PART III

RECOMMENDATIONS TO FACILITATE
EFFECTIVE COMPETITION IN THE
COMMONWEALTH



require additional headroom to compete. This could be done by adding to
the wholesale market prices some additional, representative retail expenses,
e.g., marketing, risk management, account maintenance or profits.’

We also offer comments on Dominion Virginia Power’s
recommendation that our Staff issue periodic reports on the projected
supply/demand balance for the Commonwealth. Under its proposal, the
Staff would glean this information from a variety of sources, including
“projections by utilities and retail suppliers.”® The Company suggests that
such reports would help the LTTF and the General Assembly determine if
Virginia needs to “take additional steps to attract investment in new power
generation facilities.””

However, to provide this information in a complete and
comprehensive manner, the Commission would require data reflecting the
operation of all power plants in Virginia, including those plants that are (or
may be at some time in the future) owned by independent power producers
("IPPs") or other entities whose rates and services are not regulated by the
Commission.. While the Commission likely has this authority now (e.g., §
56-36 of the Code grants to the Commission the right to inspect books and
records and to require reports and statements from public service

companies), the General Assembly may desire to underscore that authority
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In the Matter of Considering Requirements Relating to Wires Charges Pursuant to the Virginia Electric

Utility Restructuring Act., PUE 010306, Report of the Commission Staff, filed August 6, 2001, pg. 17. As
the Staff points out in its report: “During the pilot proceedings it was argued that market prices and wires

charges based on wholesale market prices would limit participation of both suppliers and customers. This
is because effective shopping credits so determined would not allow CSPs to collect costs covering
marketing, risk management, account maintenance or profits. By definition, if a marketer charged more ---
at retail --- than the wholesale market price, the customer was better off remaining with the incumbent.

This circumstance partially explains the very limited participation in Virginia’s pilot programs. While Staff
does not propose a change in its basic approach to statutory interpretation, we note that we are two years
closer to the end of the capped rate period. The prospects for vigorous supplier participation after the
choice date continue to be adversely impacted by the use of a wholesale market price for wires charge
determination.”

¥ Virginia Power submission dated June 8, 2001, pg. 2.
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by requiring that these reports be included in the Commission’s annual
report to the LTTF pursuant to § 56-596 of the Restructuring Act. Any such
legislation should stipulate that the reporting requirement is applicable to all
generating plants, including those owned by independent power producer, or
IPPs.

Stakeholders also made several recommendations in this category
related to the provision of improved “price signals” for customers. This is
another way of saying that customers use power more efficiently when they
are aware of their usage’s impact on system demand—particularly when
they obtain financial incentives or disincentives to do so. Such price signals
may promote customer response through increased energy management
efforts and result in a price benefit for all customers by reducing the power
needed at peak times. The Commission intends to explore the feasibility of
pilot programs in which utilities and/or competitive service providers would
test metering equipment, providing real-time price signals to customers and
usage signals to suppliers. Our Staff has already been contacted by one

supplier that is interested in such a program.

New and existing generation capacity

e Generation siting rules should not proceed from traditional notions
of centralized planning or include a need-based assessment. (AEP-
VA)

e The Commission revisions to the siting process should promote
fairness to all prospective developers and not place incumbents or
their affiliates at a competitive disadvantage. (DVP)

e The Commission should report on its efforts to streamline the
siting process and recommend additional methods to simplify the
process. (DVP)



The Commission should monitor and track the progress of RTEs in
facilitating broader access to markets by suppliers. (DVP)

In a competitive environment, higher reserve margins than those
previously considered adequate may be needed to prevent market
power. (VCFUR)

Market development is largely a function of retail price caps as
compared to existing wholesale prices, not market manipulation.

(Allegheny)

Existing power suppliers should compete with new suppliers
purely on price. (LG&E)

The aggregation process should be streamlined as much as
possible. (LG&E)

Tax credits should be considered for advanced information
technology applications in customer aggregation processes.
(LG&E)

Incumbent utilities’ ability to transfer generation at book value will
make it hard for CSPs to compete. (New Energy)

When the General Assembly enacted the Restructuring Act in 1999, it

suggested that the market power of incumbent utilities should be monitored

and then potentially addressed through retail rate adjustments to the extent

any such market power was not adequately mitigated by and through the

activities of regional transmission entities."'

As a matter of economics (and as emphasized in Part II of this report

examining the recent performance of wholesale and retail electricity

markets), market power is the ability of a firm to set and maintain prices for

a product or service above its marginal cost. To say that a firm possesses

market power is to say that it is profitable for the firm to physically withhold

output from the market in order to raise the market price. In other words, the

' Section 56-578 G of the Restructuring Act.
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firm does not take the market price as a given, but rather sees it as a variable
that it can influence to maximize its profits. Offering its output at a price
that is higher than its marginal cost is the equivalent of physically
withholding output—such pricing is referred to as “economic
withholding.”"?

We are aware of the potential problems that market power may
impose upon Virginia’s developing retail generation market. Consequently,
we have directed the Commission Staff to analyze the ways in which market

power may occur in Virginia and, in the future, intend to recommend ways

by which we may monitor and alleviate market power.

Suppliers licensed and operating in the Commonwealth

e The Commission already has a process for licensing suppliers. It
has worked well, experience will tell if modifications are
necessary. (AEP-VA, DVP, Allegheny, Cooperatives)

e The Commission should require suppliers participating in
Virginia’s market to have adequate generation and generation
reserves. (DVP)

e The licensing process should provide for easy entry for suppliers.
(LG&E, DVP)

e No fees should be imposed on suppliers for basic services required
to deliver power to customer. (New Energy)

We are gratified by the comments of several parties that the licensing
process has worked well in the pilot programs. Rules are now in place for

the licensing of suppliers for full retail access. Our focus in the licensing

12 These market power concepts are discussed at length Part II of this report examining the recent
performance of wholesale and retail electricity markets.
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process has been to assure that our procedures are not a barrier to entry for

suppliers, while maintaining adequate protections for consumers.

Shared or joint use of generation sites

e Whether existing generators decide to share sites with other
generating entities should be based on an economic analysis of

the transaction and a voluntary, arms-length agreement of the
parties. (AEP-VA, DVP, LG&E)

e State EPA rules should be modified as necessary to allow timely
sitings with a first come, first rights to EPA permitting of new
generation. (LG&E)

e The Commission should impose appropriate conditions on the
functional separation plans and RTE plans of utilities; such
conditions might include requirements to share generation sites.
(VCFUR)

After January 1, 2002, it will no longer be possible to obtain
generating sites by condemnation.”’ Therefore, the procurement of suitable
sites may become more difficult, especially since many of the best sites, i.e.,
those with access to such essential requirements as transmission, water, fuel
sources such as natural gas, etc. have already been taken. Many of these
sites were acquired using condemnation. Thus, to the extent that generation
site sharing is deemed necessary to aid in the development of generation
construction in Virginia, legislative action by the General Assembly would

undoubtedly be required.

Other issues

e Pilot programs in Virginia have been successful for the purposes
for which they were designed, which was to design, install and test

13 Section 56-579 D 2.
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the infrastructure necessary for successful implementation of
competition. (AEP-VA, DVP)

Pilot programs have not been successful, they have failed to attract
substantial participation by CSPs. (VCFUR)

The adequate implementation of a customer education program is
critical to advancing competition. (AEP-VA)

Legal separation of generating units is the best method to achieve a
viable competitive retail market. (DVP)

No power exchanges should be created. (LG&E)

Disclosure to the public of wholesale prices and indexes, effective
retail prices being paid, and a reliability index will encourage the
customer to shop. (LG&E)

Competitive metering and billing should be cautiously explored,
efforts should at first be focused on developing a robust energy
market. (Allegheny)

Customers should not be allowed to exploit default service, a
minimum stay of at least one year should be required. (Allegheny)

Invoking minimum stay requirement signals that the market is not
functioning properly. Not allowing customers to leave the
incumbent is contrary to the privilege of customer choice.
(Exelon)

Utilities should adopt seasonal rate structure for generation,
transmission and distribution services. This rate policy could
eliminate the need of minimum stay restrictions being placed on
CSPs. (New Energy)

Municipals and cooperatives should offer dual billing and
consolidated billing options. (New Energy)

CSP access to customer usage information should be free for the
purposes of pricing retail electricity. Usage information for other
optional purposes, such as load management services, should be
subject to reasonable incremental-cost based fees. (New Energy)
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Comments were received that the pilot programs were successful and
that they were a failure. There is some truth in both statements. The pilots
have been a tremendous benefit in that we have developed rules and systems
that are necessary for a competitive market to exist. Unfortunately,
however, the participation rates of both suppliers and customers in the pilot
programs has been disappointing.

In discussions with competitive suppliers we have learned that most
are not particularly interested in participating in pilots or drawn out
transitions. To make their marketing effort worthwhile, suppliers are
looking for a large market to enter. In Case No. PUE000740, we decided the
appropriate phase-in plans for each of our investor-owned and cooperative
electric utilities. Our final order in that case has designed a phase-in
schedule that allows retail choice to all Virginians as rapidly as feasible in
order to facilitate competitive activity.'*

On January 1, 2002, as directed by the Act, the phase-in begins. On
that date, choice will be allowed for more than one million customers:

all of the customers of AEP-VA, Allegheny and Conectiv plus one-third of
the customers of DVP. By January 1, 2003, all of DVP’s customers will
have been phased-in and thus choice will be allowed for approximately three
million customers—excluding the Kentucky Utilities and the Cooperatives.
Under our order in PUE000740, Kentucky Ultilities and the Cooperatives
will be allowed to take until January 1, 2004, to provide choice for their

customers.
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Retail Choice dated March 30, 2001.
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In § 56-577 E of the Restructuring Act, the General Assembly
directed the Commission to determine whether customers that return to an
incumbent electric utility or default provider after receiving service from a
competitive supplier should be required to remain with the incumbent or
default provider for a minimum period of time. On May 15, 2001, an order
was issued in Case No. PUE010296 establishing a work group to investigate
the minimum stay issue and directing our Staff to issue a report.

Staff conducted a full day work session regarding minimum stay
provisions. There were two camps in the session with diametrically opposed
positions. The incumbent utilities advocated a minimum stay of one year for
all customers as necessary to prevent gaming that could prove detrimental to
the incumbent or default provider. The competitive service providers argued
that there should be no minimum stay requirement, that such a rule would
hinder competition.

On June 26", Staff filed its report in which it proposed a one-year
minimum stay requirement for customers that have an annual peak demand
threshold of 300 kW or above that return to the incumbent utility or default
provider. If the customer has returned to capped rate service because its
competitive provider abandoned service, the minimum stay provision would
not apply.

Comments have been received on Staff’s proposal and no hearing was
requested. A Commission ruling on minimum stay regulations should be

1ssued soon.

Consumer education

One of the Commission’s most valuable contributions to developing
an effectively competitive retail generation market will be its consumer
education program ("Virginia Energy Choice"). This program is designed to

enhance the development of a competitive market by building the ranks of
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informed Virginians. The goal is to make them aware of this new
opportunity and give them the confidence to actively shop among competing
suppliers. With an informed customer base in place, it may be easier to
attract energy marketers to Virginia, and, in turn, serve the Commission’s
larger goal of promoting a competitive and efficient energy supply market.

A statewide survey conducted for the Commission in May 2001,
found that only 28 percent of Virginia residents are aware that the
Commonwealth begins its transition to a competitive energy market next
year. This figure represents the baseline number upon which to improve the
level of awareness over the next five years.

The survey also found that eight in 10 Virginians are very or
somewhat interested in the competitive market for electricity and natural
gas. A similar number say they need more information before making a
decision on whether to select a new energy supplier. These numbers
indicate that curiosity is high and there is a great desire to learn more.
However, most customers don’t yet know where they can get the
information they want.

In May 2001, the Commission selected a partnership of nationally
recognized communications and research companies to assist the
Commission in carrying out its education program. The program involves
extensive mass media advertising to raise awareness levels and extensive
outreach to a diverse variety of consumer groups and community-based
organizations to build knowledge and understanding.

The partnership of firms brings direct experience in consumer
education efforts in states where retail energy choice is already underway.
Virginia’s program is subject to the oversight and approval of the SCC with
advice and input from the Consumer Education Advisory Committee. The
advisory committee was appointed in December 2000, and brings together

consumer education experts from utility companies, competitive service
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providers, consumer organizations, the Attorney General's office and
community-based organizations. With meetings scheduled on a monthly
basis, the committee has already provided valuable contributions to the
content and direction to the effort.

One of the first products of the campaign reviewed by the committee
was a new logo. Designed to visually represent both electricity and natural
gas, the logo 1s being integrated into all consumer education materials. A

revamped Virginia Energy Choice web site (www.yesvachoice.com)

features the logo and will incorporate additional information resources as
they are developed.

The first printed piece for the campaign, a utility bill insert, has been
distributed to over one million energy customers who are in the first phase of
energy choice. The insert provides an introduction to the program that
serves as the Commonwealth’s information source regarding Energy Choice.
It also alerts consumers to watch for information coming from their local
utility about its plan for sharing customer information with licensed
competitive service providers. The bill insert has already generated calls to
the Energy Choice call center. The toll-free number (1-877-YES-2004) was
switched from taped messages to live operators on July 2", and the call
volume has been building through the summer.

A team of outreach specialists has been organized to work with state
agencies, local governments and community-based organizations to enlist
their help to distribute education information to the individuals they serve.
The first group of Energy Choice educators has been trained to conduct
presentations to consumer groups and staff information booths at community
events in Northern Virginia.

A 16-page Virginia Energy Choice consumer guide will be ready in

mid-September. This piece will be the touchstone of the campaign and will
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include the basic information consumers need in order to understand how the
new, competitive energy market affects them. A general awareness program
involving television, radio and newspaper advertising will begin late fall and
early winter in those parts of Virginia where retail choice becomes available

beginning January 1, 2002.

CONCLUSIONS

Before a competitive market can develop, it is necessary for a proper
foundation to be laid. The strength of that foundation depends upon the
clarity of rules, the synchrony of computer systems, the education of
consumers, and a multitude of other details. Many of these details were
discussed in the first section of this report, the Status of Competition in the
Commonwealth.  They include the development of transition plans,
unbundling of rates, establishment of regional transmission entities, and
licensing of suppliers.

These are the types of tasks that the Commission considers its most
important contributions to the facilitation of effective competition. Our goal
is to provide an easy entry for competitors into our electric market while
simultaneously protecting consumers.

There are, however, many factors outside of the Commission’s control
that will have a bearing upon the degree of competition that develops and
when it develops. Some of those factors are contained in the Restructuring
Act. For instance, we received suggestions that price caps or wires charges
should be eliminated because they will hinder the development of
competition. Those mechanisms were placed in the Act to protect both
consumers and utilities.

This Commission cannot control the level and volatility of wholesale
electric prices. We are, however, very concerned about the exercise of

market power in the wholesale market, as examined by Dr. Rose at length in
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Part II of this report reviewing the recent performances of wholesale and
retail electricity markets. Moreover, we are also concerned that wholesale
prices will become more volatile as the Commonwealth becomes
increasingly dependent upon natural gas-fired generation. During the rate
cap period, high wholesale prices may make it impossible for competitors to
offer savings to consumers, thereby constituting a barrier to competitor
entry. After the rate cap period, the level of wholesale prices will have a
direct impact upon prices paid by consumers.

In summary, the Commission is committed to make the
Commonwealth an attractive market for competitive suppliers. To the extent
that electric competition develops throughout the nation, we intend for

Virginia to be recognized as a fair, efficient and effective market.
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