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| am John Anderson, Executive Director of the Electricity Consumers Resource Council
(ELCON). ELCON isthe nationd association for large indudtrid users of dectricity. It was
founded in 1976. We have members from awide range of industries from traditiona
manufacturing to high-tech. There are many Michigan companies in the membership.

What | plan to do today is: firg remind us why we need to move toward competition and
choice; second present a brief status report on restructuring in the U.S,, that is, basicdly, we
arein atransition — one that will last along time; third compliment both the Michigan
Legidature and the Michigan PSC for their vison — and their careful implementation; and
findly identify some of the things that Michigan has done right and wrong.

HISTORY:

Inthe“old days,” Industrid eectricity consumers were offered a sandard tariff or negotiated
contracts subject to State regulatory approval. There was very limited choice — Customers
were hdd captive to thelr locd utility -- with avery wide range of rates charged to customers
depending on their location. This environment produced mixed results. Some utilities were
rdivey efident. But many otherswere not. Few were customer friendly.

“Choices’ were limited: Customers could: consume or not consume at the regulated rate —
and then pay the bill; sdf-generate or reduce consumption in other ways— or threaten to take
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such actions -- to elther avoid purchasing or to try to negotiate a more favorable tariff
offering; or participate in Sate rate cases to try to make rates affordable.

Utilities viewed regulators astheir “customers’. They made money by lobbying legidatures
and working regulators. Huge resources focused on process, not efficiency. Whatever
regulators alowed in “rate basg” was given roughly a 10-12 percent guaranteed rate of
return. There was an incentive to “gold plate’ to increase rate base and many reasons to
inflate other costs. Regulators were outnumbered in efforts to hold costs down. No utility
could be dlowed to “fail”.

The prior monopoly modd clearly was broken: Ratesfor dectricity varied by more than an
order of magnitude from one utility to the next. Utilities had no incentive to lower rates.
Regulators smply could not (or did not) prevent the “too chegp to meter” nuclear plants and
other cost overruns from hurting consumers.

Inthe mid-80's ELCON saw the benefits of large, seamless, nondiscriminatory eectricity
markets with standard rules for al consumers. We believed then, as now, that “red”
competition would produce the desired results, and we began advocating ectricity
competition. We viewed the eectric industry as smply the last of the “old monopolies’ to
be subjected to a hedthy dose of competition.

We bdieved then, and now, that competition would bring: lower prices — perhaps
ggnificantly lower prices rddive to prevalling raes, technologica innovation new products
and services, a customer focus by suppliers, aswel asdlow customers to control risk — that
is, customers could sdlect the level of risk that meets their needs, and manage that risk in
manners that they choose. In our view, risk management is not done very well for customers
by ether utilities or regulators.

| emphasize, restructuring, to us, is NOT deregulation. Competition can be achieved in
generation services, however, tranamisson sysems must remain regulated. Transmisson
brings power from generation source to load centers. It isunder Federa regulation (except in
ERCQOT). Multi-sate transmisson systems require Federal oversght while distribution
systems remain regulated. On the other hand, distribution brings power from load centersto
homes and businesses. Specific rates for digtribution are set by state regulators. Findly,
there is no connection between rdiability and generation competition Serious blackouts
have occurred for years under the traditiond “regulated” regimes.

At first, we were quite encouraged. We thought that competition was just over the horizon.
By 2000, 25 States said that they were going to “restructure’. We were very excited with the
dated intent, but we are very disappointed with the actua results. The problems were caused
by both gtate regulators and legidators, prodded, of course, by those with very strong
interests and tremendous resources — primarily the incumbent utilities.

We saw some glimmers of positive results. Lower prices — perhaps significantly lower prices
insome areas. There was some of that in Michigan prior to Feb. 20. Technologicd
innovation — as an example, Detroit Edison (and others) began investing in digtributed energy



and smdl generation New products and services were starting to become available. In some
instances, utilities began offering ways to cut cogts. .. dthough thiswas mostly in other Sates.

A customer focus by suppliers -- at last, someone returns a phone cal with an answer.
Customers contralling risk:

Customers have been able to look at long term contracts, hedging, or building own

generation

But, problems with other sate activities have dowed the progress. Cdifornia showed us
what NOT to do. They had: inadequate capacity — in both generation and transmission;
centralized power exchanges or pools with single-price auctions; a requirement that ALL
power must be sold into and taken out of the power exchange (spot market); gaming behavior
of suppliers and load serving entities — and the lack of appropriate market monitoring;
generation divestiture & the absence of long term vesting contracts; retail rate freezes, poorly
designed “provider of last resort” (POLR) services; and too much focus on the “right” market
designs and not enough on diminating barriers to competition and mitigating market power.

Thefalures of the implementation of flawed restructuring schemes imposed very sgnificant
costs. Cdifornia had rolling blackouts and billions of dollars of costs due to a runaway
market. Enron (and, to alesser degree Dynegy) collapsed. Developing |PPs on a speculative
basis became a questionable business modd. Many utilities and power producers were
downgraded — often Sgnificantly. Billions of dollars were logt as stock pricesfdll.

Where Are We Today?

We arein aterible gate of flux. In some places, the old regulated world isgone. But we are
far from having truly competitive eectricity markets. Thereisalot of Bakanization by the
states— and alot of weird politics. Onething is certain — The need for competitively- priced
eectricity isas high as ever, particularly for manufacturers facing globa competition

What should we grivefor? In my view, we need: large, nondiscriminatory markets based on
bi-laterd contracts with many buyers and many sdllers, not just one or two; adequate
generation and transmission capacity; limited stranded cost recovery -- to only proven and
net stranded costs and to a set period (Otherwise, you will dways subsidize utility
inefficiency); mitigation of market power of both generation and transmission; control
gaming/interference from utilities; a divison of transmisson from generation; fair, non-
discriminatory operation of transmission; and competition in technology (e.g., let competitors
ingall meters, etc.).

We can learn alot from the experiences from other Sates. | offer afew observations state
actions from whichwe dl can learn | emphasize, thisis not a comprehensive review, but
rather an overview of some of the highlights. Specificdly, | mention some examplesin two
gates near to Michigan and two that are generdly consdered models: Pennsylvania, Texas,
Ohio, and lllinais.



Pennsylvania:

Pennsylvania enacted HB 1509 in December 1996 allowing choiceto 1/3 of dl cusomersin
1999; another 1/3 in 2000; and the remaining 1/3 in 2001. Stranded costs: were identified in
1999 for each utility, recovery was through annualy adjusted competitive transition charges
(CTCs), and over arather lengthy period of time for some utilities.

Pennsylvaniawas the most active state early in the process. But thisdl changed in mid-
2001. The exercise of market power produced sgnificant price spikes. Specifically, prices
in the daily capacity credit market jumped from zero (or near 0) to over $175. Market rule
changes have prevented recurrences and capacity prices have been stable and relatively low
ever ance. But fud price increases and increased numbers of hours with gas a the margin
serioudy dampened the enthusiasm of competitive suppliers. Additiondly, long term price
cagps insulated customers from the high prices and marketers smply have avery difficult time
beating the price caps.

The Pennsylvania PUC studied the Situation and concluded there was reason to believe that
anticompetitive or discriminatory conduct including the unlawful exercise of market power.
Further, the threst of future recurrences of smilar conduct is preventing retail customers
from obtaining the benefits of aretall market.

However, the Pennsylvania Attorney Generd closed the case with no change to the policy.
Many competitive suppliers then reduced their offerings or left the market completdy. Asof
May 2003, there was only one competitive offer below the price-to-compare in the state.

Texas:

Texas enacted SB 7 that dlowed dl retall dectric customers of investor-owned utilities
(10Us) to sdlect their provider of dectricity beginning on Januaryl, 2002. Didribution was
dill theright and obligation of the certified utilities. Customers< 1 MW received aregulated
“price-to-beat” through 2007 — or until at least 40% of the customersin a class have
switched. Customers> 1 MW are not eigible for a“price-to-beat”. All customers have
access to “providers of last resort” “POLR”.

The infrastructure of Texas was ggnificantly strengthened prior to restructuring. 47 new
generation plants were installed between 1999 and 2002 leading to reserve margins > 35%.
A dgnificant amount of new transmission investment was undertaken to ensure that the
transmission grid can accommodate the power flows needed to facilitate retaill and wholesale
competition Retail providers, transmisson and distribution utilities, and ERCOT have
invested millions of dollarsin computer sysemsto dlow them to operate in the new
competitive environment.

Unbundled rates were implemented on January 1, 2002. The excess generation, lower

natura gas prices and implementation of the price-to-beat rate reduction mandated by SB 7
led to retall customersin Texas paying Sgnificantly lessfor dectricity in 2002 — compared to
the regulated ratesin 2001. The Texas PUC estimates that RESIDENTIAL customers paid



$902 million lessin 2002 under the price-to-best than under regulated ratesin 2001. Retall
Electric Providers (REPs) offered up to 14% additiond savings off the price-to-beat to
resdentid customers.

The Texas PUC edtimated that RESIDENTIAL customers could have saved an additiona
$636 million had they switched suppliers. The Texas PUC dso estimated that
COMMERCIAL and INDUSTRIAL customers paid approximately $645 million lessin 2002
compared to 2001. Much of this savings (esp. cities and other government entities) achieved
these savings through successfully aggregating with other customers.

Many customers switched. The Texas PUC states that, as of September 2002, over 400,000
retail customers were taking service from REP s not effiliated with their locd transmisson

and didribution utility. A mgority of these cusomers are resdential cusomers. By the
beginning of 2004, nearly 40% of small commercid |oads have switched to non-affiliated
suppliersin the CenterPoint (CPE) and AEP Texas Centra (TCC) service areas. Over 90%
of al customers without a price-to-best switched.

Texas has identified some technica problem areasin the restructuring program.  Specificdly:
computer systems and electronic transactions, the establishment of new services, difficulties
inbilling — and in response time for paying accumulated bills.

The Texas PUC specificdly identified broad issues that require resolution including: difficuit
financid conditions of various entities; the impact of stranded cost recovery — dthough some
utilities were found to have NEGATIVE stranded costs based on a PUC-approved model, the
PUC ordered those utilities to implement “ excess mitigation credits’ (EMCs) to prevent the
over recovery of stranded costs; generation capacity adequacy; municipd regidration of

REPs, transmisson congraints — epecialy related to wind farms; and wholesale market
transparency.

More recently, the PUC adopted (in 2003) arule to implement “Texas Nodd”. Currently,
congestion is managed by zone, and the costs of intra-zona congestion are “ uplifted” to all
“Qudified Scheduling Entities’ (QSES). Texas Nodd would replace the uplift with direct
assgnment of intra-zond congestion cogts. The rule aso requires: A hedging mechaniam,
market mitigation measures, a day-ahead market to increase liquidity, and a capacity auction
in September 2003 that resulted in Sgnificant increases for base load entitlement.

Severa Stranded Cogt True-Up issues are under re-evauation. A Digtrict Court upheld the
PUC sright to adjust book vaue if the utility has not mitigated stranded costs and to accrue
interest beginning on the date of the find Order. However, the Court said that the PUC could
not use afud cost over-recovery to offset stranded costs. The PUC aso set schedules for
2004 cases for stranded cost true up using a market vauation method.

Ohio:

Ohio enacted SB 3in 1999 — It: mandated a 5% rate reduction for al resdentia customers
that the PUCO can removeif it redtricts shopping — then a price freeze; established a 5-year



“market development period” (MDP) through 2005 (the MDP can be removed earlier if (1)
20% of customers shop or (2) the PUCO finds that competition exists); alowed aggregation
by locd governments -- the governments had to obtain the mgority support of the

community and under the “ Opt-out” provision, customers were automatically enrolled with

the community’ s chosen supplier UNLESS they specifically refused; required the PUCO to
determine stranded cost recovery; limited stranded cost recovery after MDP; specified that
FERC gpproved transmission rates will define the transmission price paid by retail customers
(both shopping and nonshopping) after MDP; and required RTO participation and a mandate
to work with FERC and other states to address market formation.

Immediately following the enactment of SB 3, the North East Ohio Public Energy Council
(NOPEC) formed an eectric buying group that now represents more than 200 communities.
Thisisthe largest public aggregeation of dectricity cusomersin the U.S. Aggregationin
Ohio has resulted in avery large number of switching cusomers. However, NOPEC has
promoted incentive-based shopping credits and the creation of deferrds (regulatory assets)
that are paid by dl customers. This causes problemsto the extent that the incentives create
switching that is not sustainable.

In fact, the aggregation program clearly made Ohio the leader in switching. As of December
2003, aggregation statewide accounted for: 93% of dl switching residentia, 88% of dl
switching commercid, and 20% of dl indudtrids. FirsEnergy had the highest regulated
rates — and the highest switching. Cleveland Electric had over 60% of al customers switch
Ohio Edison had over 30%; and Toledo Edison had about 40% switch. Nearly 19% of dl
customers had switched. Much, but not al, due to aggregation

Trangtion plans were filed in 2000 by each utility. FirstEnergy’ s plan had a negotiated
settlement provision that makes available 1,100 MW of capacity to marketersto serveload in
FE sterritory. Rate Sabilization proposals are now pending. Dayton Power & Light's has
been gpproved. It alows unbundled generation prices for non-switching customersin effect
through 2008. AEP, Cincinnati Gas & Electric, and FE also would affect default service
prices through 2008. Mon Power has contested on congtitutiona grounds (taking — and are
confiscatory) the rate caps during MDP.

Although thereis alot of switching in Ohio, there isalack of rea customer choice.

Electricity prices remain frozen during the MDP. The PUC hasyet to design find rulesfor
default service once the market development period ends. The “Opt-out” provisonsin the
aggregation program have caused some problems for businesses. Some haven't been able to
respond in atimely manner and are unknowingly switched. The shopping credits have dso
caused problems.

[llinois:

lllinois enacted HB 362 in October 1999. Retail access for residentials began on May 1,
2002. But the law mandated a rate reduction and rate freeze until 2007. No resdentia
customers have switched. Some larger customers have switched. But roughly haf of them
chose the “Power Purchase Option”, an unbundled, market-based generation option that non-



resdentia customers subject to trangition charges must be offered and is supplied by the
incumbent utility.

The ICC issued ordersin March 2003 that: established new delivery service rates for ComEd;
established new market value index procedures for ComEd, 1P and Ameren that modify the
market vaue determinations, offer multiple year market vaue lock-in options, and revised
ComEd' s Rate HEP-hourly energy pricing which will become the provider of last resort
bundled rate for customers no longer digible for other bundled service from ComEd.

The ICC emphasized that the wholesale market is undeveloped. Holding companies own or
control most of the generation capacity in each service territory.  With generator ownership
highly concentrated, there is little incentives for independent generation, and a lack of

transparency.

The ICC identified impediments to competition including: inadequate transmisson with

utility affiliate ownership of mogt of the generation giving little incentive to expand
transmisson and the rate freezes hinder recovery of transmission expenditures; the existence
and voldility of trangtion charges — based on lost revenues, the “ Power Purchase Option”
(PPO); reciprocity requirements, and alack of supplier interest in serving resdentia
customers.

The ICC concludes that: “ The absence of a dependable and transparent regiona wholesde
power market is directly related to the lackluster growth of retail competition.” The ICC
further notes: “...even under the conditions of higher bundled retail rates and no trangition
charges, aretall market will have little chance of succeeding unless the wholesde market is
reasonably competitive at thet time.”

The ICC made 10 recommendations:

Require utility membership in properly designed and configured RTOs
Readdress the functional separation issues between regulated utilities and their
unregulated affiliates

Allow new trangmission investments on the basis of the promotion of competition
Exert greater oversight of utility asset transfers

Require comptitive bidding for bundled supply

Permit the ICC to set non-discriminatory stand-by rates

Do not permit utilitiesto rgect ICC market value decisons

Permit electric suppliersto use telemarketing-based customer enrollment methods
Eliminate the 24- month ban on customers returning to delivery service

Congder implementation of municipa aggregetion

How Does This Apply To Michigan?

Michigan recognized the need for change in 1997. Michigan electric rates were the highest
inthe Midwest. The high rates hurt business development. As a specific example, North



Star Steel chose Ohio over Michigan. Michigan utilities were not building new generation or
transmisson  Transmisson congraints limited the amount of power thet could be imported
into the Michigan peninsula.

The Legidature responded with PA 141 in 2000:

Utilities could “securitize” and recover stranded costs
Customers got the right to shop

Residentials got a 5% rate reduction

Increases in transmission were mandated

I ndependent generators got the promise of competitive markets

PA 141 was a compromise supported by all stakeholders. All stakeholders believed that the
act was balanced. In fact, Anthony Early is quoted in his Annua Report of January 31, 2001
“The drafters of our legidation paid attention to the early warning signsin Cdiforniaand
established safeguards that will provide for an orderly trangtion to competition.”

Utilitiesimmediately received benefits. The MPSC approved $1.7 hillion to cover the costs
of DTE's Fermi and other high cost plants. Ratepayers will pay for these costs for 14 years.
Rates for consumers were frozen, despite the fact that DTE had a pending rate cut of $108
million per year which was later dismissed.

There were severd results of these actions: independent generators built $2.7 billion of new,
non-utility generation — 10-12% of Michigan requirements; consumers dowly began to shop
for dternative power sources, and “ Alternative Energy Suppliers’ (AES) in Michigan now
number 25 — 30.

Throughout thistime DTE maintained both its credit rating and stock price. Infact, a
January 14, 2004 Morning Star report gves DTE a5 dar rating. Morning Star concludes:
“...we bedieve DTE isagood company, with an enviable set of regulated and non-regulated
assets and a healthy balance sheet. Wewould gladly buy into it a the right price” Morning
Star says. “Our fair value estimate for DTE is $60 per share. We have taken avery
conservative gpproach to arrive at this estimate because of deregulation, the uncertainty
surrounding the rate increase, and the pending extensions of synfuel tax credits.”

In sum, Michigan: hes avoided market power prone power pools; alows long term contracts,
implemented a conservative approach that has alowed markets to develop carefully; took
steps to spur new generation; and took steps to spur new transmission. The MPSC says.
“None of the conditions that caused the * Cdifornia-style blackouts exist here in Michigan.”

Michigan has taken some steps to assure success. created amarket of many buyers and many
slers limited stranded costs to only proven and net stranded codts; limited stranded cost
recovery to a set period; tried to limit market power by upgrading and divesting the
transmisson system and joining MISO; and encouraged separation of generation from
transmission (and utilitiesdid it VOLUNTARILY and pocketed part of the proceeds).



Unfortunately, Michigan prevented anyone other than utilities from switching out meters.
DTE today iswdl behind the 45 day policy of the state to make switches.

Michigan hasimplemented choice (mosgtly) right: utilities are il quite hedthy. New
generaion was built, helping reidbility. Prices are down overdl — but not enough. There
are 28 certified AES sin Michigan serving approximately 12% of the electric non-coincident
demand..

However, thereis till work to do. Michigan dectric rates are ill high by regiond
standards. Uncertainty in MPSC decisions causing problems. For example, the February
20" decision changed rulesfairly dramaticaly. However, they can be revisited by
commisson

Michigan has not made fatd mistakes. Michigan didn’t give utilities undue stranded costs,

didn't extend stranded cost payments;, didn’t constantly change laws and policies knowing
that markets demand consistency to develop; didn't fixate on one segment of market; and

didn’t congtrain anybody’ s ability to choose. Michigan recognized that bigger markets are
better!

| thus compliment Michigan for its vison and implementation Y ou have started well. |
encourage you to stay the course. Allow the MPSC to administer PA 141 as was authorized
inthe origind Act.

Conclusions:

Competition is better than regulation in the right marketplace. 1t sendsright pricesgnds. It
encourages new generation a proper times. 1t encouragesinnovation. It brings about better
sarvice. Markets must be designed correctly. Cdifornia has shown us what not to do. By
and large, Michigan is agood example of what to do. Don’t change the rules today.



