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First, | appreciate the opportunity to bewithyoutoday. We, aslargeindustrial electricity

consumersthat quite often cogenerate, and you, as suppliers and operators of combined

heat and power facilities have much in common.

| havetitled my talk today: “Y ou Got To Be Careful If You Don’t Know WhereYou're
Going, Because Y ou Might Not Get There.” Thegreat worldly philosopher, Y ogi Berra,
pointed this out amany years agoandit certainly seemsto capture the present conditions
intheelectric utility industry. No one seemsto know wherethey are going and thuswe

probably will not get there.

What | will try to do today isto offer someinsight into the future of the electric industry
—especially asit might relateto theCHP business. What’ sin storefor you and us. This
isadifficult task. Again,asYogi Berrasaid, “It’salwaysdifficult to make predictions,

especially about the future.”



As an economist, | begin by observing that on the one hand, things are looking great.

Financial services executives are saying that “demand for power is growing, the next
power plant and transmission grid ‘build-cycle’ appearsto be under way in responseto
sagging reserve margins, and there is plenty of public and private money available for

investment.”

A GE Capital Markets/Energy Financial Services partner was recently quoted as saying

that “we see [electric sector] sales and purchase opportunities for years to come.”

And amanaging director of Lehman Brothers recently said: “Development money is

available ‘ perhaps as never before.” ”

But, asall good economistswill say, on the other hand, there are storm cloudsfar closer

than on the horizon that | believe will result in some significant change—and it might not

be the kind of change that either you or we really want.

Let metry to explain.

BACKGROUND

| start with alittle background.



Certainly, there werereal problemswiththeold, traditional, cost-of-service regulation.
AsYogi said, ”If the world were perfect, it wouldn’t be.” Well, the electricity world

certainly wasn't perfect —far from it.

Regulation produced high and significantly differing prices. Many of the ELCON
members knew that under regulation, their competitors paid multiples of 3, 4, or even

more than they did for electricity.

There was little product innovation. Asan example, electric metersin use today areof
the technology that was first used in the early part of the century —the 20" century that

is!

Utilities had a very strong bias toward traditional, utility-owned generation and real
hostility toward any form of non-utility generation. In fact, it wasvery difficult to

economically justify non-utility generation, including CHP, before PURPA.

And on top of this, there was no customer focus. The regulators were the customers.
Andtheregulatorsoften did not have the customers’ interestsastheir main goal all of the

time.

These problems werewell recognized, and the movement to restructure began. One of
the first efforts to bring some competition into the electric industry involved the

enactment of the Public Utility Regulatory Policies Act of 1978 (PURPA). PURPA did



stimulate alot of non-utility generation. Many industrials finally found it possible to
justify CHP to meet at |east apart of their electricity needs. Many of you finally found
markets for your products. But thiswasonly thefirst stepinrestructuring—and it was

quite limited.

While PURPA certainly helped, there was much more that needed change. And the

change had to be structural .

ELCON’sADVOCACY FOR RESTRUCTURING

Recognizing that much more needed to be done, we at ELCON began an advocacy to
promote competitionin electric industry inthe early to middle 1980’ s. Wethought that
introducing a healthy dose of competition into the industry would:

Create market discipline on electricity prices

Produce technological innovation, new products and services

Incent new supplies, giving consumers a number of options

And finally bring a customer focus

Therestructuring effort most certainly hasbrought about atremendousamount of change
—but it hasn’t brought us eitherreal competition or theother benefitswe expected would
come with competition. Instead of real competition, we got several very undesirable

changes.



First: we got large, bureaucratic and far too expensive Independent System Operators
(1SOs) and Regional Transmission Organizations (RTOs). While the concept of
independent grid management isterrific, it is undermined by the continued joint
ownership of generation and transmission that allows the exercise of market power.
Further, the very large structures of | SOsand RTOsrequire consumersto pay largesums
for organizations that are not producing enough consumer benefitsto justify the costs.
And we found out that making changes beneficial to consumers to the ISOs and RTOs
was nearly impossible—the governance structureswere stacked in favor of the generators
and incumbent utilities against the consumers— even though consumers pay all of the

costs

Second: we got “locational marginal prices” —or (LMP) prices. WhileLMP certainly is
theoretically intriguing, it alsobringswith it ahost of practical problems. All too often
the “market” priceis set by gas-fired generators, yet that single price is paid to all
generatorsthat are dispatched. Today, these prices barely compensate the marginal
generatorsfor their energy costs, yet they provide tremendous infra-marginal revenues
for the depreciated coal and nuclear unit ownersand remove any benefitsto consumers

from fuel diversity.

Third: policy makers became very concerned about possible price volatility in LMP
regimes. So they implemented price caps and bid mitigation plansthat madeit even less
profitable for the marginal generators. And even worse, an LMP pricing scheme with

price caps and bid mitigation does not assure resource adequacy. Marginal generators



only recover their variable costs. But any new generator must have areasonable chance
of recovering both fixed (or capital) costsaswell astheir variable costs if itistoactudly
bebuilt. Thus, the LM P pricing scheme became adisincentiveto build either generation
or transmission as removing constraintsthat are currently benefiting asset ownersreduces

prices and takes away the benefits of the constraints.

In an attempt to address these concerns, policy makers began adding new revenue

streams such as capacity paymentsthey sad would incent new generation or transmission
—all in the name of resource adequacy. Unfortunately, these revenues streamsdid not
result in new generation, although they did significantly over-reward those generators
that are already receiving theinframarginal revenuesin the energy payments and raised
significantly the arguments against restructuring. Asaspecific example, consumershave
been required to pay capacity paymentsin New Y ork for more than two years, but

absolutely no new generation has even been proposed, much less built, other than the
very recently announced repowering of some old generators by the New Y ork Power

Authority — hardly the result of the capacity payments.

And Fourth: on top of all of this, the so-called “markets” did not result in a customer
focus. Togenerators, the“customers’ now arethel SOsand RTOs. ThelSOsand RTOs
operate both the transmission system and the “markets.” Not only isthisbad policy (|
ask: Would it make sense for United Airlines to be both the air traffic controller at
O’'Hare Airport —aswell as being allowed to sell seats, but only on Unitedflights?), it

also means that suppliers have absolutely no need or desire to meet with those pesky



customers —just dealing with the ISO or RTO marketisall thatis needed. Generators
have no desireto negotiate any contractsthat are at pricelevelsother than the expected
future LMP prices, plus avery significant risk factor, plus an adder for administrative
costs. Since such contracts completely eliminate any consumer benefit of fuel or
generator diversity, they are of only very limited value to consumers. Thus, today’s
markets are moving toward over reliance on spot transactions—sort of like Californiain

2001. Not agood sign!

So what we have gained issimply a new form of regulation. It certainly is not

competition. Instead of regulatorstrying to limit cost recovery to prudently incurred
costsplusallowing afair rate of return, regulators, 1SOs and RT Os are drawing their own
“demand curves’ trying to establish alevel of capacity paymentsthat will incent enough
new generation to assurer esource adequacy. From aconsumer’s point of view, thisnew

form of regulation is much worse than the old regulation.

OPPOSITION DEVELOPS

EL CON was patient for a considerable period of time. We knew that thetransitionto
competition would takesome time —and probably would not besmooth. We continued
to express our concerns and fought for change. But the changes that did occur
represented movement in thewrong direction from aconsumer point of view. Regulatory
patches were put on top of regulatory patches, rather than taking the difficult, but

necessary, stepsto fix the underlying structural problems.



Then, afew other factors complicated the situation. Natural gas pricesincreased—and
increased substantially. Instead of finding gas for $2.50 to $3.00, prices went
substantially above $10.00. This had a devastating negative impact on many
manufacturers —especially chemical companiesthat used natural gas as afeedstock. But
it also hurt all electricity consumersin Organized Markets as the clearing price, quite

often set by gas-fired generators, increased yet again electricity pricesfor everyone.

Further, intense opposition to restructuring came from areas of the country that had
chosen not to restructure — especially the Southeast and Northwest. The political
oppositiongrew substantially to FERC’ s proposal to require” Standard Market Design” —
or SMD —basically creating Organized M arkets everywhere. By the time Congress
passed the Energy Policy Act of 2005, the opposition effectively had stopped the
movement to SMD —or, for that matter, toadditional Organized Markets. Thereiseven

aprovisionin the Act that prohibits the use of LMP in the Northwest!

Andto add to the problems, the Energy Policy Act brought with it substantial changesto
PURPA. Asl| mentioned earlier, PURPA brought thefirst real competition to generation.

It opened markets— your markets— that otherwise would remain closed.

The EPAct 2005 basically said (at least | thought it said) that where the owners of CHP
facilities face real competitive electricity markets, the mandatory purchase and sale

provisions of PURPA should go away.



We certainly agree with thistheory. We don’t think we need, nor should we have,

regulatory protection where truly competitive markets exist.

However, FERC has interpreted this EPAct provision as saying that any CHP facility in
any of the Organized Markets automatically meets the EPAct provisions. FERC thus
proposed, intheir Notice of Proposed Rulemaking, to automatically exempt any utility in

the Organized Markets from the mandatory purchase and sale provisions of PURPA.

Of course, we strongly opposed this proposal —and | know that John Jimison and some of
the USCHPA members also have been active in this opposition. While we haveheard
some encouraging feedback from some folks at FERC, we are still awaiting the Final

Rule. Only time will truly tell.

EL CON finally said enough isenough! We issued areport alittle morethan ayear ago
titled “ Problemsin the Organized Markets” It was met with substantial oppositionand
pushback. Many said that we no longer supported competitive markets. Otherssaid that
we simply opposed the higher electricity prices caused by high natural gasprices. But
the bottom line isthat, to date, we have not been very successful in achieving positive

results.

But lately, the opposition to the Organized Markets has begun to grow.



The CATO Institute issued its report “ Rethinking Electricity Restructuring”
saying that if you can’'t deregulate every aspect of the industry, maybe doing
nothing is better than doing something.

Theindustria electricity consumersin PIM issued a white paper concluding:
“End-use customers are becoming increasingly frustrated by their increasing
electric costs. With the existing mismatch between price expectations and
realities and generators continuing to press for additional revenue streams,
PIMICC must question whether PIM markets are working properly.”

The American Public Power Association (APPA) issued a paper titled
“Restructuring at the Crossroads.” That paper, among other things, seriously
criticized the RTOs as big, expensive disappointments that do not produce
benefits to justify their costs.

The Progress & Freedom Foundation wrote a guest editorial in the Electricity
Journal questioning the value of FERC’s Standard Market Design and the RTOs
and | SOs that are already in existence.

Nobel Laureat economist Vernon Smith wrote an op-ed piece in theWall Street
Journal that pointed outthe many flawsin today’s Organized Marketsand called
for significant change —including substantially more demand response, and
Carnegie Mellon Professors Lave and Apt (along with graduate student
Blumsack) authored an article in the Electricity Journal that concluded that,
unlike consumersinother deregulatedindustries, industrial €l ectricity consumers

in the Organized Markets saw no price benefits and, in addition, residential
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consumers: “... are bracing for the expiration of mandated rate reductions and

price caps.” Little did we know how right these authors were!

But, even with thiswide ranging opposition, change that would benefit consumerswas

not in sight.

Then, an even more significant thing happened. Residential customers—whose
electricity prices had been reduced and frozen at the start of restructuring—beganfacing
rising — sometimes significantly rising — electricity prices as the price caps expired.
These consumers were mad — mad as hell —and they made their feelingswell known to

policymakers.

State politicians took notice — and took actions.
The Delaware governor issued an order seeking to bluntthe expected rate hikes
that exceeded 100% for some customers
The Connecticut AG proposed | egislation that included awindfall profitstax and
allowed the state to build generation
The Virginialegislature considered legislation to extend the capped rates
Nine U.S. House members called for hearings on the rising costs of RTOs
Several utilitiess proposed — and received — permission to drop out of RTOs
Then, New England experienced what | call the “New England Electricity

Tsunami”
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o Every New England Governor, regulatory authority, consumer advocate,
and member of the U.S. Congressional Delegation actively and
aggressively opposed the New England 1SO’ s proposal for alocational
capacity payments that would cost New England consumers nearly $15
billion

o0 Butit wasapproved by FERC anyway — although the implementation was
postponed for ayear

o Thenavery long and acrimonious settlement process was conducted that
resulted in a so-called settlement that was opposed by parties that
represent more than half of the total load in New England

0 We must stay tuned as the sagais not yet over

And most recently, Maryland became the “ poster child” of opposition:

0 TheGovernor demanded actionsto reduce the rate increasespredicted to
be 72% in BG& E’ s service territory.

0 Thelegislature passed several bills withwhat appeared to be veto-proof
marginsto: (1) fireall of the PUC commissioners, (2) givethelegidature
the authority to block the proposed merger of Constellation Energy and
FP&L, and (3) called for thereturn of $528 million that had been collected
from consumers under the guise that power plants that had been
transferred from BG& E to aConstell ation affiliate were not worth much—
but turned out to be ATM machines for Constellation.

o The Governor vetoed all of the bills.
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o0 The legislature had only one day to overturn the vetoes. After aterribly
acrimonious session, they adjourned at midnight without overriding any of
the vetoes.

o Very recently, the Governor announced a plan to partially postpone the
rate increases. But rather than calming the storm, this has raised the
already high political heat even higher. The Legislatureisconsidering a
special session and el ectricity has becomethe major political issuefor the

fall elections.

And how have the ISOs, RTOs and generators reacted to this significant push back
throughout the Organized Markets? They retained consultantswho drafted so-called
“studies” that purport show that consumersreally are benefiting. And they asserted that
thepriceincreasesarereally only theresult of high natural gasprices. They argued that
consumers should just recognize thisfact and accept it. Ontop of this, someof thelarger
generatorswith fleets of cod and nuclear unitsthat wereeither obtained at |essthan book
value or have been depreciated through captive consumers’ payments are reporting

record profits.

| refer to a couple of recent examples:
Cambridge Energy Research Associates claimed that: “USresidentia electric
customers paid about $34 billion lessfor the el ectricity they consumed over
the past seven years than they would have paid if traditional regulation had

continued.”
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And Global Energy Decisions concluded that consumersrealized $15.1hillion

invalue from wholesal e el ectric competition in the 1999—2003 study period.

| ask arhetorical question: How do you think these assertions are being received in

Maryland today?

Given these conditions, | assert that today’s current el ectricity market structure is not
sustainable. Clearly, asYogi Berrasaid, “We made too many wrong mistakes.” |

believe that change is coming, we just don’t know when and how.

While we don’t know when or how, we do know that thereis growing pressureto try to
turn the clock back and return to cost-of-service regulation. Asexamples:

o TheDelawarelegislature called for the implementation of “integrated resource
planning” —an old regulatory concept.

0 Several statesthat required the sale of all generation from the previously
vertically integrated utilities, are now allowing —if not requiring — those same
utilities to begin building and buying generation.

o One of the many options Maryland is considering is alegislative mandate to
return to cost of service regulation —with acompletely new commission

overseeing the regulation.

Whilel certainly have serious problems with today’s Organized M arkets, | also have

substantial problems with an attempt to move back to cost-of-service regulation.
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First, | do not believethat thereisany reason to think that COS regulation today would

be any better than it was in the past — and that is not a compliment.

Second, even if we wanted to move back to COS regulation, the path would be terribly
difficult and fraught with problems. Many state laws have been enacted that tie the hands
of many entities—including regulators. Theselawswould haveto be changed. A lot of
generation has been sold. Can it be returned at prices that bring benefits to consumers
without resulting in a“taking”? Many contracts have been signed. Can these contracts
be amended, modified, or changed or will the sanctity of contracts prevail? At a

minimum, it seems that going back to COS regulation would take along time. And the

process would be very messy, at best.

A much better solution seemsto beto fix today’s problems. We know that will not be

easy. But it seems better than retreating —if it can be achieved.

But fixing today’ s problems will be very difficult. Itisaways hard to change an
institution once it has been created. And those with the resources—the suppliers—don't

want these changes.

ELCON listed six “Essential Preconditions” in our report of last year that we said were

necessary, but not necessarily sufficient, to fix the problems. These six conditions

include:
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Fix today’s | SOsand RTOs. They aretoo costly. They do not bring enough
benefitsto justify the costs. And the governancein each isweighted far too
heavily against consumers.

Get rid of the so-called “ capacity markets.” First of all, capacity payment
schemes are not markets—they are simply and completely regulation. And
they are not any better than the regulation of old. Further, theonly product or
serviceintheelectricindustry with sufficient liquidity to be acommodity is
energy. Energy-only balancing (or spot) markets should be recognized as
another primary objective of wholesalerestructuring. However, this market
should be only avery small fraction of thetotal transactions. By far, most of
the transactions should be in long-term bilateral contracts.

Eliminate the barriersof entry to price-responsive loads. We cannot have
real competition with only asupply side of the market. And that istheway it
istoday. Demand responseisacritical condition for real competition.
Mitigate market power. Market monitoring is acritical functionfor any
market. Thereare several factorsthat contributeto market power. However,
we believe strongly that, as long as we have vertical integration in the
electricity industry, someentitieswill have significant market power. FERC
must do amuch better job mitigating market power if we are ever to havereal
competition.

We must have adequate transmission infrastructure. Thereisalot of

congestion today throughout the transmission grid. We know where this
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congestionislocated. Wedon’t need new studiesor other factorsto identify
it. The LMPpricesintoday’ s Organized Markets are supposedto incent new
transmission investmentsto mitigate the congestion. Unfortunately, what we
have learned is that the LMP prices actually have become a disincentive to
new investment. Thisproblem must be fixed.

6. And finally, we must find away so that federal and state regulatorswork
with each other —instead of against each other. The fact that consensus
does not exist among state regulators with respect to necessary steps for
restructuring has prevented arational market structure from evolving. We
must have cooperation if we are going to have rational and functioning

competitive electricity markets.

It isinteresting that in over ayear since we released our study, | have not heard one
person say that these conditions are invalid. Yet, we are not seeing any movement

towards their implementation. Thisis not encouraging.

If my assertion is correct —that the status quo is unsustainabl e — and that change is
coming, it seemsto methat it istime for various stakeholders to think clearly and
carefully about where they want to go. Remember, as | opened my remarks today, |
quoted Yogi assaying “You Got To Be Careful If You Don’t Know Where You're
Going, Because Y ou Might Not Get There.” Said slightly differently, if you don’t know
where you are going, you won't get there—and even if you think you know where you

want to go, you might not get there without a lot of thought, luck and help.
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Weat ELCON arelooking for help. Westill believethat a healthy dose of competition
would bring great benefitsto the electricindustry. We are trying toidentify those who
will help us get somereal competitionintheelectricindustry. Webelievethat thisisa
critical time. If wedon'’t get our current restructuring effort going intheright direction, it
might reverseitself and go back to regulation. Andthosethat keep issuing studiessaying
that consumers really are benefiting when consumers are saying, and saying very

forcefully, that they really don’t like the current conditions are actually hurting, rather
than helping, therestructuring effort. | do not think scrapping the moveto competitionis

good for any of us. But it might very well happen.

In concluding, | remind usthat Yogi also said “If | didn’t wakeup, I’ d still be sleeping.”
Unfortunately, | am not optimistic that, collectively, we will wake upintimeto makethe
necessary changesto keep the movement toward acompetitive electricity market alive.

Too many stakeholders may still be sleeping. And that is sad.

Thank you for the opportunity to be before you today.
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