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Chairman George, Chairman Hutchinson and Members of the Committee:

Thank you for the invitation to appear before you this afternoon to present
testimony regarding the need for a Power Authority to minimize the higher
electric prices that are facing Pennsylvania.

At the outset, I would like to

emphasize that my testimony represents my personal views and not those of the
Commission as a whole.

By January 1, 201 1, when the last rate caps expire, Pennsylvania
customers will be paying for electricity at prices derived from wholesale power
markets, primarily from PJM. The problem is that today's PJM does not look
anything like the PJM that was in place in 1996 when Pennsylvania decided to
deregulate.

Instead of being primarily the cost-based energy exchange that

existed in 1996, PJM has morphed into a highly complex series of artificial pricing
mechanisms, all short-term in nature, under which cost bears little or no
relationship to wholesale electric prices. These artificial wholesale prices will be
paid by utilities and by retail suppliers, and passed through to Pennsylvania
customers. Competition at the retail level therefore can be expected to produce
little or no savings.

Under the new PJM regime, wide, volatile price swings can be expected.
Just last summer, Pennsylvania was facing potential rate increases of 90%. But,
as Warren Buffet said recently, the economy has fallen off a cliff. As a result,
commodity prices currently are depressed, and today we would expect electricity
increases of only about 10 - 15% if rate caps expired tomorrow. So, in a very
perverse manner, the economic crisis has had at least one benefit. If last year's
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projected rate increases would have materialized, the impact on the
Pennsylvania economy would have been devastating. The potential economic
transfer from Pennsylvania consumers to the power generation sector could have
been in excess of $12 billion per year.'

The mechanics that led to those high prices continue to exist. When our
economy recovers, it is realistic to assume that higher electricity prices will result.
Under the current framework, the wholesale power market that has evolved since
1996 can be expected to disappoint consumers with extreme volatility and higher
than necessary prices via the single market clearing price. These clearing prices
result in Pennsylvania coal and nuclear facilities receiving far more than the
actual cost of production. Higher than necessary prices also can be expected
due to the "full requirements" approach of buying power for retail default service
that has been adopted by the Commission. Finally, the absence of long-term
contracts in this new market regime is resulting in little to no construction of new
capital-intensive, low-running cost, base load generation facilities, which will only
accentuate market volatility. All of these concerns can be mitigated by adoption
of a consumer-driven Power Authority that would purchase power from new and
existing resources, under competitive solicitations, with the power provided to
consumers at the Authority's cost.

Currently, Pennsylvania basically places its complete trust in PJM's
artificial pricing mechanisms to create just and reasonable rates for our
consumers, and to provide new capacity to provide reliable service to customers.
Pennsylvania is one of a small, diminishing number of states that continues to

'

The 2007 aggregate sales of 149 billion kwh x 90% of the average retail price of 9.04 cents
per kwh.
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place faith in these newly created pricing mechanisms to provide a reasonably
priced and reliable power supply,

Of the approximately 20 states that initially adopted deregulation, many
have taken some dramatic actions to reverse their decisions, including forming
state power authorities.

California simply re-regulated after its deregulation

attempts failed. Montana is moving forward with re-regulation. Illinois negotiated
refunds for consumers and formed a state power authority to take control of its
own destiny. Both Ohio and Michigan have turned the clock back on full scale
deregulation. Virginia refused to continue its deregulation plans and retained
control of its generation resources. Connecticut mandated a state auction for
long-term contracts to make sure new generation is built to meet shortages that
were not being met under deregulation.

The Connecticut House of

Representatives passed a bill last week to create a power authority to help
control runaway prices in the RTO serving that state. Delaware has gone to full
scale integrated resource planning. In Texas, dramatic price swings and supplier
defaults have resulted in at least one legislative initiative to change its single
market clearing price structure that is believed to have caused this price swing.
The Texas Legislature also recently voted to hold back any further plans for
deregulation in those parts of the state that have remained regulated. New York,
which already has a power authority, also has legislative proposals to address
the shortcomings of the single market clearing price imbedded in its RTO's
pricing scheme. Recently, Maryland's Governor O'Malley referred to having faith
in the pure market design as being tantamount to hoping the electricity Good
Fairy will show up. I understand that Maryland is moving toward securing its own
generation future with less reliance on the market.

Last spring New Jersey

Governor Corizine proclaimed that New Jersey can no longer wait and hope that

the market will deliver the next wave of power generation resources. In this
regard, a power authority was proposed as one vehicle to ensure that new
resources are added.

My purpose of raising this issue is to highlight the fact that Pennsylvania is
in the minority, one of a small and diminishing number of states that continue to
proceed with this grand experiment with little to no modification. The lack of
activity in Pennsylvania to address the problems in the wholesale electric market
is not the norm across the country. Most states have remained regulated under
the traditional vertically integrated structures, and these states have no intention
of deregulating now. However, many of those states that embarked upon the
electric restructuring modef are taking various steps today to ensure that their
consumers receive power at just and reasonable rates.

In contrast, Pennsylvania basically has turned over control of the reliability
of our power supply -what gets built, when it gets built, where it gets built - to
short-term market forces. Planning for the reliability of electric supply is a longterm proposition, but the market that is in place, PJM's pricing mechanisms for
wholesale power, is a short-term market. There is the rub. It is folly to rely on a
short-term market to produce positive long-term results. It is not working, and it
needs to be changed. There has been virtually no capital-intensive base load
generating plants built in Pennsylvania since the generation of electricity was
deregulated in 1996.' Nearly all of the new capacity added has been either gas-

--

The one exception is the 525 MW Seward waste coal plant north of Johnstown: however, this
unit was constructed on the site of an older coal unit and was able to ach~evesignificant cost
savings as a result.
I
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fired or wind. For different reasons, neither of these resources is conducive for
driving down wholesale power prices in Pennsylvania.

Just prior to adopting deregulation in 1996, Pennsylvania was at the end of
a large capital-intensive build-out of base load generation facilities. A significant
number of new nuclear units had been added to the generation mix, including the
Susquehanna, Beaver Valley, Limerick, and Perry generating units. In addition,
the last wave of our new capital-intensive waste coal-fired facilities came on-line
under our highly successful IPP p r ~ g r a m . ~Under this program, all of the
development, construction and operational risks were transferred to the project
developers under performance-based contracts. Pennsylvania was well on its
way to shifting the risk of power generation facility performance to third parties,
instead of ratepayers, as was done under the old rate base, rate-of-return
methodology.

We also had very healthy reserve margins in excess of 25%. Our electric
rates were higher than the national average, but this was expected because we
had just finished a capital-intensive generation expansion. Basically, rates were
at their peak when Pennsylvania chose to go down the path of generation
deregulation in 1996. These high rates were then locked-in under generation
rate caps, as customers continued to pay the capital costs of the units that
supposedly had been stranded by competition. If Pennsylvania had not gone
down the path of deregulation, the nuclear units would have been close to being
fully depreciated today, and it is likely that retail rates would be falling, rather than
14 of the country's 18 waste coal units are located in Pennsylvania. To date, these facilities
have processed over approximately 125 million tons of waste coal, and there are approximately
2 billion tons more of waste coal to be processed.
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rising, as rate caps expire. There is no doubt that some of these new nuclear
facilities were expensive, that there were cost overruns, and excess capacity
adjustments, but Pennsylvania was positioned for reliable power at stable rates
for years to come. As the units depreciated, over time we would have benefited
from the lower operating costs associated with nuclear and coal-fired facilities.

That was then.

Now, turn the page and look at where we are today.

Reserve margins are dropping, and customers will be paying higher rates, not
lower rates, for power when rate caps expire, despite having paid for the capital
costs of the generating fleet in Pennsylvania through pre-1996 depreciation and
post-1996 stranded costs. Customers essentially will be buying back power from
these same units at rates much higher than the rates that would have been
charged under regulation, which would have been based on the actual fuel and
variable costs of producing the power. In addition, new capital-intensive power
generation is not being built in Pennsylvania because the short-term PJM
capacity market is not structured to support capital-intensive projects.

Those who continue to believe that we should rely solely on the wholesale
power market to control prices must understand that the wholesale market does
not produce the lowest possible prices. The energy clearing prices are based
upon a model that ensures that consumers pay the single highest clearing price
every hour. Under PJM's pricing formula for energy, the locational marginal
pricing, or LMP mechanism, all generators are paid rates based upon the highest
cost unit at any given time. For example, assume that the system load is 10,000
MW, and 9,999 MW of low cost nuclear or coal-fired generation is offered at 2.5
cents per kwh. If 1 MW of gas-fired generation is needed to meet the full load of

10,000 at a bid price of 10 cents per kwh, then all 10,000 MW are paid the 10
cents, despite the fact that 99.9 % of the generation offered was bid at 2.5 cents.
While over 93% of generation in Pennsylvania is from low-cost coal and nuclear
facilities, higher cost natural gas-fired generation has been setting the margin
approximately 25% of the time. Similar pricing mechanisms exist on the capacity
pricing model as well.

In addition, long-term contracts are not available to

support the construction of new capital-intensive facilities.

The problems created by the absence of either cost-based regulation or
effective competition have been exacerbated by the Commission's interpretation
~
utilities to procure power under what is called
of the Competition ~ castrequiring
the "full requirements" approach. Under this approach, suppliers commit to sell
power to a utility for the utility's default service customers, but the suppliers have
to assume the risk of an unknown level of customer shopping. Supplier bids
must reflect this risk premium, which translates into higher rates to

customer^.^

This "full requirements" approach ensures that only large power aggregators are
able to bid, and adds an unnecessary layer of costs (profit and risk premiums) to
the rates paid by customers. An alternative approach is buying defined blocks of
power with spot purchases layered on top to balance the demand curve. Such
an approach also could include direct purchases from individual generating
plants, some of which may be interested in selling power directly to a utility
Electricity Generation Customer Choice and CompetitionAct, 66 Pa. C.S. §§2801-2812.
-In addition to energy (or generation) cost, there are congestion charges from transmission
congestion or the cost of hedging to avoid the charge, capacity costs, ancillary service
requirements (regulation, spinning reserve, etc.) transmission charges and other RTO
administrative charges, and costs incurred by suppliers because of the risk they face, such as
the loss of customers or from a change in demand. While many of these costs were expected
when retail access began, the magnitude of the costs and the additional unexpected costs
have contributed to the higher-than-expected costs of retail access."
Testimony of Kenneth Rose, Ph.D. at the En Bane Second Public Hearing held
November 6, 2008 before the Pennsylvania Public Utility Commission.
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instead of dealing with the volatility of the wholesale market. The Illinois power
authority currently uses this approach, and recently completed its first set of
auctions with prices that were 7.5% less than previous rates."

Regaining control over the construction of, and prices charged by,
generating plants is the key to regaining control over wholesale electricity prices.
Despite the fact that Pennsylvania's ratepayers paid for the capital costs of the
utilities' power plants, first through rate base treatment and then through $12
billion in stranded cost payments, under the auspices of the Competition Act the
plants have been sold by the utilities, often to their unregulated generation
affiliates. As a result, we have lost all oversight over the prices paid for power
produced by the existing generating plants that were paid for by Pennsylvania
ratepayers. Somewhere

in this framework, we

need to make accommodations

for long-term contracts under competitive solicitations with pricing high enough to
support the next set of generation facilities, without paying all existing legacy
plants the same price that the new facilities require for financing and
construction.

By creating a state power authority, new generating plants can be built to
supply power to consumers at contractual rates that bear a more reasonable
relationship to the actual cost of producing power. This can be done through a
series of competitive solicitations (RFPs) for the construction of new power plants
that would provide power at contract-based prices, rather than prices that are the
product of the PJM market.

Adopting the approach that was used most

successfully by the Commission with its IPP program in the 1980's, all
6

Power Bills Goinq Down, Northwest Herald, May 13, 2009.
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development, construction, and operating risk would fall on the shoulders of the
new plant developers.

This prior experience proved that independent

competitive generators can supply generation with reliability factors in excess of
the old utility-build approach while assuming all performance-related risks.

In addition to regaining control over rates, construction of new power
plants in Pennsylvania could be directed in a manner that would best serve the
Commonwealth. Currently, there is no oversight in Pennsylvania over what types
of plants are built, where the plants are built, or when the plants are built. New
plants should be directed to locations that would reduce transmission bottle
necks, decrease the need for new transmission lines and reduce high LMP cost
zones. Power plants should be built in a manner that ensures we use indigenous
Pennsylvania resources and stop exporting dollars out-of state. Since 1996, over
90% of the new generating capacity added in Pennsylvania has been gas-fired,
which only exacerbates the existing problem with high PJM marginal prices and
drives up the cost of natural gas needed for home heating. Finally, we should
ensure that our economy is strengthened through the use of Pennsylvania
resources. The construction of base load generation, fueled particularly by coal
and waste coal, would create jobs in this struggling economy. In contrast, the
operation of gas-fired plants creates very few jobs in Pennsylvania.

In addition to issuing RFPs for the construction of new power plants, the
power authority could execute contracts with existing generation facilities under
long-term contracts at rates that bear a reasonable relationship to cost. Such
arrangements could be to the benefit of the generating units themselves because
they would remove a level of uncertainty to which a merchant generator is

exposed. With a longer term contract, some of these generators would be able
to finance much needed capital improvements to help the facilities meet
environmental and efficiency improvement upgrades.

I am deeply concerned that this state is losing its ability to compete and its
ability to attract and retain businesses without a reasonably priced and stable
electricity supply. Just last month, a large employer in Penn Power's service
area (Signature Aluminum) finally closed shop due, in part, to a significant
increase in power prices. AK steel, in my hometown of Butler, is having second
thoughts about installing a $150 million electric arc furnace project due to the
power price situation. Alcoa, which was forced to close its plant in Frederick
Maryland when electric rate caps came off in that state, has testified that
uncapped electricity rates in Pennsylvania would impose significantly higher
electricity costs on their Lancaster plant than those paid by their competitors in
other states. Other industrial customers are in the same position. Make no
mistake about it -- this is a very serious threat to Pennsylvania's economy. One
final point I would like you to consider is the quality of life in Pennsylvania. Can
any of us envision the kind of Pennsylvania we want with fewer manufacturing
jobs? Yet, when the rate caps come off, these employers will be forced to pay a
premium if they choose to remain in Pennsylvania. How long do we think that
they will be able to afford such a premium? Is this the kind of future that we
want?

In conclusion, t commend Chairman George, Chairman Hutchinson and
the members of this Committee for your consideration of a power authority as a
tool to help Pennsylvania consumers obtain just, reasonable and stable electric

rates. Much is at stake for the future of Pennsylvania's businesses, as many of
these businesses need electric rates that are competitive with the electric rates in
other states, as well as with energy prices offered within other countries. While
there is no silver bullet to correct the problems that have been created by the
imperfect wholesale market, the sooner we start the sooner we can begin to drive
some long-term stability into this marketplace. Thank you for the opportunity to
testify, and I welcome any questions you may have.

