try
to be informative.

Before | get to that, since everybody el se has
been issuing a disclainmer of sorts, | sort of thought
|'"d issue ny own, and | actually do speak on behal f of
t he conpany that pays ny salary. | know that's
amazing. And | amgenerally in agreenment with the
conpany that pays ny salary, although I may try,

i ke Fred Kahn, to send nmy bill to EElI and see what
t hey do.

VWhat | hope to do in the few mnutes | have, a
few things. One is hopefully not retrace the steps of
ot hers who have spoken here today. Instead, try to
bring you a perspective, you know, fromthe front |ines,
so to speak, of the marketplace, try to provide you a
glinpse into the type of anticonpetitive behavior that
exists today in the fledgling electric marketpl ace.

And |I'm going to conment on both whol esal e and
retail markets, you know, they're so interwoven that

it's very difficult to separate out the comments. So,
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"1l provide a glinpse into both

"Il also try to offer a perspective on how well
states are equi pped to address anticonpetitive practices
and mar ket power abuses. And finally, very briefly,
of fer some general suggestions on how well -- or
actually, how the FTC and the DQJ can play a role in
accelerating the process of creating effective
conpetition in both wholesale and retail nmarkets.

First I want to address an argunent that seens
to be working its way around this city and really, you
know, throughout the debate, and | think probably in
terms of who spoke today, Fred Kahn probably articul ated
it best, and he used a nunber of different ways to
describe it, but essentially the argunent is that you --
you needn't aggressively address or police
anticonpetitive practices and market power and that
that's just really reregulating in the nane of
conpetition.

| think we need to be careful to not let these
advocat es of deregul ated nonopol i es obfuscate the issues
in order to deter necessary market oversight and
enforcenent activities, and I would ask you to consi der
the follow ng argunents or facts, whatever you may cal
them in response to that argunent:

One is that given the historical and continui ng
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nmonopol y status of transm ssion and distribution market
oversight activities are absolutely necessary.

Two, that the objective of restructuring is
effective conpetition, not the deregul ation of
nmonopol i es.

Three, that the integrated -- vertically
i nt egrated nonopolies did not earn their current
status. They were handed their nonopoly position and
attendant privil eges.

It's incunbent upon all of us in the debate to
make sure to ensure that in the process of creating
effective markets that we don't end up with the worst of
all worlds, and that is deregul ated nonopolies. If we
do, we will never achieve the many benefits that have
been articul ated today, that have been di scussed here
today, and in the process, we will forego many of the
protections that regulation provided historically in
this industry. W need to nmake the markets work.

At this point, | thought I would shift gears a
bit to the types of anticonpetitive behavior and
exerci ses of market power that we believe that we're
observing and actually feeling today in the marketpl ace,
and let nme turn first to whol esal e markets.

| think there are three w despread narket

failings that have been observabl e.
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One is an inability to consummate transactions
for which transm ssion capability is avail able.

Second is transm ssion owners using their comon
ownership of generation and transm ssion to routinely
capture nearly all arbitrage opportunities.

Three, utilities routinely w thholding |arge
guantities of transfer capability on a transm ssion
system under the shield of native |oad, preventing
third-party access. Wiy is this behavior being
evidenced in the marketplace? | think it's fairly
sinple, given that transm ssion owners are using their
wires to project their power market nonopolies far into
t he future.

Since every third-party transacti on neans nore
potential conpetition in power sales, transm ssion
owners have an incentive to limt rather than maxi m ze
third-party use of their wire's assets. These obstacles
to conpetition are nade even worse or exacerbated by the
absence of a neani ngful enforcenment program

Wth respect to retail markets, | thought what |
woul d do, instead of providing a laundry |ist of
exanples, is walk through one | think well-illustrated
exanple. | think that it shows very clearly how the
many anticonpetitive obstacles that we, as a new narket

entrant and ot her new entrants, confront on an al nost
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dai |l y basi s.

Enron Energy Services, which is the retai

energy armof Enron, entered into -- and this is a
real -world transaction -- entered into what 'l refer
to as a voltage buy-up transaction, and |I'Il| describe

what that is with a custonmer, in the fall of '98.

The transaction provided for the ongoing energy
commodity needs of a custoner at their facility, as well
as the construction of a new electrical substation at
that facility.

Thi s vol tage buy-up, the construction of the
el ectrical substation, enabled the custonmer or would
have enabl ed the custonmer to pay a | ower distribution
rate by noving froma primary or secondary |evel in
i nterconnection to a new transm ssion | evel
i nterconnection. Many of these kinds of investnents are
often sufficient to pay for the cost of new equi pnment,
in addition to delivering sone real value to the
custoner, in addition to the ongoing commodity savings
t hat woul d have been part of the transaction that we
woul d have entered into.

As you would imagine, to get this transaction
done, we had to enter into an interconnection
arrangenment with the distribution conpany. How did they

respond? | think in many respects rather predictably.
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They del ayed the issuance of the interconnection
study that they had prom sed to deliver us on a tinely
basi s.

During the course of the study and our
interaction with the distribution conpany, they
unreasonably raised the cost of the interconnection. 1In
fact, they raised it fromthe beginning to end of our
interaction with that distribution conpany 30-fold.

And to cap it off, the distribution conmpany,
whi ch had confidential information which we had to
provide to them-- and | guess | woul d accentuate that,
we had to provide themconfidential information in order
to facilitate the interconnection -- went ahead and
secretly negotiated a deal with our custoner and
predatorially priced our transaction away.

| think this real-world exanple illustrates well
the ability of a vertically integrated nonopoly to
| everage its nonopoly assets and access to information
and in the process severely damage the effective
functioning of the narketpl ace.

The purpose of these exanples, both whol esal e
and retail, is nmerely to highlight that the
opportunities for market power abuse by vertically
i nt egrated nonopolies is pervasive and real, not nerely

t heory or hypothesis or an academ c musing. So, what do
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we do with the information?

| think first we have to recognize that the
states al one cannot remedy these abuses. First power
markets are regional in nature. They don't stop at
state borders, and, as a result, states often don't have
the jurisdiction to remedy the abuses that are being
evi denced in the market pl ace.

Second, states even where they have
jurisdiction, often |ack the resources and will power to
effectively police their indigenous nonopolies. So, the
FTC and the DQJ nust pick up where state and federal
regul atory agencies | eave off.

| think it suffices to say that the expectation
t hat many have tal ked about today, that conpetition wll
produce significant consuner benefits in this industry,
as it has in every other restructured industry, | think
as Professor Kahn can attest to, will not be fully
realized without increased FTC and DQJ oversight and
enf orcement .

Thank you.

(Appl ause.)

MR. THILLY: Good afternoon. |1'mgoing to try
to give you a perspective of a transm ssion-dependent
utility to the market power issues that are out there.

The utility that | manage is a bul k power
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utility, a wholesale utility, that supplies all the
electric requirenents of 30 cities, that are scattered

t hroughout the State of Wsconsin. W operate in four
control areas. W use -- we have to deliver to our
menber | oad over four different transm ssion systens.

W own no transm ssion at all. And our generation --
part of it is renote fromload, two transm ssion systens
away, in northern Mnnesota. And we -- on top of that,
we operate within two different reliability councils.

| Iive in a wholesale nmarket today that is |ess
conpetitive than it was four years ago. Wen | would go
out for bids, our utility would go out for bids for
power of different terns four years ago, we would get 20
to 30 bids, many narketer bids, Enron and others. [If |
go out for bids today, | would be lucky to get two bids
for firmpower, and both those bids would be from
i ncunbent investor-owned utilities within the State of
W sconsi n.

Mar keters are essentially out of our market,
because of the transm ssion constraints that exist and
the fact that they did deals in the past and have been
unabl e to deliver and had to pay |iqui dated damages or
ot her penalties, and there is no avail able capacity on
the transm ssion systemthat -- for anyone to reserve.

G ven the price spikes that have occurred in the
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whol esal e market during the last two summers, there are
huge risks to making firm sal es through the sumer
period, and so that the investor-owned utilities are not
maki ng sales in advance of the summer because of the
risk of a price spike. So, the market has really dried
up consi derably.

We are seeing transm ssion increasingly
constrained, and | think that's true not only in
W sconsin, because of its unique physical
characteristics, but it's happening in various places in
the country. And | would argue that that's
predi ctable. That as we nove to conpetitive markets,
you can see that the same fol ks that own and control the
transm ssi on planni ng and construction process are the
-- are -- also own the |local generation that is
protected by constraints. And so they are at best
conflicted when it cones to the decision of investing
and bui |l di ng new transm ssi on.

| agree with John Anderson that resolution of
vertical and horizontal market power issues is really
the key issue that we face to get to retai
conpetition. I'mgoing to not repeat what Ji m Doyl e
sai d about the Wsconsin experience but try to elaborate
on a couple points, to put alittle neat on the bones,

and try to identify what a state can do and what a state
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may not be able to do in dealing with this issue. |
think it is a very difficult issue to solve.

Attorney Ceneral Doyle nmentioned that we --
well, first, let me, as background, focus on the map for
a second. This is the transm ssion situation he was
describing. W have a 345 kb | oop from M nneapolis to
North Appl eton, M| waukee to Chicago up through Iowa,
and that is the main transm ssion backbone that the
state relies on.

You have about 10,000 negawatts of | oad,
roughly, in the eastern part of the state, and inport
capability at a maxi mum of about 1400 during the sumrer
or 14 percent fromthe outside world.

So, that's part of the problemwth the -- the
reliability problens we' ve been experiencing. Wen we
have generation outages in Wsconsin, there's very
l[ittle support that can be gotten from outside because
of this transm ssion situation.

The -- several years ago, the Public Service
Comm ssion was noving very quickly on the path to retai
conpetition, and as he nentioned, it slowed down, but I
think the reason for the slowdown is a little
different. | think that the State began to recognize
t hat because of the transm ssion constraints, it has a

hi ghly concentrated generation narket, and it's very
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difficult to sinply declare conpetition and nove forward
under these physical circunstances.

So, what the PSC did was establish certain
prerequisites to be acconplished in order to make the
nove to retail conpetition, and two of those
prerequisites dealt with transmssion. The first was to
make the system-- to beconme part of a regiona
transm ssion system CQur transm ssion systemis owned
by five different investor-owned utilities with five
different tariffs. So, it's highly vul canized and
there's a | ot of pancaking. So, to regionalize it and
then to put it under conpetitively neutral operation and
adm ni stration.

The second prerequisite was to build additional
transm ssion, to create the physical infrastructure
necessary for conpetitors fromoutside to get into the
market. That's the nore difficult of the two
prerequi sites, frankly.

In the 1998 Reliability Act, we did get a
provision that requires all the utilities to be in an
i ndependent system operator or independent transm ssion
conpany by June 2000. It goes beyond what has been done
at FERC in two ways that are inportant.

First, it applies to all transm ssion owners,

muni ci pal, co-op and investor-owned utilities.
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Second, it provides for full unbundling. The
statute says that each of the utilities nust take
transm ssion service fromthe 1SO for all of its needs.
In other words, there's no distinguishing between
retail, native |load and ot her uses of the transm ssion
system FERC |left that issue essentially for the
states, | think for political reasons, and Wsconsin
answered it -- has answered it by requiring ful
unbundl i ng.

However, a new problem has arisen, and that's
one that John Anderson flagged this norning, which is
the refunctionalization of transm ssion and distribution
in order to avoid |loss of control to the SO -- and
woul d submt, in order to avoid FERC conparability
requi renents.

We have recently had a filing in Wsconsin that
shocked many of us when we discovered that one utility
suggests that the only transmssion in the State is 345,
and of the 345, not all of that is transm ssion. And
that is |l ess than 20 percent of the transm ssion mles

that are currently under FERC tariff.

It's -- it's anusing, except that we're going to
have to fight this, and it is a major battle. | see it
-- after this happened in Wsconsin, | started to | ook

around at other states, and |'ve discovered that this
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has been happening in a pieceneal fashion very quietly,
and in some cases w thout contest. And | think we're
going to end up with a lot of inconsistent state

deci sions determ ning what is transm ssion and what is
di stribution, because of FERC s decision to allow that
decision to be made in the first instance by the states
and then to give it great deference.

In the tel ephone industry, |I've heard that the
fight has been over control of the last mle. 1In
W sconsin, it's going to be over control of the | ast
hundred m | es.

So, transm ssion may be only 10 percent or 15
percent of the investnents, but it's a strategic asset
that protects a much |arger investnent in generation

The other glitch is the capacity has been
reserved on the transm ssion system by the incunbent
utilities well into the future, and then there are
requests on the OASI S pending that would eat up all of
the transm ssion capacity that certain i nprovenents are
supposed to produce.

So, there are basically -- when we talk to our
| arge industrial custonmers about this, they have to
understand that if they got choice tonorrow, they would
be able to buy fromno one but the few utilities in

Eastern Wsconsin. There is no capacity to go
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el sewhere

And, unfortunately, under the FERC order 888
Tariff, once you have a transm ssion reservation for a
year or nore, there's a rollover right, which if you
pl ay your cards right, it means if you have that
capacity now, you can keep it indefinitely into the
future by rolling it over and keeping your conpetitors
out .

So, the SO is an inportant prerequisite, and
we're noving in that direction, but it's not enough.
There's the necessity to build new transm ssion, and |
t hought it was interesting that our Attorney General was
pessim stic about the ability to get that line built.

My feeling has been there's a window at this
poi nt, because of the reliability problens that there
has not been in the past, to get political support to
build, but by the tine it's conpleted, |load growth w |l
have put us in the position where we still only have 14
percent inport capability.

But there's no way to over-enphasi ze the
envi ronnmental and | and owner opposition that will exist,
the political hot seat it will put people in, and, also,
the difficulty that we can't just build to the Wsconsin
border and solve the problem W would have to build

into Mnnesota, and we'd have to have fixes in Illinois
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for the transm ssion capacity to be there, and there's a
Iine pending, that's been pending for sone tinme, an
application for 12 mles into Mnnesota, and we can't
get M nnesota to take action on that [|ine.

So, query -- can we get the infrastructure
necessary for vigorous conpetitive market in the future
wi t hout Federal siting of condemation authority, and
who wants to be the one to raise that? | certainly
don't want to do it at hone.

Uilities argue that they need an incentive,

t hey need nore noney, higher rate of return to build
transm ssion, but | would submt to you that there's a
much bi gger conflicting incentive at work here, that if
our transmssion utilities build, they expose their
generation to conpetition fromcheaper power fromthe
west, and how do you offset incentive through a m nor
tweak in the rate return?

What we need instead is a structural solution
that separates the transm ssion fromthe generation
which is what is pending in the bill that is hung up in
t he budget process right now, which would require or
give a strong incentive for divestiture of the
transm ssion into a single transm ssion conpany, not
i ndependent, because part of its stock would be owned by

the utilities, but a separate corporation with separate
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statutory duties that has no internal conflict for
capital

In other words, it can't -- its single purpose
-- It's not |ooking at investing in plants in
California or doing this or otherwi se, but sinply is
there to build, own, maintain the transm ssion
infrastructure on a for-profit basis over the |ong
term Because it's not independent, it would be a
menber of the M dwest | ndependent System Operators,
whi ch woul d nmake us part of the larger grid and get the
i ndependents and tariff adm nistration.

| believe that bill will pass, and will nove the
ball forward on getting facilities constructed, but I
also think that's going to be a |l ong road, which | eaves
us in the situation of having substantial generation of
hori zontal market power in Eastern Wsconsin. One
utility controlling 54 percent of the generation, tw --
add in the two others, and you're over 90 percent.

But the problemis worse than that, because nuch
of the generation is jointly owned plants. So, then
it's very hard to conpete out of the same production
facility. And, in addition, the sane parties control
the lion's share of all the inport capacity into the
State.

So, to get to a conpetitive market, we are going
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to have to deal with the divestiture issue, and that is
going to be extrenely difficult, because we have strong
utilities that have provided good service, that have
been relatively low cost, and the political will to
break those utilities up in order to try to get to the
benefits of conpetition may not be there.

And what do we do if we have divestiture and the
pl ants were put on the market and they sell for three or
four times book value? Mst of the plants are
efficient, lowcost coal-fired plants, and the market --
the recent experience would suggest that they will bring
a price substantially above net book value. \Were does
that benefit go? It's the opposite of stranded cost.
How are we going to get lower prices if plants are sold
for four times what's in the rate base today?

Very, very difficult issues that we're westling
with, and | think we've dealt with the transm ssion
issues to the best that we can at this point, but the
generation market power issues |I would predict are going
to be extrenely difficult for the State to resol ve.

(Appl ause.)

M5. EATON: If there's a Julie Koch in the
audi ence, could you please see M ke now? There's a
nmessage for you

Go ahead.
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MR FOER  Well, with all of the concern to
confess who one does or does not speak for, before | do
it, let me ask, how nmany enpl oyees of the FTC are in the
roonf

(Show of hands.)

MR. FOER: Ch, good, okay. You'll know how nuch
| enjoy saying, as a fornmer FTC enpl oyee, these renmarks
are personal and do not necessarily reflect the views of
t he Conm ssion or any conmm ssioner. |'ve been waiting
to say that for many years.

I'd like to back off from sonme of the trees and
tell you what | see of the forest, and do that by
| ooking at what's going on in the world around us where
a remarkably | arge nunber of countries virtually
si mul t aneously are novi ng away, making the transition
fromcentrally planned econom es with regul ated
nmonopol i es to market econom es.

It's easy when we | ook at that to see the danger
of applying economc theory w thout due regard for
institutional realities. Because the U S. electric
industry is also in such a transitional phase, | think
it's useful to note sone of the parallels that | hope
you'll find suggestive.

Sonebody said earlier that transition should be

vi ewed as sonewhat coterm nous with the recovery of
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stranded costs. That is a far nore narrow view than |
woul d take. It seens to ne that new institutional
contexts are required as nonopolists change into
conpetitors, as custoners learn to becone shoppers, as
rate regulators norph into antitrusters, hopefully.

Li ke a Shermanizing nation -- that's the term
I"'mtrying to apply -- our electricity sector is going
through a transitional phase on the way fromregul ated
nmonopoly to free market. As John Hil ke has said, as
John Anderson said earlier and as others have said
today, the antitrust |aws, while very inportant, are
oriented to the maintenance of conpetitive markets
rather than to the creation of conpetitive markets. But
monopolistic industries, like electricity, are al nost by
definition characterized by the presence of market
power .

So, if we have any idea that antitrust alone is
going to assure a conpetitive market, we'll be del udi ng
oursel ves and possibly subjecting the public to the
worst of all worlds, mniml regulation by the public
together with mninmal regulation by market forces.

"1l try to focus on what | think the FTC can
do, and let's begin by recognizing the novenent from
nmonopoly to conpetition is only partial, it is only

going to be partial. The transm ssion stage will remain
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a regul ated, natural nonopoly, but the FTC has already
pl ayed an inportant role. [It's already hel ped shape the
under standi ng of the conpetitive problens that are

i nherent in the conbination of nonopoly and

conpetition. It has been a consistent advocate for
structural separation of transm ssion and generation,
and experience indicates that the advice that it's been
giving to FERC and to the states, has been correct.

Even with structural separation, of course,

which we're still far from achieving, there wll
continue to be antitrust issues, for which the FTC s
continued | eadership is going to be needed. As we nove
toward restructuring, many large integrated utilities
are already divesting their generation assets.
Sonetinmes it's mandatory, sonetines it's voluntary, but
it raises issues that | haven't heard nentioned yet that
are anal ogous to the privatization process occurring in
many transitional countries.

I n Shermani zi ng countries, privatization has
often neant selling the natural -- the national
nmonopol y, not necessarily a natural nonopoly but a
nati onal nonopoly, to the highest private bidder, who
is, of course, willing to pay a particularly high price,
because it's purchasing a nonopoly. And this is a

Faustian bargain. The state gets the highest price,
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sure, but then it | eaves the public with an unregul ated
monopoly. Sone deal .

But simlarly, we're watching our divesting
utilities turn over generating resources to the highest
bi dder rather than to use this stunningly unique
opportunity to create a conpetitive market by selling
the assets in |ogical packages to nmultiple conpetitors.

A recent report says that just five conpanies
bought half of the electric generating capacity sold in
the U S. since August 1997.

Now, when the U. S. sends its antitrust experts
abroad to Shermani zing countries, the advice that they
increasingly give is the new conpetition agencies should
enphasize initially, at least, their role as advocate of
conpetition. Nothing is nore inportant during the
transitional phase than to keep the pressure on
government al deci si on-nmakers to take conpetition into
account when conpanies are privati zed.

Now, here, there's still a |lot of unsold
generation capacity that will be com ng on the narket.
| think the FTC should find ways to use its role as
conpetition advocate to influence governnent al
deci si on-makers, to use their power pro-conpetitively as
t hey shape and approve generation divestitures.

It's al so necessary to | ook at nergers of public
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utility conpanies in the light of transition. The wave
of mergers of utility conpani es has washed over FERC
virtually uninpeded. | don't think it's just a question
of a regulatory regime being used as the excuse. The
fact is if all we do is apply antitrust standard, the
federal antitrust standards, and two nonopolies are
nmerging, by definition there's not going to be any
overlap, and unless we get into potential conpetition in
the anal ysis, which is sort of out of the vogue, there
won't be found antitrust violations. That's why it's
important to keep FERC in the picture.

Let me focus for just a second on the Barton
Bill, which as | understand it, in its current
formulation, is going to take FERC entirely out of the
nmerger review process, leaving electric utility mergers
to the antitrust |aws adm nistered by FTC and Justi ce.

If you elimnate the public interest standard that FERC

is currently authorized to enploy, the Bill would renove
one of the nost inportant tools potentially -- | stress
potentially -- available for structuring a conpetitive

el ectric industry.

But a public interest standard that takes
national conpetition policy into account in the context
of transition to conpetitive markets can at | east

potentially be used to slow the consolidation of the
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industry. Elimnating FERC s nerger review authority
woul d amount to a catastrophic cave-in to the |arge
investor-owned utilities, which are clearly
consolidating as a strategic response to the prospect of
having to conpete.

On the other hand, it has to be said FERC has
done little to distinguish the public interest standard,
using it only to extract unrel ated concessions from
conpani es that seek to nerge. |If the standard survives,
then it would be very useful, | think, to have the FTC
suggest to FERC a pro-conpetitive vision that would hel p
guide a nerger policy oriented toward the creation of
conpetitive markets.

ldeally, as well, | would like to see the FTC
join those who are calling for a noratoriumon |arge
utility nmergers pending conpletion of the transition.

Now, the Comm ssion, | think, has to be
conplinmented for many things. It's already played a
truly inmportant role in helping to identify conpetitive
and consuner protection issues that have been reveal ed
by the process to date. |In fact, many of you may not be
aware that the huge inpact the FTC has had through its
letters and comrents to the states and its advocacy at
FERC and t hrough speeches has been acconplished with

human resources limted to approximtely 1.1
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prof essional staff years in the Bureau of Conpetition
and the Bureau of Econom cs conbi ned.

| certainly salute John Hi | ke, M ke W obl ewski
and their conpatriots for a truly heroic achievenent to
date, but without reflecting on them the task ahead is
far too large for 1.1 professional work years.

VWhat nore is needed, to throw a few things out
here? First, the Conmm ssioners thenselves -- wish were
in the room-- must beconme nore know edgeabl e about this
very conplex industry. They suffer froma conplex that
many of us have, which is how can you understand an
industry like this and how can you put yourself in the
position of saying anything in public about it? It's
t oo damed conpli cat ed

But the reality is there's expertise in the
Comm ssion right now, and they can | earn what they need
to learn. To the extent that they're not up to speed
yet, they can get up to speed. One Conmm ssioner could
take the | ead.

| think the FTC has earned FERC s respect
t hrough the advocacy that it's done thus far and that
FERC s NOPR on regional transm ssion organi zations
appears to nme to be a capitulation to the FTC s
consistently presented view that the conpetition

objective will best be served if transm ssion and
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generation are structurally and not nerely functionally
separ at ed.

This is certainly not the tinme for the
Comm ssion, the FTC, to hunbly retreat, even though it's
easy to pick up reasons why they m ght stay out of the
policy kitchen. To the contrary, electric deregul ation
is going to be the nost inportant sectoral deregul ation
that our country handles. Not only are the nost dollars
at stake, but the consequences of not getting it right
are probably the greatest, including not only the shift
of dollars fromone pocket to another but the
possibility of death and serious injury if things don't
go well.

The American consumer needs the FTC in this and
init in a far nore aggressive way than it's been. The
Comm ssi on should continue to nmake itself felt by
har pi ng on the special needs of a transitional
situation, wth state level, with FERC, with the
Antitrust Division, with Congress and in public
speeches.

It should study the focus on building for
conpetition rather than sinply keeping markets from
becom ng | ess conpetitive. It should try to direct
attention to structural issues, as it's been doing, wth

particul ar respect to | arge conpani es where there's a
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mar ket power concern, rather than allowi ng the focus to
devol ve onto the easier targets presented by snal
pl ayers and conparative mnuti a.

And | think they should at least triple the
resources that they are conmmtting to the conpetition
side of this, whether Congress provides themthe
resources to do that or not.

To conclude -- as Alfred Kahn said, |I'm al nost
there -- the FTC should be a gathering point of
information and analysis, and it shoul d undertake
addi ti onal workshops of this type, specifically asking
guestions about what does and what does not work. It
shoul d eval uate experience in the field, and it should
share with the electricity community what it deens to be
t he best practices and the worst practices.

If it identifies problens that are not being
resolved, it should contenpl ate issuing guidelines or
even trade regulation rules to define what woul d be
viol ations of Section 5 of the FTC Act. The threat of
this type of adm nistrative action could be an
i npressive sort of Danocles, especially considering the
FTC s potential influence on the interpretation of
little FTC acts at the state |evel.

As the staff goes about its electricity

business, | think it should collect information with an
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eye to an eventual rul emaking, even -- even if, as |
hope and |I'm sure you all hope, I'msure the FTC hopes,
this woul d never actually be necessary. | think we

should be noving on it, though, as if it's going to be
realistic at some point in the future.

Experience with market power issues to date
suggests that the FTC is playing a critical role in
shaping the transition. It has a strong track record to
build on, and it should have the self-confidence to
becone an increasingly aggressive advocate of the
institutions that will make conpetition work for
consuners.

Thank you.

(Appl ause.)

MR, H LKE: W have tinme for a few questions
fromthe audience, if anyone would like to step down to
the m ke and ask a questi on.

MR. KELLY: | have a question. John Kelly from
t he American Public Power Association. D d | understand
you correctly to say that in nost whol esal e markets, the
margi nal -- the price does reflect the margi nal cost?

MR, JOSKOW | was referring specifically to the
California market, the New Engl and market and the PJM
mar ket, and there's been quite a detail ed anal ysis done

of the prices and marginal costs in California that's
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avai l able on the University of California at Berkeley's
Energy Astute Wbsite that | ooks at sone detail at the
pricing and margi nal costs, and the results are just as
| suggested. During nost hours of the year, it |ooks
like a perfectly conpetitive market. During very high
| oad hours, price is way above nmargi nal cost.

MR. H LKE: O hers?

| have a question, then, since we have got a
m nute or two.

Comm ssi oner Conlon first brought up the issue
of time-of-day nmetering and how inportant it nmay be in
assessing or attenpting to renedy both retail and
whol esal e marketing -- market power issues. | wondered
i f each panelist could sort of rank tine-of-day netering
fromone to five or sonething |ike that, with one being
the nost inportant and five being the | east inportant,
in terms of where we go from here.

MR JOSKOW Start with ne?

MR. HI LKE: Yeah.

MR JOSKOW | don't knowif I can -- if | can
rank it. | would say that having a significant anount
of load that is price-sensitive, at |least in the day
ahead market and ideally in the realtine market, is an
inportant attribute of well-functioning conpetitive

whol esal e nar ket s.
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In terns of considering it, we have to consider
the costs that it will incur for custoners, and one of
the things | hope is that in unleashing retailers, they
will find opportunities to identify custoners that can
benefit by producing their | oads when prices are high
and al so help to devel op i nnovative technol ogi es not
only for metering but also for |oad control and
communi cations. So, | think it's an inportant piece of
the -- piece of the picture. I'mnot sure | would rank
it as high as sone other things, though.

MR SHAPIRO | also will not attenpt to rank
it. | think it's clear that as custoners becone
i ncreasingly exposed to price volatility, that it wll
becone a very inportant and val ued service in the
mar ket pl ace. | think, though, that you -- again,
think it gets to the whol e question of sort of how do
you get to an environment in which there are conpetitors
of fering innovative products and services, and it's
dealing with, I think, the kinds of issues that have
been articul ated here today around market power and
anticonpetitive practices.

If you don't effectively deal -- if you don't
effectively deal with those -- that kind of behavior and
those issues in the marketpl ace, you won't have

conpetitors and you won't see the proliferation of
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i nnovati on and technol ogy.

MR. THILLY: Tinme-of-day pricing in and of
itself, we have had tinme-of-day pricing in Wsconsin for
along tine, the MGE case in the seventies, | think. |
don't -- what | do think helps is to have realtine
interruptible prograns where industrial custoners are
interrupting not because they are required to interrupt
and they have agreed to it way in advance, but they're
responding to a price based on the market price of
energy at the tinme, which creates sone demand el asticity
and hel ps to noderate -- would help to noderate the
spi kes that we've seen. So, to that extent | think it's
i mportant.

MR. JOSKOWN Could | just reinforce that point?

There's a | ot of confusion on this point.
Traditional tine-of-day pricing where you have a
different price during the day and at night is useless
for these purposes. |If you find out a nonth |ater that
the price was high in the daytinme in July, that doesn't
help. It's this kind of realtine interactive pricing,
and it's not just interval neters. |It's actually
realtime control, the ability to adapt and to respond,
and that requires comuni cations, it requires equi pnent
in place.

And there are -- | nean one of the great
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el ectricity nonopolies on earth, Electricite de France,
actually has a variety of schenes like this that they
have i nplenmented over time with two-day notices, one-day
notice, one-hour notice. So, it's sonething that's
doable, and it's one of the things | would hope to
energe as these markets sort thensel ves out.

MR. HI LKE: One |ast chance for one |ast
guestion or -- yes.

Coul d you identify yourself |oud enough so they
can hear you down here?

(Speaker did not conme to m crophone.)

MR. YOON. Sure, ny nane is Paul Yoon. | just
have a question for the panelists. W talked about the
electricity in ternms of encouragi ng conpetition, and
also I was wondering, if you have a physical backup
transmtter capacity, obviously you need to invest in
transm ssion lines and increase the capacity that way,
but if you have a problemw th the incunbent utilities
hol di ng the capacity from usage, should the Conm ssion
take on a role of encouraging, say, secondary markets
where those transm ssion capacity is not used by the
i ncunbent or it is to be used or sold?

MR, JOSKON Well, you certainly could apply a
use-it-or-lose-it rule to incunbents that own

transm ssion capacity and could use it to exercise

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



460

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



461

mar ket power in one way or another, and one of the
probl ens of use-it-or-lose-it rules in electricity is
when do you have to use it by? 1Is it an hour ahead, a
day ahead, a week ahead?

And without | think a nore robust access system
where transmssion is just not withheld, period, but is
fully put on the block, as is the case in the systens
that | nmentioned, | think you' re going to continue to
have problens, but clearly sone kind of
use-it-or-lose-it rule would be better than the status
quo.

MR, SHAPIRO. | think that, you know, one
response is -- and to that question specifically -- is
that you don't get secondary markets until you have
effectively functioning primary transm ssion nmarkets,
and | think it's safe to say that that doesn't exist
today and that structural changes, rul emaki ng changes
whi ch the, you know, the FERC are considering as we
speak are absol utely necessary.

You need the proper set of rules, you need
properly incentivised institutions, whether they're
transcos or independent system operators that wll
facilitate the devel opnment of primary markets, and
clearly with the right set of rules, you know, secondary

markets will invariably follow
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MR. THILLY: | agree with that, and it's not
quite so sinple as soneone who's reserved a | arge bl ock
of capacity and isn't using it. It's the calculation of
avai l abl e transm ssion capacity in which they find none
i s avail abl e because of significant reservations for
reliability purposes. And what we've found is the
utility that reserves a significant anmount for so-called
reliability is one that has adequate capacity on its own
system and wants to use that transm ssion capacity to
inmport on a firmbasis, and by withholding it fromthe
mar ket for reliability, it's available for nonfirm
i nports.

Conversely, the utility that needs capacity
suddenly decides that it doesn't need reliability
reservations, because it wants access to firm and
havi ng t hose deci sions made by market players as opposed
to a neutral, independent system operator, is a recipe
for continuous problens.

M5. EATON.  John, can | ask a question?

MR. HI LKE: Yes, you certainly nmay.

M5. EATON:. And it really goes to both the
transm ssion i ssue and sone of the generation issues
that we've skirted around. People want to incentivise
expansions. There was a | ot of discussion about

appropriate transm ssion pricing in order to get lines
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built and things expanded. People tal ked about entry
responses to price rises.

But there seens to be a basic problem which is
that all of the additions, whether it's generation or
transm ssi on, have severe environmental limtations. It
seens that we have a problem-- a public will problem
t hat people want to have |l ow electricity prices, but
they don't want to have the investnent that's necessary
to get there.

Does anybody have comments on that and either
how we can overcone it or recognize it in our public
policy?

MR. THILLY: Jade, that is a very significant
problem a "not in ny backyard" phenonmenon for
transm ssion lines. At least in our part of the
country, any line will be opposed and will be opposed
strenuously, and there will be |awsuits.

We are trying in the legislation that's been
proposed to provide sonme financial benefits to the | ocal
towns and counties through which the Iines go. They
have not in the past received nuch of any tax revenue.
It's just a downside politically for them So, there is
envi ronnental offset fee and an ongoing "in lieu of tax"
requi renent that has been built into try to at |east

noderate the opposition. But | don't think it's going
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to make it easy to do. It will just nmake it a little
less difficult.

The incentivization, just one comment there. W
have advocated that the |ISO or whatever put new
transm ssion, once it's been identified, planned, sited
or whatever or alternative paths, put it out for bid.

Put the return requirenent out for bid. |'mvery
skeptical that there is not an investnent pool out there
that can be tapped that is |ooking for a 10 and a hal f
or 11 percent solid, safe return froma regul ated

i nvest nment .

And so I'd like to introduce sone conpetition
into the return rather than these argunents, Well, we
need sone unspecified incentive in order to build. Have
t he people who are not generation owners build, put
i nvestment pools together, and let's see what happens.

MR. JOSKOW | think when you tal k about
transm ssion expansion, in all of this discussion, we're
t hi nki ng of major new lines through pristine areas that
cost hundreds of mllions of dollars, and there are
projects |ike that, but there are lots of transm ssion
enhancenents that involve lots of small things you can
do on the transm ssion network that don't involve any
environmental inpact, that don't involve any opposition,

and a lot of these opportunities are lying there in the
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transm ssi on networks we have now to enhance their
capability to accommodate new power plants.

And in the case of new power -- | think in New
Engl and, is anyone ever going to build a new
transm ssion card through northwestern Connecticut or
through the Berkshire Hills? It's extrenely unlikely.
It's not going to happen. All of the partners of
Cravat h, Swai ne & Moore have houses there, they' Il fight
it to the death, and we're going to have to -- in New
Engl and and | suspect in other regions, we're going to
have to build power plants in New England and rely on
gas coming in fromthe rest of the country, and these
power plants are getting sited, slowy.

There is environnmental opposition, but | think
we're going to have to rely on increnental investnents
in gas-fired generation and other environnmentally benign
t echnol ogi es and enhancenents deepeni ng of the
transm ssion network we have in the region. | suspect
the sane is true of California.

MR, SHAPIRO. Just if | could add one thing, we
at Enron are a firmbeliever that optim zation of
exi sting assets, and | think Paul -- echoing Paul's
comments, is a significantly | ost opportunity when it
comes to sone of the environmental benefits, and we're

absol utely convinced that if you have a properly
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incentivised transco or properly incentivized generation
conpani es woul d properly utilize existing assets in a
way that would forego the need for new investnments quite
consi der abl y.

And that's not even taking into account, |
think, the inability to tap into all of the demand side
opportunities that would cone froman effectively
functioning retail market. So, there are enornous
opportunities out there that aren't being fully tapped
because we don't have effectively functioning whol esal e
markets and retail markets.

MR HLKE Wll, I want to thank the panel, and
we will be noving right on to the next panel, so please
don't go away.

(Appl ause.)
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SESSI ON |11
HOW DOES VWHOLESALE COMPETI TI ON FOR GENERATI ON
AFFECT RETAI L ELECTRICI TY COVMPETI TI ON?

MR. H LKE: Good afternoon, this is Session |11
that we're about to begin.

SPEAKER: You're conpeting with cooki es.

MR. H LKE: | understand that. No, it's higher
bl ood sugar is what we're conpeting wth.

The subject of Panel 111 is how does whol esal e
conpetition for generation affect retail electricity
conpetition, and the format for this session is
different than for the previous ones, and that is that
we basically have just one set of presenters. So, they
get to both present the facts and also criticize them
So, that's the format for this afternoon.

| will introduce the speakers first, and then we
can get right to it.

The first of our presenters is Kevin Kelly, who
is the Deputy Director of the Ofice of Electric Power
Regul ation at FERC. He's responsible for analysis of
maj or electric policy issues, advising the Comm ssion
about these policies, and participating in the
managenent of the office.

Before com ng to FERC, Kevin was the vice
presi dent of Keystone Center and director of the
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Keyst one Energy Program and al so worked for the Ofice
of Electricity, Coal and Nucl ear Renewable Policy at the
U S. Departnent of Energy, and it's Dr. Kelly.

Qur second speaker is Dan Adanson, who is the
Deputy Assistant Secretary for Power Technol ogies in the
O fice of Energy Efficiency and Renewabl e Energy at the
Department of Energy. This Departnent is at the
forefront of efforts to devel op clean, conpetitive power
technol ogi es for the next century -- the next mllennium
| guess we say now, don't we? That's the new tw st,
everything's the new m || enni um

Dan has worked at the Departnment of Energy since
1994 and assuned his current position in Cctober of

'98. From'97 to '98, he was Special Assistant in the
Ofice of the Secretary and led the staff -- and was the
| ead staff person in the admnistration's bill and the
formation of it, and we spent |ong sumrers together
wor ki ng on this.

MR, ADAMBON. Quality tine.

MR HILKE: Prior to that, he was working with
Congress on energy and environnental and natural
resources issue.

Craig G azer is in his second termas a nenber
of the Public Uility Commi ssion for Chio. He served as

Chair of that Comm ssion from'91 until earlier this
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year. He also serves on the board of directors of the
Nat i onal Association of Regulatory Uility Conm ssioners
and is a nmenber of the Electricity Commttee.

Addi tionally, he serves as president of the
board of directors of the H gher Energy Project and is
chair of the Aneritech Regional Regul atory Coordinating
Comm ttee and serves as a nenber of the AEP Regi onal
Regul at ory Coordi nating Comm ttee.

Bef ore going to the Conm ssion, he worked for
the Mayor's O fice in Ceveland doing electric utility
regul ation work and for a private firm

Jerry Ellig is senior research fellow at the
Mercatus Center for the Institute of Humane Studi es at
CGeorge Mason University. He's also a senior citizen --
a senior citizen, yes --

MR. ELLIG Not quite, not quite.

MR. H LKE: -- a senior fellow at the Citizens
for a Sound Econony Foundation in Washington, D.C. He's
previously served as senior econon st for the Joint
Economic Conmttee of the U S. Congress, Assistant
Prof essor of Econom cs at George Mason University and
consultant to the President's Conm ssion on
Privatization.

And | ast but not |east, Jan Smutny-Jones is

executive director for the Independent Energy Producers
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Associ ation, and his second hat is as chair of the
California 1SO So, with that, we'll begin wth Kevin.

MR. KELLY: Thank you, John.

Good afternoon, everybody. |It's a pleasure to
be here with you.

My instructions are to talk to you about FERC s
RTO NOPR, to give you an update and to keep it short, so
| will try to do that.

We believe that RTOs can help mtigate electric
mar ket power in three ways. One, for vertical market
power, RTGs can correct actual or perceived
di scrimnatory conduct by transm ssion owners who can
favor their own generation or their affiliates
generation. There have been many conplaints to FERC
about how avail abl e transm ssion capacity is cal cul ated
or determned, violations of FERC s standards of
conduct, how line loading relief is conducted,
congestion practices managenent and conpl ai nts about
OASI S sites that are difficult to use. Having an
i ndependent system operator wll correct certainly the
perception that there's bias, and if there's an actual
bi as, correct that,, too.

Second, RTGs can help mtigate horizontal market
power by overcom ng a nunber of engineering and econom c

problenms with how the grid is operated now where one big
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transm ssi on machi ne has many separate owners and nany
separate operators who act in an uncoordi nated fashion
The result of that is it's legitimately hard to
cal cul ate transm ssion capacity where you're trying to
figure out how nmuch your part of the grid can carry
wi t hout know ng what your nei ghbors are doi ng, or your
nei ghbors' actions can cause overflows on your system

Al so, by setting transm ssion prices as we do
today, in nmany small regions it beconmes expensive to buy
power from several utility systenms away. You have to
pay on average a third of a cent to go through each
utility system So, if you're buying fromthree systens
away, you're automatically paying a one cent penalty for
transm ssi on.

By pricing in a different way, w thout any |oss
of revenues to owners, you can be able to nove power
| ong di stances and hence, where you have now perhaps a
few |l arge players in a small market, those | arge pl ayers
coul d becone snaller players in a | arge narket,
mtigating the market power.

And third, RTGs could help mtigate market power
to the degree that they carry out certain market
nmoni toring functions, and our proposed rul e suggests
that should be a function of an RTO. Let ne read to you

what the rule proposes. It proposes a function nunber
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six for RTGs, saying, "The RTO must nonitor markets for
transm ssion services, ancillary services and bul k
power, to identify design flaws and market power and
propose renedi al actions.”

Now, we break that down into pieces. One piece
is that the RTO nust nonitor the market for transm ssion
services and the behavior of transm ssion owners, if
there are owners separate fromthe RTO operator, to
determne if their actions hinder the RTO in providing
reliable, efficient and nondi scrimnatory transm ssion
servi ce.

Second, we said the RTO nust nonitor markets for
bul kK power and for ancillary services, at |east for
those markets that it hopes to set up

Third, the RTO nust periodically assess how
behavior in markets operated by others, such as a
bilateral sales market or a PX set up by soneone ot her
than the RTO how those are affected by the RTO
operations and whet her the RTO operations could be
i nproved so to nake those markets work better.

And | astly, we'd propose that the RTO nust
provi de reports on market power abuses and market design
flaws to the Comm ssion and to other affected regul atory
entities, reports that contain specific recommendations

on how observed nar ket power abuses and nmarket flaws
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coul d be corrected.

Now, this last elenent, I mght say, is a
potentially controversial one. There is sone legitimte
guestions about to what degree the RTO should sinply
gather information or act as a kind of quasi-regul ator,
taking on a sort of governnental function, and we expect
to get good comments on that. W have gotten sone
al r eady.

Initial conrents on the rule were due on August
23rd. We're analyzing themnow Conments on those
comments are due Septenber 29th, and after we read
those, we will get about the business of trying to
fashion the final rule.

Thank you for your attention.

(Appl ause.)

MR. ADAMBON. Okay, Kevin's really set a tough
exanple in terns of brevity that | wll try to beat.
can't help but note that I went to | aw school here, and
| don't knowif |'ve ever been back before today, and
I|"msort of inthis roomwith these -- it's sort of
strange, kind of a m xture of fondness and dread.

So, Kevin was tal king about the transm ssion
system |I'mgoing to go -- telescope down to the
distribution system Wat |I'mgoing to talk about is

di stributive power; that is, generating your own power,
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on-site power, snmall generating units in many cases,
and, you know, how that relates to market power and how
it is a possible renedy.

| think we're at a unique point in the history
of the electricity system where people are for the first
ti me thinking about choosing their power supplier,
because of retail conpetition in many states, and at the
sane tinme you have a |l ot of technol ogies, m croturbines,
fuel cells, reciprocating engines, et cetera, getting to
t he point where they are close to being econom c as
on-site generation.

| think it's -- you know, when you nmake t hat
first step to choosing your own power supplier, it's not
then nearly as far a distance to take the next step,
which is to say maybe | shoul d generate ny own power.
And | see retail choice as the first wave of electricity
restructuring, and perhaps on-site power, distributed
power as being the next wave, and in many ways
distributed power, if it's economc, is kind of the
ulti mate mar ket power renedy.

If there's a market power problem at whatever
| evel , you have the option of generating your own power,
at least a | arge share of your own power, and obviously
that's going to help you quite a bit in dealing with the

mar ket power probl em
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In my standard distributed power speech, | have
about ten pages about how great distributed power is and
all of the econom c benefits, environmental benefits,
reliability benefits. [1'll skip that and just go right
to the challenge, which is that even though there's a
| ot of potential for distributed power to nake progress,
there's a host of regulatory and institutional issues
that stand in the way potentially of nuch distributed
power happening, even if that is the nost econom c way
for sonme customers going forward.

Again, there's about ten different issues that |
could tal k about, but 1'"mgoing to only tal k about one,
which is interconnection. Mst folks that do a
di stributed power technol ogy are going to want to
i nterconnect to the grid, and there's a nunber of
reasons for that.

First, if the system goes down or is out for
mai nt enance, they are obviously going to want to be able
to get backup power fromthe grid. Secondly, if the
systemis not being fully utilized, let's say you have a
fuel cell and it's in a business and you're only -- you
know, you have a big | oad, about 14 hours a day or 16
hours a day, you may want to sell the power that fuel
cell generates for those remaining hours. So, you're

going to want to sell power back to the grid. So,
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you're going to want to be interconnected.

And right nowthat's a very difficult thing to
acconplish, because there's literally hundreds and
hundreds of just different interconnect standards.
There's al nbst as many interconnect standards in the
United States as there are utilities. And so just kind
of wading through that is very difficult, and to be
candid, | think although there's very, very inportant
safety issues, reliability issues, power quality issues
that you have to address when you interconnect, there's
also a ot of |anguage and a I ot of ternms and conditions
and a lot of technical requirenents that utilities place
on those who want to interconnect that are just
di scrimnatory.

And it really harkens back in a way to where the
transm ssion systemwas 10 or 20 years ago. | nean, the
FERC has made it a matter of course that the
transmssion lines in the United States are for the nost
part open. WelIl, that wasn't the case, you know, as
short as ten years ago, and what they did was they have
people -- first we had Energy Policy Act, then we had
peopl e having to require -- being required to file
tariffs, you know, a unilateral offer that qualified
takers can take up on it, and I think we may need to do

the sane thing with distributed power.
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First, there needs to be uniformtechnical
i nterconnect standards, and ny office is funding that
t hrough sonething called the IEEE, trying to devel op
consensus i nterconnect standards.
Then, there needs to also be sone kind of
nondi scrimnatory distribution tariff that specifies the

rates, terns and conditions of interconnect. And

wi thout that, | don't think you' re going to see a |ot of
progress being made, and |I'lIl make a brief analogy to
telecom and one of the rules | |earned in working on

electricity was it was really dangerous to nake tel ecom
anal ogies, and |I've tried not to make them but in this
case | will violate my rule and nmake it, which is to say
that until 1969, it was a violation of federal |aw for
you to hook a phone up to the tel ecom network that was
not nmade by AT&T, okay?

And then ny tel ecomcoll eagues tell nme that in a
deci si on known as Carterphone, which overturned
Hush- a- Phone, the FCC said that that was no | onger the
law. Well, that was 1969, and then it took until 1978
and a |l ot of subsequent litigation to the '69 decision
for there to be agreenent and for there to be
est abl i shed a universal, uniforminterconnect standard
for tel econmuni cations equi pnent.

And that's sonething now we very nuch take for
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granted, you know, you want a new phone, we want a new
fax, we just go down to the store and buy it and it
hooks right in. And | don't want to take that anal ogy
too far.

Qoviously this is probably a nore conplicated
issue froma technical and safety standpoint, but | do
think it points out that we need -- we need sone kind of
uniformty, because if you don't have uniformty, the
transaction costs involved in hooking up these new
t echnol ogi es coul d be prohibitive.

"1l just nmention a few things that we're
doing. CObviously a lot of the technol ogies, be they
renewabl e technol ogies or fossil technol ogies, are the
progeny of the Departnment of Energy's R&D effort. So, |
won't bore you with that, but we spent hundreds of
mllions of dollars over the years devel opi ng these
technologies in partnership with industry and the | abs.

W also, as | said, we're funding this | EEE
effort to devel op consensus interconnect standards, and
finally, in our restructuring bill that we submtted to
Congress this April, | was very proud that we | believe
were one of the first entities to submt an electricity
restructuring bill that had a very heavy distributed
power conponent.

Included in that was the -- we would give -- we
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woul d establish a federal uniform-- nationa
i nterconnect standards that woul d be enforced by the
Comm ssion. W also did sone tax provisions. There
were sonme inequities in terns of how distributed power
equi pnent is treated for tax purposes, where the
depreci ati on schedul es can be nmuch longer if you are
installing distributed equi pnment as opposed to central
station equi pnent.

We had also an 8 percent tax credit for conbined
heat and power systens and al so sone al nost advi sory
| anguage recommendi ng that states consider giving
di stributed power equi pnent a break when they are
i npl enenting various stranded cost regines. So, | wll
just leave it at that but just to say that there's a
huge potential for distributed power technologies to
al l eviate market power problens, but just as you have
had to go through a ot of regulatory and institutional
change both for whol esal e conpetition to becone a
reality and now retail conpetition is beginning to be a
reality, at the state level, you' re going to have the
sanme kind of a situation with distributed power.

Thank you.

(Appl ause.)

MR. GLAZER: Can you hear ne?

Well, John, | have to tell you | want to thank
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you for inviting ne to this panel but also tell you you
put me in a really tough spot. | nean, to be the mddle
panelist on the |ast program at about 4:20 in the

af t ernoon, especially when you woke up at 4:20 in the
norning to get here, it's really a tough spot. So, |
want to start out with a little bit of a story just to
lighten things up a bit, and I have to tell you, | was

t aki ng great exception this norning.

Fred Kahn was here, and he was taking sone real
hits at state regulators. He said | was taking noney
fromthe shareholders or fromthe default custoners or
distorting markets and hel pi ng conpetitors and not
conpetition. | nean, he really took sonme hits at us,
and | have to tell you that despite all of that, we as
state regul ators consi der ourselves a very classy bunch
of peopl e.

There's a fanpbus story about our forner
chai rman, M ke Del vane (phonetic). Mke was -- wei ghed
about 300 pounds, snoked a big cigar, was a forner
politician from Youngstown, Chio, and M ke one day went
out with a | obbyist fromthe savings and | oan i ndustry.
The | obbyi st had one of these Yves St. Laurent ties with
the little YSL insignias on it, and Mke got -- | ooked
down, | ooked at the tie, got very bew | dered and asked

t he | obbyi st, since when is Youngstown Savings & Loan
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giving out ties? So, as | say, | |like to consider
oursel ves a classy bunch, despite all the hits that we
m ght take.

And |'ve been asked to -- we could spend a | ot
of time tal king about ancillary services and | ocati onal
mar gi nal pricing and all of that, but I'd |ike to sort
of cut to the chase and get to the issue of why
whol esal e conpetition and the whol esal e markets are
very, very inportant.

| do wel cone the FTC s involvenent and the
FERC s invol verent in that issue, because quite frankly,
if we don't get the whol esale market right, then all of
the efforts that are being done at the state |evel on
retail just aren't going to work, and at the end of the
day, we all nade prom ses, and our state |egislatures
made prom ses to our citizens, that they are going to
save noney, that the systems going to be nore
efficient. It ain't going to happen if we don't get
t his whol esal e conpetitive market working right, and
that to ne, quite frankly, is why | consider nyself
sonething of a zealot on this issue in ternms of trying
to work through these difficult issues.

Well, what's going on inside the Beltway on
t hese issues, there's a huge debate going on over what

t he governance of the transm ssion system ought to be
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and what the pricing of the transm ssion system ought to

be. You can say, Well, who cares about that? Wy is
that inportant? |It's only 10 percent of the bill. Wo
cares?

Well, what's interesting is that the governance

of the systemw || affect how well this whol esal e market
and ultimately this retail nmarket functions, and it was
interesting that we had Al fred Kahn on this norning,
because just think about it. |In airline deregulation,
sonme things went right, sonme things went wong. One
thing we didn't have to worry about was the independence
of the air traffic controllers. W worry about their
conpet ence, we worry about their conputer systens, their
ability to handle the planes, but we're not sitting up
in the plane saying, Cee, maybe that air traffic
controller really likes Delta Airlines and he's going to
let Delta's planes go through before ny plane.

So, there's a -- we basically have gotten over
any hangup about trust with regard to the air traffic
controller. W have accepted their independence, and we
have accepted that they run the system as best they can,
at least in a nondiscrimnatory manner.

That's the sanme reason why that issue is so
i nportant on the governance. | don't knowif it is

Kevin's -- | don't know if half the allegations are true
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or not. They are very, very difficult to unravel, but

t he perception of nonkeying with the transm ssion system
i s enough to do substantial damage and substanti al
wariness to investors wanting to invest.

What's the second issue? Pricing. Pricingis
really, really inportant, because transm ssion pricing
effectively determ nes the nmarket that your consuners
are going to buy power in. The size of the market is
affected by the pricing or what we call this pancaking
of transmssion rates. | sort of analogize it to radio
stati ons.

The FCC regul ations on the various frequencies
with which radio stations operate define their market,
the same way the pricing structure can have a big
i nfluence on the availability of the market that the 11
mllion citizens in ny state, the 8 mllion citizens in
other states -- in New Jersey and others can buy power
in. So, it's extrenely, extrenely inportant.

And | want to conplinment FERC that they are
moving forward with a national effort on this in their
notice of proposed rulemaking. | wouldn't want to do
it. | bhad ny skepticismabout them being able to do
this on a national |evel, but I want to conplinment them
first off for tackling the issue, and | just want to

pose sone questions at this |late hour about things that
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we worry about as we ook at this NOPR, as we | ook at
the FERC effort, et cetera.

One thing the FERC conmi ssioners have been very
clear, and I was just on a panel wth Comm ssioner
Herbert, that made it very clear that he's not in the
busi ness of mandating anything. He wants to create
i ncentives, but he doesn't want to do any kind of
mandates. Basically let innovation work and et the
mar ket -- let the industry cone up with innovative
sol utions was his nessage.

And I'mnot here to say whether his nessage is
right or wong, but here's sone real practical issues
that we get concerned about. And | put it up there as
sort of, do you have mandates, do you mandate
principles, or do you take this "let a thousand fl owers
bl oom and | et innovation take over and see what people
come up wth?

Well, one of the concerns, quite frankly, is
that the FERC i s banking on the enlightened
self-interest of the industry to get the structures
right. Now, | don't know, quite frankly, with this mnuch
noney at stake, with this much on the table, if this --
and the diversity within this industry, if they are
going to be able to come up with the right solution

And what happens, where are we if, in fact, the
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enl i ghtened self-interest of the industry doesn't match
the public interest? Were are we at that point?

The other interesting part of this is sort of a
practical problemthat's happening. The FERC nade it
very clear back in Order 888 that the states, get on the
sidelines, we have jurisdiction over transm ssion. Yes,
they said they would work with us, but they basically
said this is our ballgane. W have jurisdiction and you
don't.

Wel |, what's happening, though, is there is sone
interesting dichotom es that are happening. FERC has
been struggling with this issue, again probably by
having to come up with a national solution, but the
state legislatures are noving ahead of the FERC. They
are getting ahead of the gane.

Legislators in Illinois, legislators in GChio,
legislators in California and ot hers have nade certain
mandates with respect to transmssion. They didn't care
if they had jurisdiction. They didn't care what Order
888 said. They said, Here's what we want to see at the
state level to have happen, and, in fact, witten into
our | aw and our state and many other states are
mandat es.

So, now FERC s in a difficult position. 1Is it

going to basically tell the legislators, sorry, we don't
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really care what you had to say on this issue? How do
we square those two? And the longer this issue goes on,
the | onger we have this potential problemand conflict
bet ween not the state UPCs but the state |egislatures
and the FERC

Kevin put his finger right on it, because sone
of the other issues we get concerned about is this whole
guestion of market nonitoring and policing. There's a
| ot of discussion about should we have a transco? Are
private businesses better than this SO? And we can
argue that issue -- frankly, there are pros and cons to
| SOs, there are pros and cons to transcos, but who's
going to police the custoners?

|"'ma for-profit business. Am| really going to
go out and police nmy custoners and say, No, you
shouldn't do that? AmI| going to go rat on themto the
FERC or the state commi ssion? | don't think so.

If I"'man 1SO can | police the market? Well,
actually, the assets that |I'm managi ng are owned by
sonebody el se. How am | going to go police them when
|"mon the short string? Should we have separate power
exchanges? Should we have regional reliability
councils? It's not clear who really is going to nonitor
this market and police this market and whether we're

going to do it in Washington, do it at the state |evel
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do it here at the FTC, et cetera, but we better figure
it out sonehow, because it is vitally inportant.

There's a |l ot of discussion about risk, a |ot of
di scussion that the problemwth -- the reason we don't
have enough transm ssion is that we need nore
incentive. The returns are too low. Well, we ought to
ask ourselves, What is the risk associated with the
transm ssion business? |Is this a high-risk business or
is this a lowrisk business since the assets are fairly
stable and they just sit there and you don't have to do
alot to atransmssion line in ternms of ongoing
mai nt enance? You now the | awn and you cl ean the thing
once in a while, but how, in fact, is the -- what is the
risk? What is the proper incentives associated with
operating the systemand getting those right, and how do
we deal with overconpensating and underconpensati ng?

And per haps the biggest one that's giving us
serious heartburn in the m dwest, as Kevin well knows,
is what we call the Swi ss cheese problem You decide
you're not going to mandate, and there are sone very
good reasons why you don't want to mandate. You nay get
it wong, you may step over your legal authority. [|I'm
not meking light of it, but when you don't, you' ve got
sone players in and sone players out, and then you' ve

got people falling through the holes in the cheese,
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people falling through who are not receiving the
benefits of either an RTO or an | SO or who are payi ng
hi gher rates than they otherw se shoul d pay.

And let me illustrate that, just taking a
selfish exanple fromthe mdwest, the Mdwest 1SOis an
approved regi onal transm ssion organization. These are
its menbers as of today. | wouldn't exactly consider
that a very optimal, efficient transm ssion system but
this is sort of where we are at with a voluntary
approach, and if | want to nove power fromone of the --
from Scinergy to All egheny, |I've got a difficult tine
doing it, because I"'mnot in a fully integrated
structure at that point.

Vel |, what else do we have in the m dwest?
We've got a conpeting -- we actually have -- we went
fromno ISCs to two I SOs. W actually have two
proposal s sitting at the FERC, the M dwest |SO which
has been approved, and a second, which is called the
Al'liance |1 SO which has been filed, but here's the
interesting issue, and whether you're in |Indiana or
M chigan or Chio or West Virginia, you face this issue.

Nanely, there's a big line right through our

states. There's a toll booth, if you will, from going
fromone 1SO to another 1SO, and that results in a -- in
anot her charge. And | |ike to analogize that to imgi ne
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if you're on an airplane and you can fly to New York or
Washi ngton or whatever, but if you go to fly to Chicago,
you' ve got to pay each state along the way. That would
qui ckly influence -- the fare that you pay woul d quickly
i nfl uence your decision on where you take that airplane,
but, in fact, we have suboptiml 1SG0s, and under the
systemof |let a thousand flowers bloom | don't know how
we're ever going to solve that problem

And again, as | said, the legislators are
getting ahead of the FERC. So, it's an issue | think we
need to spend sone serious tine on.

Let nme close with one other issue that | just
want to touch on, and | know it is late, and that is an
i ssue that was tal ked about earlier, price spikes, but
we know sonet hi ng about price spikes in the m dwest.
Back in 1998, we saw huge price spikes, and we issued a
report about them and our report from our Comr ssion
basically says this ain't a one-tine incident. This can
happen again, and this could very well result in serious
di srupti on.

In 1999, we issued a second report because we
had a second threat of price spikes going. And what is
the significance of price spikes? The significance is
that this, frankly, is the sleeper consunmer issue,

because when consuners see a huge inpact on their bill

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



517

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



518

suddenly, they are going to rebel. They are going to
say, Al that thing you prom sed ne about deregul ati on,
|"msorry, it doesn't work. It doesn't happen.

Nobody's going to tolerate i n downtown
Washi ngton cl osi ng down because there was a price fight
this week, and it isn't going to be sustai nable. So, we
have got to cone up with structures in the market, and
there are a couple things | think we can do.

One is the centralized reliability and RTO type
structure. The second is, frankly, price disclosure.

We have heard sone about that today. W have gotten --
and | think this is very nuch an issue at the FTC. W
as state regul ators get bonbarded by utilities saying,
Keep this price secret. You can file that contract, but
don't tell anybody about it. Keep it secret, because
we're in a conpetitive market. We don't want our
conpetitors to know.

If we start keeping this one secret, then you
keep that one secret, then you keep a third one secret;
in fact, there are soon no prices at all. And inmagine
how t he New York Stock Exchange would work if you opened
up the paper and | ooked up your prices and there was
nothing there. You had to guess at your prices. It
woul dn't be a very efficient market.

So, we've got to find a way to get significant
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price disclosure, and with price disclosure will cone an
effective futures market, which will hel p hedge that
volatility. Until we can get both of those working,
think we are going to be in sone trouble in this
mar ket .

Again, let nme close by saying ny nessage to the
FERC, you know, either let the states go forward on sone
of their initiatives, be concerned about this fact that
sonme of the state legislatures are getting ahead of you
and are mandating things and deal with it and | et that
happen and work with it as opposed to trying to bl ock
it.

Nunber two, we need to get beyond this
| SO transco debate. [It's taking up too nmuch tine. W
are not going to get it right, but in fact, let's just
get on with it, because the bigger issue is the
deregul ation, and as long as that gets held up, that's
where the big noney is. Finally, we have to have
adequate price disclosure in order to avoid price spikes

and effective futures market. And fourth, let ne say |

wel comre the FTC s invol venent, | wel conme having this
conference, and I'll be glad to take any questions at
t he break.

Thank you.

(Appl ause.)
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MR ELLIG Okay, the quick switch is over, so
now we can get going. Well, John, | want to thank you
for the opportunity to talk here today. | am al ways
glad to get out of the university and talk to fol ks
about electricity, because electricity has been
sonething very inportant in our famly.

My dad was an el ectrician, and when | was
little, | used to always try to stick ny fingers in
light sockets. I'd try to put a finger in one hole, and
my dad woul d say, No, don't do that son, that's
dangerous, if you do it again I'll have to punish you
| woul d take another finger, try to stick it another
hol e, and he woul d say, No, that's dangerous, | am going
to punish you if you keep doing that, and finally I
woul d get my finger in the third bigger hole, and ny dad
woul d say, kay, son, you're grounded.

Well, Craig, | would -- | was sonmewhat -- | was
somewhat taken aback by your comment that you had to get
up at 4:30 to get here this norning, but then | realized
you nust have driven in from Fairfax, and you brought up
price spikes, and I'm glad you brought up price spikes,
because | think that's the reason | got invited here.

About a year ago, our center at George Mason put
out a study that | was involved with that took a | ook at

the price spikes in the electric market that happened in
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1998 and tried to figure out what happened, why did it
happen and what we can learn fromthis. And at first |
thought it was a little unusual to get invited by the
FTC to speak at a workshop on a study we put out a year
ago on sonet hing that happened | ast sunmer, but as |'ve
been sitting here, | realized that what happened in the
sumer of 1998, which was the first tinme we had these
bi g spi kes and nmade a | ot of news, what happened there
can tell us a | ot about how the markets work or don't
work and al so point the way toward things that we need
to focus on if we're trying to nove toward a truly
conpetitive market in these areas.

So, I'"Il just briefly sort of run through what
we found out and what we concl uded when we took a | ook
at what was going on with the price spikes. First off,
since it was -- | nean, | can never renenber anything
t hat happened nore than |ike two weeks ago.

What happened? Essentially on two occasions
| ast sunmer, we had a couple of days in which spot
electricity prices in the bul k power market went way
above anywhere they had been before. Power that
normal ly traded for |less than $100 a negawatt hour was
up in the thousands.

Interestingly, it happened very quickly and then

prices fell back down again. So, it was not a permanent
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increase, but it was big spikes for a couple of days.
What the heck happened? Well, we took a | ook at this,
and essentially we had ended up with about four or five
key findings.

First off, even when electric prices peaked, a
m nuscul e proportion of the power actually changed hands
at these high prices, because in the m dwestern market,
in particular, you have an awful ot of power that's
sinply utility-owned generation. The power is sold to
custoners at regulated rates. The bulk power market in
the mdwest is a |ot of odds and ends, you know,
basically incremental capacity.

This is not a state like California where you
have a really | arge i ndependent generated sector. So,
nost of the generation in the mdwest is utility-owned
generation, and a very small proportion of it was this

power that was trading on markets at very high prices.

Here's a quick conmparison. It's not really
scientific, but it will give you sone idea of what we're
tal king about. If you | ook at peak demand and you

conpare that to the average amount of power that traded
at prices over $100 a negawatt hour during the hours
where you had price spikes, it's a very mnuscule
percentage of demand. [It's about four-tenths of one

per cent .
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So, when we got stories in the news nedia saying
things like if you ran your air conditioner for an
entire hour at, you know, a price of $2,000 a negawatt
hour, you'd soon be bankrupt, well, gee, guess what?
Nobody was running their air conditioner for $2,000 an
hour. That very small amount of power, depending on how
regul ators handled it in various states -- sonetines the
utility took the loss, sonetines it just got blended in
with, you know, with the rates that all custonmers are
paying, but it's a fairly -- it was a big anount of
noney to sone firnms, especially the ones that bet wong
on the direction of prices, but it was -- but it's a
fairly small amount in the overall schene of things.

kay, secondly, markets work pretty well. The
bul kK power nmarket worked pretty well when it was
possi ble to nove power from buyers to sellers. Here's a
fundamental graph. It graphs the price of power over
the sumrer of 1998, and you can tell where the price
spi kes are, fun little graph

But you'll notice that we have solid Iines and
dotted lines. The dotted lines represent the prices of
power in places |ike the m dwest, the southeast and the
south. It was possible during these price spike days to
get transm ssion in order to nove power out of the

sout heast and the south, and so prices in those regions
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were pretty well linked with the m dwest.

On the other hand, it was fairly difficult to
get power out of Pennsyl vania, New York, New Engl and,
sone of the western-nost parts of the mdwest, into the
m dwest during to various transni ssion constraints, and
you al so can't get power out of Texas, because there are
no wires linking Texas with the rest of the country, and
that's what the solid lines are. They show that by and
| arge, except for nmaybe a little bit, but by and | arge,
the prices in these parts of the country that did not
have a | ot of transmi ssion available to get power into
the m dwest did not nove along with the m dwestern
prices.

That tells us that at |east at the spike tines,
we essentially kind of had two bul k power markets. One
of themwas the regions that could trade; the other one
was the regions that cannot trade. So, the narket
wor ked well in the sense that when you coul d get
transm ssion, you could nove the power in response to
t he high prices.

Okay, another interesting thing, the daily price
patterns, if you |look at prices over the course of a day
on the spi ke days, they suggest that generation was
still used pretty efficiently. What do we nean by

that? Well, prices on these days of price spikes were
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not high all day. The prices were only high at certain
ti mes of peak usage, and during the rest of the day,
prices fell back pretty quickly to, you know, fairly --
to fairly normal |evels.

So, if you look at, for instance, in June, you
find that the price spikes was really prices very high
for certain hours of the day when demand was very high
and then they junped back down. This is a -- thisis a
pattern simlar to what you see in a well-functioning
generation market where prices are fairly low, close to
mar gi nal cost nost of the time, then they bunp up when
t hey have -- when you have peak demand, then they bunp
down -- back down a bit.

Now, the way this was different fromthat is
that the peaks are a heck of a lot higher than in a
normal market for bulk power, but the |ow periods, they
were -- the prices were relatively low. Ckay, so, it
| ooks like we had a fairly efficient utilization of what
generation was avail abl e.

And then finally the other thing we found is --
wel |, was sonmething we couldn't find, which is we really
couldn't find any evidence of manipul ation of the market
by people who were -- mani pul ati on of the nmarket on the
generation and then on the market end side. Now, you

can argue about whether control over transm ssion was
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per haps used to influence what happened in that market,
and that's a different argunent, but we didn't find any
evi dence of, say, you know, people who had power to sel
getting together and colluding with each other, so if
there was a nmarket power problem it was created by
vertical relationships involving owership of

transm ssion, not horizontal relationships in the sense
of people getting together to collude and drive prices
up.

Ckay, well, what -- why the heck did this stuff
happen? Look at our analysis -- by the way, | nean, the
short version of this is our analysis is pretty darn
close to -- well, pretty consistent with what FERC cane
up with. So, if you wanted sone independent
confirmation of what they said, nmaybe you' ve got it
now. You had to wait a year for it, but what the heck.

What happened? There were three things -- three
things that influenced the spikes that were pretty much
uncontrol | able. One was unseasonably warm weat her,
particularly in June. American Electric Power estinmated
that the odds of the tenperatures that we had in June,
at the time of the price spikes, was sonething |ike
three-tenths of 1 percent. Three-tenths of 1 percent of
the time, you could expect to have those tenperatures on

t hose days in June.
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Anot her thing that happened was you had sone
power outages in Ontario, which for physical reasons
that | still don't conpletely understand, because |I'm an
econom st, not a physicist or not an electrical
engi neer, but it was nore difficult to nove power into
the m dwest through Canada. And then finally, you al so
had stornms and weat her problens that knocked out sone
generation plants and al so knocked out sone
t ransm ssi on.

Agai n, Anmerican Electric Power had 22 percent of
its generation out at the time of these price spikes,
whi ch they clained was a 1.5 percent chance of that
happeni ng. So, you had some unusual influences that |ed
to this, sonme really odd conbi nati ons of weat her and
other things. But there were also sonme controll able
things that public policy could influence.

The three nmain things were this: First of all,
you had control over transm ssion capacity essentially
allocated in a way that really didn't take into account
t he econom ¢ value of transm ssion. You had these
transm ssion line |loading relief procedures, which
essentially allowed the owner of a transm ssion |line
t hat was overloaded to curtail transactions all over the
systemin order to try to reduce the power | oading on

the line that was overl oaded.
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For exanple, in Wsconsin, there was a power
line where the owner called -- needed 30 negawatts of
relief; that is, they needed to get 30 negawatts of
power flow off of that line. As a result of the cuts in
the -- the transactions -- the cuts that were necessary
to reduce the loading on that |ine by 30 negawatts | ed
to a curtailnment of 1900 nmegawatts throughout the
m dwest and even nore broadly than that. So, you had --
in order to take care of a transmi ssion |ine |oading
probl em over here, you had reductions in transactions
all over the systemjust in order to take care of this
pr obl em over here.

Now, previously, these have been dealt -- this
kind of a problem had been dealt with by redi spatch
Essentially if a utility had a line |oading problem it
was up to the utility to change power flows within its
own territory in order to try to take care of that
problem Now, the utility could call on other people to
curtail their transactions rather than the utility just
buryi ng the expense of doing redispatch in order to take
care of the problem

So, you know, if you're a utility, what do you
do? You can curtail other people's transactions in
order to solve the problem you do it, and they did.

And essentially we had a nonmarket rationing of
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transm ssion, and there was no guarantee that the people
who got any of the transm ssion needed the transm ssion
nost |ikely were actually getting to use it.

Anot her thing that happened, the Pennsyl vani a,
New Jersey, Maryland power pool recalled a | ot of power,
so that | ower cost power fromthere could not nove into
Ohi o and other places further west. They essentially
said we're going to keep the cheaper stuff at hone
rather than selling it into that high-priced market,
whi ch was good for their custonmers, custoners in those
states, but not so good for customers in the m dwest.

And then finally something that | think has been
al luded to a nunber of tines today, retail pricing did
not really give custonmers nmuch of a reward for figuring
out how to reduce their usage at peak times. Again, in
the mdwest, this is not like California where
i ndustrial users -- big industrial users have to take
tinme-of-day pricing. This is not a state where you -- |
mean, you have sone interruptible prograns where a
busi ness can agree to let its power be interrupted at
peak tines in and in exchange it gets a |ower rate, but
those aren't as prevalent in the m dwest as other parts
of the country.

So, you had a fairly inflexible peak demand

that's partly just a result of utility practices, partly
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a result of the state of regulation in the retai

mar ket, where it's not a very conpetitive retail market,
and so you have, you know, denmand |ess flexible than it
probably could be. Then you bunp up agai nst a severe
constraint in supply, and gee, guess what happens?
Prices spike.

kay, well, what's all this stuff nean? What
does all this stuff mean? Well, | foreshadowed part of
this. W didn't really see nuch evidence of market
power in generation and marketing, except to the extent
that the transm ssion constraints created that
tenporarily. The price spikes may signal the need for
new supplies of sonething. 1Is it generation or
transm ssi on?

We enphatically said we don't know, and the
reason we don't know i s because transm ssion is not
priced in a way that reflects its value. To sone
extent, transm ssion and generation are substitutes, and
so we don't have any signal that tells us whether it's
nmore rational to build nore generation in the m dwest or
build nore transm ssion to bring power in from outside
t he m dwest.

You know, ny guess is you probably -- we may
need sone of each, but what's the right amount of each?

Wthout -- you know, w thout sort of rational pricing of
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these things, we don't really have a way to tell. And
so we have to be hunble there. Again, you know, that's
part of the problemw th transm ssion capacity not being
al | ocat ed based on val ue.

And then finally, on the retail level, you don't
really have much in the way of incentives for
conservation, and so you are going to nake demand a | ot

nmore inelastic than it would ot herw se be.

(Appl ause.)

MR, SMUTNY-JONES: | guess | get to go |ast
before the cocktail hour today, so | will be brief.
wear two hats today. One is as executive director of
| EP and the other is chairman of the CAL |1SO and |
really am not here on behalf of either one of those
organi zations, but | was asked to educate you all on the
i ssue of congestion nanagenent and the use of FTRs in
t he whol esal e market and then its inpact on retai
power .

G ven the fact that it's ten before 5:00, |
don't want to put any of you to sleep, | will coment on
that, but I want to talk about it in a little broader
context, but it was brought honme to ne why this was a
relevant topic when | arrived at ny hotel today, where |
had checked twice on ny reservation only to find that

the hotel room| had, at effective 5:00 on Friday, was
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no | onger there. Sonehow between the 800 nunber and the
front desk, ny reservation went sonmewhere into the great
et her.

And after spending nost of the afternoon
securing a place to sleep that wasn't going to be a
grate, | did locate a place at twice the rate. So,

t hose of you who don't have a place to stay -- by the
way, there are no hotel roons apparently in Washi ngton,
D.C. -- if you don't have a hotel room | have a couch
avai | abl e for about a thousand dollars. So, we'll be
having a little bit of an auction later on on that.

| want to talk about this in a little bit of
cont ext about what we've tried to do out west and sone
of the things that have worked fairly well, and |I' m not
going to have an adequate tinme to go into all of this in
great detail, but just to address sone things and sone
of the conversations |'ve heard earlier today.

Ceneral | y speaki ng, our whol esal e narket and the
way we have unbundled it has worked extrenmely well in
California. The major advantage to electric
restructuring, and I do not use the word "deregul ati on”
for obvious reasons, is basically the denonopolization
of the electric utility sector. W have -- we have
basically busted it into a conpetitive generation

sector, a wires business and a retail business.
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The generation sector, where | spend a good deal
of ny tinme, there has been an amazi ng amount of activity
there. The utilities in California, the |IQUs, have
di vested thensel ves of their generation assets, often at
three to four times book value, and while the rest of
the country tal ks about what we're going to do about
stranded costs, California' s al nost done. As a matter
of fact, San Di ego acconplished that this June. So,
significant inpacts there.

And nore inportantly, what we find going on with
t he peopl e who have acquired these new generators is
they're conpeting on plant efficiency. So, we're seeing
a significant anmount of nodernization that we woul d have
never seen in these power plants with people comng in
and repowering them It has had a very positive inpact
not only on just basic efficiency but on the
environment, as well.

So, there is significant -- and when | say
significant, there are a | arge nunber, 26 or 27 plants
currently being proposed to be built or repowered in
California as we speak today.

Significant benefit, | think also, to the
ultimate rate payer, and this is an inmportant point to
consider. Hi storically, whether one of ny utility

col l eagues built a $5 nmillion nuclear power plant or

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



549

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



550

whet her we put contracts out to bid for the ITP
industry, it was ultimately a captive rate payer that
was underwriting the cost of those investnents. Wat we
don't have in the generation sector is anybody who wants
to can cone to California and build a power plant, and
if they make noney, great, and if they |ose noney, it's
their noney to | ose, okay, and they can sell it to the
next person at a discount, |ike the hotel business,
eventual | y sonmeone nmakes noney on that chain. But the
point is that sonehow stranded costs will soon be a
thing of the past.

A key conponent here, as well, is the creation
of how we handl e transm ssion in California, and again,
we have a system where we've created a California | SO
and we operate the transm ssion system Technically --
well, not technically speaking, as a reality, the
utilities continue to own the transmssion facilities
and continue to earn a rate of return on those
investnments. | like to call those transcos, and they
actually can invest noney in transm ssion, which they
have done, and earn a rate of return on it.

The | SO operates that system and the 1SOis
involved in a significant anount of coordinated
pl anni ng, too. That has created significant

opportunities for conpetition between transm ssion and
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generation. As | go through the next three mnutes or
four mnutes, think about that a little bit, because
often times when you see congestion or when you run into
probl ens, the alternative may be, yes, a transm ssion
upgrade, that may nake a | ot of sense, or it may nake a
| ot of sense to build a new power plant on the other
side of the transm ssion upgrade if you' ve got the
incentives correctly. So, what we're seeing nowis
really I think for the first tine sone real conpetition
bet ween transm ssi on and generati on.

For exanple, ny coll eagues at Sout hern
California Edison sold off their generation in the
Sout hern California area and suddenly di scovered that
for $130 million, they could forego the need to rely on
these units anynore for reliability reasons. They
didn't come to that conclusion when they owned them but
when sonmeone el se owned them they did. They have nade
those investnents, and we're seeing some progress in
that area, but that's a very healthy thing to see
happen, and | think ultimately the ratepayers benefit
fromthat significantly.

Getting to the discussion a little nore
precisely on the issue of congestion and the firm
transm ssion rights, which | feel obligated to talk to

you about, since | was asked to, transm ssion
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constraints on a whol esal e | evel obviously have a
potential anmount of inpact on retail custonmers. | think
the | ast coupl e speakers alluded to what's going on in
the mdwest. Qobviously if you can't get product to

mar ket, it does affect price, and it al so can
potentially, if it happens often enough, raise sone
significant market power concerns.

We at the California | SO have been successfully
operating a systemsince March of '98, and it has worked
reasonably well -- actually, | think very, very well.

W are -- to use the analogy that was used earlier, we
are an air traffic controller. That's pretty much what
we do. W don't have physical control over the
transactions, we don't own the transactions, but we
basically try to process them according to our
protocols, and that has worked generally very, very
wel | .

The congestion market, which we have in
California is based on the following: First of all, al
of the transm ssion rights -- the I1QUs, the
i nvestor-owned utilities in California, have dedicated
over all of their transmssion to the 10U -- the | SO
rather, and the I1SO basically, as | said, operates it in
a way that it's open to all coners.

There is, however, a situation where you can run
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into congestion, and what is congestion? This is
basically a very sinple concept, although |I have 35
pages worth of charts and fornulas to show you how
conplicated you can nmake it, but the idea basically is
you have nore electrons trying to fl ow over a path than
can. Think about a thousand negawatt power |ine and you
want to schedul e 1200 negawatts across it, so what do
you do? CObviously there is market effects of that and
obviously there is the potential for market abuse.

VWhat we have done in California on that is we've
tried to go to a nuch nore market-oriented approach
there. W have a forward nmarket using adjustnent bids,

t hat people bid ahead of tinme what it's worth to them
either to pay nore noney to cross that constrained path
or to take nore noney to cross that, and we do that with
respect to our interzonal congestion.

We have a different nodel in California than
here -- here, | nean PIJMor el sewhere -- we have a zona
nodel, and there -- this is -- if you want to go back to
sort of the religious wars, there is a religious war in
zonal versus nodal. I'ma zonal. It fundanentally
comes down to how efficient you want efficient --
meani ng using that in an econom c sense -- you want to
be.

In California what we've got is you went -- if

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



557

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



558

you took a nodal approach, we had about 1500 different
zones or nodes, okay. W went from 1500 to nine to five
to three to two, we were very efficient, and what we're
| ooking at electric there is areas where you see a
significant anmount of congestion where it occurs enough
of the time, 5 percent of the tine, that that area

bel ongs in a zone, and everything el se you basically
internalize. So, that's how we do it there.

El sewhere it's done it nodally, which neans that
di fferent bushars may have different nunbers, and
there's a whole group of people that can get into the
t heol ogy of all of that, and it's a fascinating area and
a lot of fun.

Anyway, zonal concept al so contenplates, as |
said, we have got two active zones in California and we
are al so connected to 22 other interfaces wth other
peopl e surrounding California. W are creating a new
zone in California, because we found that there was
congestion occurring in one of our markets, and that's
worked fairly well.

As | indicated, basically the |1SO charges the
schedul i ng coordi nators for using the congested path and
t hen pays the scheduling coordinators for
counter-flows. The dollars it collects for that

congestion goes to the transm ssion owners, okay, that's
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how t hat works.

As | indicated, there's increnental and
decrenental bids in that nmarket, so people can basically
control what it is they are willing to pay to cross
t hat .

There has been congestion, particularly at an
area called path 15, if you drew a line kind of
two-thirds of the way down in California, that's path
15, it's kind of where Diablo Canyon is, and it is a
significant area noving power north to south, but just
to give you sone idea, | believe |last year the
congestion revenues com ng out of that area were
sonewhere in the nei ghborhood of about $20 million,
okay, which may sound |ike a |ot of noney, but to fix
the problemor to fix the congestion would cost -- would
be an infusion of capital around $400 mllion, and we're
not even sure that would worKk.

So, the question there is that, you know, what
is that worth? So, interesting area. W' re |ooking at
it and working at it with a great deal of consideration
going forward, but again, what we're trying to do is
create economc signals that tell people that this body
costs X amount to cross, and what we're hoping to do is
create econom c incentives for people to either invest

in transmssion or to figure out a way to build
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generation, for exanple, on sone -- to use path 15,
sonepl ace to extract sone economc rent fromthat.

That brings us to firmtransm ssion rights,

FTRs. W're opening up our market on February 1st,
2000. This has been an area of a considerabl e anobunt of
controversy. Wiat a firmtransmssion right is sinply
it provides a hedge agai nst scheduling uncertainty.

In other words, you've decided you don't want to
-- you don't want to play in that nmarket, you basically
want to know what it's going to cost. It has sone val ue
to you to cross that path all the tinme, so you're
willing to purchase that right. There, you can | ook at
this as either a scheduling priority in terns of kind of
t he concept of a physical right or a financial
entitlement.

I n other words, you may not be able to nove that
speci fic anpbunt of power across, but you get the usage
charge for it. As | said, that's opening up in
relatively short order. W think that will work pretty
well. The one controversy in California is that we have
an annual auction on these things. So, in other words,
you buy them annual ly, and there are sone concerns to
sone parties that that's not [ong enough. |If you want
to do a three-year deal or five-year deal, what do you

do about that? We'Ill see how that plays out.
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There is an ongoing concern internally within
the | SO board of directors over one group, which I'ma
part of, and it's the mnority group, basically saying
just put all this stuff out there, let's see what the
mar ket does, and we can nonitor as we go along, and if
we need to fix it later, we will, and another group
sayi ng, No, but what if sonmebody gets all of it, and you
just kind of end up with a regulatory problem and we
need to do a whole lot nore nonitoring and control of
this or whatever, a very kind of healthy debate that's
gone back and forth and back and forth.

To make a long story short, we are going to have
an auction. It's going to be out for a year, and |
think we'll learn a lot by it. | think that there's --
|"mvery hopeful in ternms of what we're seeing going
on.

We're al so kind of learning sonme things. This
is kind of interesting. Nevada, which is just across
the hill fromus, is opening up their market in short
order, and they're handling FTRs a little bit
differently, and we're | ooking with sone interest in

terms of how they're going to handle their daily FTR

market. It actually may be an inprovenent over the way
we do things. So, we're kind of -- if it works there,
we'll steal it. You heard it first. So, that's what's
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t here.

The only other things | wanted to say on the
FTRs in California is we have got a use-it-or-lose-it
concept there. That neans that we | ook very -- we're
doi ng everything we can to nake sure that as the day
cl oses, every available -- | think all the avail able
transmission is, in fact, utilized, and in this
transition we have had, there are sone inefficiencies,
but the use-it-or-lose-it concept is if it's not going
to get scheduled, then it gets opened up to everyone
el se, and again, that remains to be seen how successf ul
that will be, but | ampretty confident we have got a
| ot of creative people out there that will be able to
address this.

Sort of in closing here, basically there's a
couple things | just wanted to point out. First of all,
| think it's extrenely inportant, as these narkets
continue to evolve and as other regions begin the
process of restructuring their electrical sectors, it's
extrenely inportant to create incentives and nechani sns
for transm ssion and generation to conpete.

There were a coupl e speakers earlier today
tal ki ng about the, you know, people will invest in
transm ssion. | think that's true. | think it's very

i mportant to, you know, to nake it a viabl e business,
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but I also think that we need to incentivise, again, a
process where you have transm ssion and generation
conpet i ng.

W' ve created a situation in California, we cal
the LARs process, local area reliability, where we
actually have started. Basically the I1SOw Il announce
on an annual basis, this is what we need electrically to
keep the lights on. Who can give us the best deal? And
it's open to generation, it's open to transm ssion, and
it's also open to the demand side. W' re hoping to see
much nore activity in that area.

Second, create sone opportunities as these FTR
mar ket s and congestion markets open up are
self-policing. M concern is that we start trying to
over-regul ate sonething that we don't really understand
yet. So, | think that |eads to ny second issue, is also
be flexible, however, in what you create. You don't
want to give people a 30-year FTR and then find out
that, in fact, you've created sonething that's going to
turn around and haunt you in the market.

| can guarantee you, having spent four or five
years now i nvolved in this whol e busi ness, you are going
to get it wong. So, | nean, you know, forget about,
you know, agonizing over getting it perfect. You're

going to get sonme of this wong, so you want to be
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flexible there in being able to respond.

And | ast but not least, and this is very
inmportant, is that, you know, as | indicated earlier, I
believe that the primary benefit of electrical
restructing has been the denonopolization of the
system | think there were reasons that created energy
there and a ot of capital flowwng to things that really
make a | ot of sense, but we're far from over.

We're kind of mdstreamright now, and |I'mvery
nervous that people are trying to push us back in the
wrong direction, and the only worst thing than where we
cane fromis to end up with unregul ated nonopol i es,
okay, and that would be a horror story.

So, with that, 1'mdone, and we'll -- we'll nove
on to questions or however you want to spend the rest of
t he afternoon.

Thank you.

(Appl ause.)

MR, HI LKE: Just one real quick question before
you get away, how far in advance does the use or |ose
capacity occur?

MR SMUTNY-JONES: Daily.

MR. H LKE: Daily.

W are ready to take questions fromthe audi ence

if you'll come down and | et us know who you are.
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Absent that, | will ask a question or two
myself, so that's the threat.

MR SMUTNY-JONES: Lock the doors.

MR. H LKE: Lock the doors, right.

| guess this is the $64,000 question for Dan.
How | ong are we going to wait before you think that the
distributed generation is really going to make a big
di fference?

MR. ADAMSBON. If I knew, | think I'd get out of

t he governnment and go and buy sone stock. | don't think
it"'s really clear. | think it's -- with the technol ogy,
sonme of it still has alittle ways to go. | think

within the next five to ten years.

And then -- | spend ny day now not with folks
i ke you but with a bunch of technol ogi sts, and what |
have to keep on explaining to themis you can get the
technology right, but if you haven't dealt with the
regul atory and institutional issues, you' re not going to
see anything. So, you know, five to ten years if we get
both the technol ogy and the regul atory process right.
That's a guess but not a very formal one.

MR. H LKE: | guess this should go to Ken first
-- or Kevin, rather. Wth the extent of the RTGs being
-- sort of the question of how big is big enough, do

you have any insight fromwhat you' ve heard from FERC
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so far or what you have on your own as to what we're
| ooking at in ternms of optimal size, and | guess
included in that question is the technical
difficulties of bringing | arge area under a single
control area.

MR. KELLY: | have nmy own thoughts on it, but
we, and | mean society, not just FERC, but we have many
aspirations for RTOCs, and the different goals that we
want for them would conme out at different sizes. Just a
f ew exanpl es

One istointernalize loop flow Since it's
late, | won't go into that. | think at |east half the
audi ence knows what that neans. |If you really want to
do that, you need to do it on an interconnection-w de
basis to do it properly, and if that were the only goal
for RTGs, you would want RTGs to be as big as an
i nt erconnection, which nmeans basically all of North
America, east of the Rockies, west of the Rockies and
t hen Texas separately.

Anot her goal for RTOs that sone people have is
to have them be control area operators. That's not
sonet hing that FERC proposes in its NOPR, but that's a
goal nmany people have. And right now there's sonething
i ke 144 control area areas.

If they were to consolidate them at some point,
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it's unclear technol ogically how few you coul d have or
how few you could have at a reasonable cost, but let's
just say, to pick a nunber, it was 20, then you' d have
20 RTOs with that size.

There are internediate goals that call for RTGs
of internediate sizes, goals relating to having a single
transm ssi on operator, not a control area operator, for
a fairly large region, in which case you may have -- and
this is just a ballpark nunber -- you know, you could
get down to as few as five to seven

There are goals of having RTGCs set up markets
and, you know, have a PX associated with an RTO and
that mght get to a different size of RTO, perhaps
three or four or up to ten, depending on what you
t hi nk.

So, the point is that we do have many goal s for
RTCs, different goals determ ne different sizes.
think we m ght get around that by letting RTGs form
where they can of a -- at a -- of a decent size, |I'm not
going to define decent here, but wth good rules for
coordi nati on between them --

MR. H LKE: You know it when you see it, right?

MR, KELLY: Right, but good rules for
coordi nati on between that allow groups of RTGs to act as

if they are a single entity, with an open architecture
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provision that allows themto coal esce if that becones
cost-effective as tinmes goes on.

MR HLKE: OChio' s version of the m dwest price
spi ke report was sonewhat different than Jerry's or
FERC s. Do you have any comrent on that?

MR GLAZER Well, let ne nake two comments on
that. First off, | think Kevin raised sone interesting
points as far as what the goals are, and one of the
t hi ngs which we've been toying with, because we're sort
of so fed up wwth this split on the I SCs, would be sone
kind of reciprocity tariff to link RTGs, because | think
if it's suboptinmal size and you' ve got pancaking,
think you' ve still got a significant market barrier, but
there may be bridge nechanisns. W actually proposed
one in the AEP nerger case, which we hope that FERC
takes a | ook at.

In terns of the price spikes, we did take a | ess
rosy picture of it. W thought it can happen again for
all the reasons that were tal ked about here. If we
don't get the whol esal e market and we don't have | arge
enough RTGs and deal with some of these transm ssion
constraints, that those are things that drive up price
spi kes, and it coul d happen agai n.

MR H LKE: One |ast chance for the audi ence?

kay, if not, thank you very mnuch.

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



579

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



580

(Appl ause.)

(Wher eupon, at 5:00 p.m, the workshop was

adj our ned.)
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