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In January 2002, CECA convened the year-long Electric Industry Restructuring Forum to address
the experiences to date of electric industry restructuring efforts at both the state and federal levels.
In so doing, it was the goal of the CECA Forum to develop recommendations for policies to ensure
consumer benefits in an optimal electric power system of the future.

As the nation’s senior public policy organization focusing on energy issues from the perspective of
consumers, particularly residential and small business consumers, CECA addressed the issues
surrounding electric industry restructuring with a set of guiding principles that are integral to
assuring consumer benefits. The CECA Forum then analyzed issues using those principles as a basis
upon which to make recommendations.

As a result of using these consumer oriented core principles, the CECA Forum’s efforts have
culminated in a report that provides invaluable tools for policymakers to consider when addressing
the complex issues on how to develop an optimal electric power system for the future. This report
conveys the hard work by many electric power thought leaders over a year-long period for the
purpose of providing public policy recommendations that will serve as the basis of sound programs
and policies. We believe that policymakers will benefit from the recommendations put forward and
we look forward to articulating the many specific suggestions made in this report on behalf of
consumers.
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As the Chair and Vice Chairs of the CECA Electric Industry Restructuring Forum, we are proud to
provide this landmark report to policymakers, electric industry leaders and consumers. This report
takes a critical look at the issues surrounding electric industry restructuring and sets a strategy for
policymakers to consider in developing an electric power system that meets the nation’s future needs.

As the electric power industry evolves, there will continue to be many challenges and barriers that
policymakers must confront. As states and the federal government consider the proper structure of
electric power markets, historic consumer protections must be maintained and strengthened.
Electricity is an integral component of our economy and the electric power infrastructure must meet
the increasingly demanding needs of the digital society in the 21* Century while incorporating these
important consumer protections.

The consumer-based principles embedded in this report— “first do no harm,” choices for
customers, and innovation— are values that we, as experts in the field, believe should be important
components of electricity policy. These principles make sense regardless of whether the electric
power market is regulated or competitive. The CECA principles should be utilized as the basis for
all policy decisions going forward. The electric power system will be more responsive to consumers
and provide better service as a result.

Many states have determined that adopting competitive approaches for retail electric service within
their states will bring benefits to consumers while others have concluded that traditional cost of
service regulation remains the most beneficial regulatory structure for their state. We believe the
CECA report is unique in providing recommendations for policymakers to assure benefits to
consumers in both regulated and competitive states.

We urge you to read this report. You will likely agree with some parts of the report and disagree
with others. The participants of the CECA Forum also had disparate views. The discourse that

took place enabled greater knowledge and understanding of the issues.



This report is the outcome of these deliberations. It provides you with both the principles and the
mechanisms for designing an optimal electric power system. We encourage you as policymakers and
electric industry leaders to use the principles embedded throughout this report as a benchmark for
developing future policy so that consumers will benefit from your actions.

Lustiid—

Hon. Robert W. Fri, Chair
Visiting Scholar
Resources for the Future

Washington, DC

S Sofdled

Sincerely,

Hon. Vicky A. Bailey, Vice Chair Hon. Skila Harris, Vice Chair
Assistant Secretary for Policy and Director

International Affairs Tennessee Valley Authority
U.S. Department of Energy Knoxville, Tennessee

Washington, DC
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Hon. Elizabeth A. Moler, Vice Chair Hon. Marsha H. Smith, Vice Chair
Executive Vice President, Government Commissioner
& Environmental Affairs and Idaho Public Utilities Commission and
Public Policy Chair, NARUC Electricity Committee
Exelon Corporation Boise, Idaho

Washington, DC
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POSTIONING THE CONSUMER FOR THE FUTURE: A
ROADMAP TO AN OPTIMAL ELECTRIC POWER
SYSTEM

EXECUTIVE SUMMARY

n the 1990s, state and federal policymakers set in motion a host of profound changes in

the electric power industry. These changes were intended to transform what had

historically been a regulated monopoly industry into a competitive industry, modeled on
the restructuring of the long distance telephone, trucking, airline, and natural gas industries. By the
end of the decade, initiatives were underway in federal and state regulatory agencies to move from a
highly regulated electric system into a competitive retail and wholesale market. By 2000, 24 states
and the District of Columbia had adopted retail electric competition, and Congress appeared poised
to adopt a national electricity policy that reflected the move to competition.

However, price spikes, rolling blackouts in California, corporate scandals, criminal
investigations, and bankruptcies have stalled progress and have caused virtually all market
participants to take a critical look at electric industry restructuring. Because of the uncertainties
resulting from these events, no state has adopted new electric industry restructuring legislation since
2000.  Several states that adopted electric industry restructuring legislation have repealed or
substantially delayed activities to implement competition. Although many large commercial and
industrial customers have been able to shop for better deals for their electric power service, the
number of residential customers shopping for electricity is extremely low.

While 24 states have enacted legislation for retail electric industry competition, others
appear to be firmly committed to traditional cost of service regulation at least for the foreseeable
future.  This dual regulatory structure at the state level is complicated even further by the
intertwined nature of state and federal jurisdiction over the electric power system. While states have
historically regulated most of the costs reflected in consumers’ electric bills (retail transactions), the
federal government regulates certain bulk power or wholesale transactions (utility to utility
transactions and sales from generators to utilities or end users). Recent federal regulatory initiatives
by the Federal Energy Regulatory Commission propose expansion of the federal role, leaving the
boundaries between state and federal jurisdiction unclear. These complexities, based on the dual
schemes at the state level (regulated and restructured) and the complexity of state-federal jurisdiction
over electricity services, have created an environment fraught with uncertainty and confusion for
consumers. A resolution to the tension among states and between the states and the federal
government is unlikely to be achieved in the near term. While many still strongly advocate the
potential benefits that can accrue from retail electric industry restructuring, it is clear that realizing
those benefits will entail a rethinking of the “rules of the road.”



Goals of the CECA Forum

In order to ensure that the electric power system evolves in a way that benefits consumers
and meets the needs of users, the Consumer Energy Council of America (CECA), as the nation’s
senior public interest energy policy organization, responded to requests by government officials and
other energy leaders to launch a public policy forum, the CECA Electric Industry Restructuring
Forum (CECA Forum), to assess electric industry restructuring efforts to date in the context of the
complex and often conflicting regulatory structures and to make recommendations for future
electricity policy. CECA launched the CECA Electric Industry Restructuring Forum in order to
develop solutions to the highly contentious issues that affect consumers. CECA invited the nation’s
preeminent experts, representing a diverse cross-section of key stakeholders, to serve on the CECA
Forum. This report results directly from the expert analysis and input supplied by those participants
and provides policymakers with important tools for making policy decisions.

During its deliberations, the CECA Forum did not attempt to decide whether electric
industry restructuring was the “right” approach or whether federal law and policy should trump the
states’ role in retail transactions. Rather, the CECA Forum attempted to address key issues and
recommend solutions that should be adopted regardless of whether a state has restructured and
regardless of whether Congress has adopted electric industry restructuring legislation. Most
importantly, the CECA Forum was unique in embracing a fundamental assumption:

The fact that some states have chosen to open their markets to competition while
other states have chosen to remain regulated does not preclude the development of
polictes to benefit consumers in ether system. In fact, 1t is imperative that such
polictes be developed regardless of market structure.

It is CECA’s view that the current duality between restructured and traditionally regulated
states and between the state and federal roles is a fact that must be taken into account and assumed
to continue for the near future. What remains constant, however, is the need for policymakers to
measure policies and programs from the perspective of consumer benefits. Therefore, key attributes
of an optimal electric power system must be used as the basis of public policy decisions. This report
outlines the key attributes of an optimal electric power system.

Principles Embedded in this Report

This report establishes guiding principles that CECA believes are necessary to ensure
consumer benefits in an effective electric power system of the future. The principles which follow
have been used to filter the recommendations contained in this report:

First Do No Harm

First and foremost, changes in either retail or wholesale electric power service programs
should be required to demonstrate affirmatively that they will not cause consumers to be worse off
than they were before the changes took place. This is known as the “first do no harm” principle.
While there may be potential benefits for consumers through electric industry restructuring,
consumers should not be the subject of legislation or regulations that will do harm. This report pays
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particular attention to policies that should be adopted by state and federal policymakers in both
regulated and competitive markets to bring positive benefits to consumers and to prevent
unacceptable risks. As a result, CECA’s report addresses the need for stable, equitable electricity
rates, particularly for residential and small commercial customers, and programs and policies that
assure that vulnerable and low-income consumers can maintain essential electricity service. In
addition to retail or state policies that prevent harm to consumers, CECA’s recommendations
address the enforcement tools that should be in place at the federal level to assure consumer
protection.

Choices for Consumers

While retail competitive electric marketplaces are seen as a vehicle for introducing consumer
choice, CECA believes that all customers, whether in restructured or traditionally regulated states,
should be offered choices in electric power service. It is CECA’s view that both regulatory models
can provide benefits to consumers in the form of customer choice. In the 2I* Century, consumer
choice can create a more vibrant electric power system, utilizing demand response mechanisms, green
power choices, and innovative pricing packages. This report addresses consumer choice as a tool to
bring innovation in the form of advanced metering and pricing methodologies and empowering
consumers to make environmentally sound choices about their use of electricity and methods of
generating electricity. Finally, the report also addresses the need for consumer participation in policy
proceedings and education about these choices.

Innovation

CECA believes that the intertwined system of federal and state regulation must focus on
policies and programs that will spur innovation and technological advances in the manner of
generating, transmitting, and delivering electricity to consumers. Innovation can lead to new and
improved energy consuming products. Research and development programs and investment in
innovation are essential to improve the nation’s generation and long distance transmission systems.
Innovation can also stimulate demand and efficiency programs. This report examines how
innovation can be woven into policies at both the state and federal level so that consumers benefit
with a more reliable and efficient power system.

Key Attributes

CECA has identified the key attributes of an effective electric power system of the future
that will provide consumer benefits. It is CECA’s view that policymakers must be guided by key
attributes of an optimal electric power system that meets consumer needs. Such attributes reflect
important public policy goals and objectives that must be considered in all state and federal electric
power service decisions in both competitive and fully regulated markets. These key attributes will
serve as a roadmap to guide policymakers in the face of uncertainty about the proper regulatory

paradigm that should be adopted at both state and federal levels.
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Responsiveness to Consumer Needs

It is CECA’s view that creation of a retail competitive market is not the only means by
which consumers can be offered choices about their electric service. Choice of various programs and
services can be offered to consumers regardless of retail market structure. Therefore, choice should
be an option available to consumers in any state whether regulated or open to competitive markets.
Customer choice offers options for both the electric power industry and for consumers, though
choice may differ among various customer classes.

Recognition of Differences in System Structure

CECA recognizes that for the foreseeable future the electric power system will be made up
of both regulated and competitive markets. Even in states that have moved toward competition and
deregulated electricity prices, certain aspects of the system, such as the distribution or transmission
wires, are likely to continue to be subject to rate regulation. To achieve an optimal consumer-driven
electric power system, policymakers must recognize these different market structures and strive to
promote consumer benefits regardless of whether electric power markets have been formally
restructured. The results to date of retail electric industry restructuring have been inconclusive, and
it may simply be too early to make fundamental policy decisions based on those results. However, it
is important for policymakers to recognize the unique attributes of the electric power system within
each region and to promulgate policies that take advantage of all strengths, regardless of market
structure.

Provision of Electric Service While Meeting Societal Goals

Given the essential nature of electric power service, economic benefits must be balanced with
broader societal objectives. The system, therefore, must find the balance between providing a level
playing field for competitive and regulated market participants and ensuring larger societal
objectives. These societal objectives include:

* Sufficient and efficient capacity and a diverse fuel mix;
" A robust, reliable transmission system;
* Prices that are widely viewed as equitable for all customer classes;

* Policies that balance the nation’s need for affordable power with the need for a clean
environment;

" Regulatory oversight in both competitive and regulated markets so that market abuse is

prohibited, promptly detected, and punished;

*  Market rules for both competitive and regulated markets that offer consumers choices (i.e., the
option of “green” power can be offered to customers regardless of system structure) and new
products and services that customers want; and
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* Deployment of technologies that will lower costs for all customers and provide greater system
security, resilience, reliability, and power quality.

Provision of Reliability and Security of the System

Reliability is a key attribute of an optimal electric power system. As used in this report,
reliability refers to the traditional idea that the system should be designed, built, and operated to
maintain safe and adequate service for all consumers in the face of changing demand, expected
equipment failure, accidents, and bad weather. It is important to recognize that reliability is not an
“either/or” choice. Rather, the issue is Aow reliable a system should be, trading off costs and other
attributes. Traditionally, all customers received the same level of service and if additional reliability
was required, the customer could install backup generation. Today, advanced technologies can
enable different customers to receive different levels of reliability in cost efficient ways.

As used in the context of this report, the term security refers to the ability to detect, resist,
and recover from malicious attack. The policy goal of security is to maintain service to all customers
during such attacks to the greatest extent possible. To accomplish this goal, consumers must be
assured that the system will attempt to provide the best possible service when under such duress.

Assurance of Environmental Quality

The electric power system has significant impacts on environmental quality. While all types
of electricity generation have adverse impacts on our air, water, or communities, some have much
greater impacts than others. Experience in retail markets shows that many consumers are willing to
pay a premium for “green power,” and an optimal power system should provide environmentally
beneficial choices. Consumers expect the electric power industry to provide an acceptable degree of
environmental protection and would like to be able to choose among environmentally sound
options. An optimal electric system should be flexible enough to allow consumers to express their
preferences for environmental performance and to provide options for cleaner power. These options
should provide appropriate pricing for those options, regardless of whether a market is open to
competition,

Actions must be taken now to assure that these key attributes are achieved and, where
already achieved, are not threatened by regulatory changes. Guided by our core principles of first do
not harm, choice for customers, and fostering innovation, CECA’s public policy recommendations
presented in this report are designed to achieve these key attributes in both the retail and wholesale
electricity markets.



Providing Electric Service At Equitable Prices

It is evident that most residential and small commercial customers have not left the
incumbent or “default” electric service provider in those states that have restructured their retail
electric market. Furthermore, though the competitive wholesale market has in some instances
resulted in lower costs at the wholesale level, several regions have experienced a significant level of
volatility and unpredictable wholesale prices. In addition, large numbers of commercial and
industrial customers have returned to incumbent or default electric service providers when
competitive offers dried up or became unacceptable by exposing the customer to volatile prices.

One of the underlying attributes of an optimal electric power system is the provision of
stable and predicable prices for electric service. Residential and small business consumers who have
historically been provided electric service at stable rates should not have to suffer price volatility and
extreme increases in monthly electric bills as the “price” of adopting a competitive market. Such a
result would be particularly harmful to residential and small commercial customers, especially since
they generally have no way to respond to or protect themselves against such price volatility. Such a
result would be even more harmful if the retail competitive market had not yet developed sufficiently
to demonstrate its ability to offer stable and predictable prices to such customers. This report
focuses on the regulatory mechanisms necessary to assure stable and predictable electric prices for
consumers in states with competitive retail electric markets. The need for explicit policies in this
regard is most evident and essential if restructured markets are to “do no harm.”

CECA Findings

CECA’s findings with regard to providing electric service at equitable prices reflect the
strong trend among the states that have restructured to adopt a service (known as a default service
provider) that will serve customers who do not choose, or whose competitive supplier has terminated
service to the customer for any reason, or where a choice of competitive supplier does not exist. In
addition, the coming end of the “transition” period in most restructured states will require
affirmative decisions by state policymakers about the nature, pricing, and availability of this service
in the near future. At the same time, there is growing interest in offering choice to consumers by
regulators in states that have retained the traditional cost of service model, focusing on the
incumbent utility as the means to deliver these regulated service options. As a result, there is a need
for both price stability and service options for consumers in all states, regardless of whether the state
has restructured.

®  When states adopt electric industry restructuring and retail electric competition, a default service
provider or providers with the obligation and capacity to serve residential and small commercial
customers at reasonable rates is necessary, particularly when the competitive market does not
develop to serve all customers equally.

"  States restructured their electric power industry on the premise that competition would reduce
resource costs more effectively than regulation and would result in lower prices for consumers.
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To date, the competitive market for residential and small commercial customers has not
materialized as anticipated.

There has not been major migration of residential customers to alternative providers. Today the
bulk of residential consumers in the states that have restructured to allow multiple providers of
retail electric service still receive default service, and are likely to do so in the foreseeable future.

Consumers in most restructured states have not seen significant changes in price or quality of
service since the implementation of competition as a result of price caps and rate freezes.

Before rate caps or price freezes expire, states will need to adopt policies for pricing default
service going forward. In the long run, default service must reflect the risk-adjusted market costs
and risks to provide this service.

Designing default service rates to be volatile or reflect short-term wholesale market conditions in
order to spur customers to migrate to alternative providers creates the potential for hardship for
customers who do not enter the competitive market or whose marketer fails to provide them
with service.

There are risks associated with large numbers of customers or a large customer load (even if the
customer load is by a few customers) jumping in and out of default service. If costs are incurred
by the default supplier, they eventually will be recovered from consumers. These risks, and who
should bear them, must be considered when developing the price and the rules for default

service.

Large commercial and industrial customers do not require the same degree of protection as
residential and small business customers.

There is a growing trend to offer choices to residential and small commercial customers by the
default provider or the incumbent utility in traditional cost of service states.

CECA Recommendations

CECA’s recommendations with regard to providing electric service at equitable prices flow

from the need to prevent harm to consumers as a result of changes in the method of regulating or

pricing electric service. Most consumers, particularly residential and small commercial customers,

would prefer stable, predictable and equitable prices for electric service. Electric industry

restructuring should not expose residential and small business consumers to volatile prices.

However, CECA supports state experimentation with models that provide stable and

predictable prices for essential services that can bring customers choices so that consumers can take

advantage of alternative pricing methods or alternative sources of energy.

CECA recommends that in states that have restructured their electric market, default service
should be designed to assure stable, predictable, and equitable prices for customers who do not
shop, who are unable to obtain reasonably priced service from alternative providers, or who are
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not the subject of offers by mass market retail providers. The default service price should be the
“benchmark” against which competitive offerings can be compared and should be a safety net in
case the competitive retail market does not develop in a timely way.

CECA recommends that the terms and conditions for default service reflect an analysis of the
likelihood of significant movement in or out of default service by residential customers in light
of the prices charged for default service, the frequency of price changes, and the shopping rules
of the jurisdiction. If it is considered likely that large numbers of residential customers will
move in and out of default service, shopping windows or a minimum term of service should be
considered to spread the costs and risks of providing default service equitably. However, risks
and costs associated with large movements of commercial and industrial customer load should
be allocated to those customers so that residential and small commercial customers are not
harmed in their default service prices and terms and conditions.

CECA recommends that default service for residential and small commercial customers should
be priced by the state regulators (in both restructured states and in those states with traditional
regulation) to reflect equitable prices based on balanced and diversified portfolios of both short-
term and long-term power supply contracts and products (either generated by the utility or
purchased from alternative suppliers) and electricity-related demand-reduction products. This
service should not reflect short-term movements in the wholesale market.

CECA recommends that states explore the option of prohibiting larger commercial and
industrial customers from frequent migration into and out of regulated default service and
require such customers to obtain their generation supply from the competitive market only.
CECA recommends that when a large commercial and industrial customer chooses to opt back
into a default service program, a commitment by the customer to that program should be for a
specified period of time at specific rates so that system load management and planning can be
properly undertaken and uncompensated costs are not incurred by the provider or other
customers.

CECA recommends that state regulators evaluate the degree of risk borne by the default supplier
due to the rapid or unpredicted movements of large numbers of customers, particularly larger
commercial and industrial customers, into and out of default service. Where the risk is identified
as potentially significant, specific policies should be adopted to ameliorate the risk borne by the
default service provider or otherwise provide compensation for the additional costs.

CECA recommends that the competitive market should seek to win customers by offering either
a service or product not otherwise available (“green” energy; time-of-use pricing; bundled
products) or a more efficiently provided basic service that is in fact priced lower than the price
for a basic or “vanilla” electric service. Such service should reflect quality of service standards.

CECA recommends that low-income or credit-challenged customers should not be segregated in
a default service that is designed to reflect short-term price signals or higher costs associated
with providing service to such customers. Rather, low-income or credit-challenged residential
customers should be grouped with all other residential customers (as is the case under traditional
rate regulation) and provided with default service that reflects average customer class costs.
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* CECA recommends that in the absence of significant demand side and green power options in
the retail market, states consider creating green power, time-of-use, and other choices for default
service customers as options to the more traditional electric service rate design.

Allowing Consumers To Make Electricity Usage Decisions

One goal of a rigorous competitive marketplace is to provide consumers with the ability to
be more proactive in their electricity decisions. This can be achieved with options that allow greater
ﬂexibility and control over electricity usage. However, many opportunities for consumers can arise
in both traditionally regulated states as well as states with competitive retail marketplaces.

Demand response is one mechanism that is often cited as a positive consumer option.
Demand response is defined as changes in electricity usage behavior by the consumer in response to
changes in prices, in order to reduce the consumer’s and supplier’s overall costs. This report
examines what kinds of options are available for consumers to gain better control over their usage—
with an emphasis on demand response options—and explores how policymakers can exploit these
opportunities in both regulated and restructured marketplaces so that consumers can receive
maximum benefits.  This report will also examine the linkages between consumer choice and
innovation, looking at how consumer-focused demand programs can drive a market for creative new
services and equipment.

CECA Findings

CECA’s findings with regard to allowing consumers to make decisions about their electric
power usage reflect key attributes of an optimal electric power system as defined by CECA.
Consumers can ultimately save money by making decisions about their electric power usage patterns,
known as demand response. It is not the intent of this report to design demand response programs,
but to explore the potential of demand response programs for fostering technological innovation,
customer choice, environmental benefits from the use of electricity, and long-term cost efficiency in
the generation and use of electricity.

* Demand response programs that are properly designed can help provide a significant benefit by
giving some customers the opportunity to respond to high prices during peak usage periods, and
which may help limit market power in those specific cases where those prices are caused by the
exercise of market power.

* In cases where a demand response program is designed to be controlled by an entity other than
the consumer, e.g., the utility, the degree to which the consumer feels no difference in service,
should reflect that which the consumer agreed to under the program, and is appropriately
compensated for by the entity. In this system, the utility reduces consumer load during specific
periods of the day, particularly during peak periods, which reduces overall generation
requirements allowing resources to be used elsewhere. This approach appears to be most
successful for residential customers when targeted to air conditioning usage or hot water heaters.

* If the consumer controls demand individually, demand response will come through price signals.
These price signals can be “real-time” (whatever the cost of the electricity at that time of day) or
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time-of-day (predetermined rates that correspond with the time of day). The majority of
residential and small business consumers do not have and cannot cost-effectively be provided the
ability to track and react to real-time prices. In the aggregate, many residential consumers do
not have the ability to make meaningful shifts in their use of electricity with currently available
technologies. The real savings on demand to the system comes from large commercial and
industrial consumers who have the ability to shift their load requirements.

*  All customer classes should benefit from cost-effective demand response programs because the
net result in load management will assure lower costs of operation, and less need for new peak
load construction, thus holding down costs needed to operate and maintain the system, but
individual customers may experience higher costs in the short-term if they are required to invest
in advanced meters.

* To attain the true benefits of cost-effective demand response programs, consumers must be
educated on the options that are available so that they understand each option’s requirement to
change behavior to positively affect their overall usage and attain reduction in their bills.

CECA Recommendations

Demand response programs, properly designed and implemented, have the potential for
significant consumer benefits and contribute to an efficient and reliable electric power system.
However, CECA also recognizes that demand response programs that seek to Impose expensive
advanced meters and exposure to “real-time” prices for many low use customers such as residential
customers, may be expensive. As a result, CECA’s recommendations reflect our overall endorsement
of demand response programs as a consumer choice if it is designed properly and is cost-effective
and is accompanied by strong and well-designed customer education programs as the means of
introducing innovation to consumers. Furthermore, demand response programs offer an exciting
approach to the introduction of customer choice with its attendant values and results, in states that
have restructured and in states that have retained traditional cost of service regulation. As a result,
our recommendations are directed to all state regulators.

* CECA recommends that where economically feasible, state regulators should support the
deployment and cost recovery of advanced meters and associated communication networks.
These advanced meters and associated communications networks should allow for demand
response by customers without resulting in increased costs for other customers or customer
classes. CECA recommends that state regulators focus first on the installation of such meters
and associated demand response programs for large commercial and industrial customers and
consider requiring the utility to install advanced meters for all customers over a certain size.
The costs of the program must be cost effective and fair to all consumers and suppliers.

* CECA recommends that when demand response programs or pricing options are enacted, the
program should reflect the costs associated with a consumer education program. The intended
recipients of the program must receive educational materials about the program from the state
public utility commission so that the effect of program participation can be readily understood.



Such materials must fully and correctly disclose the costs and potential impact of the program
on the customer’s bill.

Empowering Consumers To Make Environmentally Sound Choices

The ability of consumers to choose their retail electric power supplier has led to a
substantial increase in public awareness of the environmental consequences of electric power
generation, as states and competitive power suppliers have launched programs to educate consumers
through public and commercial media campaigns and through environmental labeling in electric
bills. Importantly, the introduction of these services has spurred states without retail choice to
consider offering similar services within regulated service territories.

Residential customers have become more aware of how their energy usage affects the
environment. With roughly one third of major airborne pollutants generated by the electric power
industry, the environmental movement saw great opportunities in reducing environmental impacts by
getting consumers more involved in the process. Electric industry restructuring offered an
opportunity for presenting choices of conservation and energy efticiency programs as well as creating
a demand for environmentally friendly generation resources. This report addresses how consumers
can be empowered to make decisions on their electricity usage that positively impact the
environment.

CECA Findings

Consumers have increasingly become vitally important participants in debates over the
environment, and consumers can be proactive in their choices and decisions about their electric
power services. Integrating the consumer decision-making process into the business of the electric
power industry will speed the entry of new environmental products and services, and will provide a
host of new marketing opportunities for the electric power industry. Key findings include:

* The nation’s need for reliable electric power is inextricably linked to society’s desire for a clean
environment today and for future generations. Therefore, policymakers should consider societal
goals when making or implementing energy and environmental laws and regulations.

* Energy efficiency programs, fuel diversity portfolios, and the customer’s option to choose
electricity products based on environmental attributes are significant components of any state
electricity policy.

*  Non-emitting resources including renewable energy, nuclear power, and renewable-energy based
distributed generation are important components of a generation mix, regardless of whether the
state has restructured or remains regulated. These resources provide environmentally friendly
alternatives to traditional fuels that emit more air pollution.

* Energy efficiency programs offer both individual and societal benefits. However, under
restructuring, some states have increased these programs while other states have decreased them.
Through energy efficiency, consumers can save money without being inconvenienced while the
environment benefits from reduced energy use.

XI



CECA Recommendations

These recommendations with regard to empowering consumers to make environmentally
sound choices in their electric power service are based upon the three overarching principles. The
principle of “first do no harm” applies to the environment, ensuring that regulatory or other changes
to the electric power industry will not leave the environment worse off than before. The principle of
choice is well represented in these recommendations through the encouragement of more green
power and energy efficiency options. Finally, the principle of innovation is promoted because the
demands of informed consumers will spur new environmental goods and services.  Key
recommendations include:

* CECA recommends that all utilities or electric service providers offer green power choices for
consumers, regardless of whether the utility is restructured or regulated. These options should
provide voluntary, consumer chosen incremental additions to renewable energy resources in the
electricity supply portfolio required by law or regulations.

* CECA recommends that cap and trade programs modeled on the successful SOz cap and trade
program be considered for other pollutants associated with electricity generation.

* CECA recommends that electric power service providers be required to include disclosure
statements in customers’ bills in order to inform them of the generation source and air emissions
impact of their electricity sources.

* CECA recommends that federal and state regulators strengthen emissions reduction policies,
including improving the thermal efficiency of existing electric power generation plants and the
use of new technologies, when implementing regional planning processes.

* CECA recommends that if an renewables portfolio standard (RPS) is mandated by a state or by
Congress, that all power suppliers be subject to the mandate.

* CECA recommends that policymakers embrace the deployment of “smart” meters as a central
component of distributed energy net metering policies so that allowable electricity sold back to
utilities can be priced at avoided costs.

Affordable Service For Low-Income Consumers

Low-income consumers, with little financial room to maneuver, are vulnerable to changes in
regulatory or service structure—especially if those changes affect the monthly price for electricity.
The move to electric industry restructuring, which has not been as smooth as anticipated, carries
added importance when considered in the context of low-income consumers who are simply unable
to cope with even mild swings in price volatility. In traditionally regulated states, low-income
consumers will also suffer if changes in the wholesale market bring overall higher prices, even if only
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during a short time frame. As noted earlier, a guiding principle that must be embedded in policy
changes is to “first do no harm,” a principle that is paramount with regard to vulnerable customers.
This report examines programs and policies adopted by states to assure access to essential energy
services by the most vulnerable consumers, and makes recommendations for state regulators based on
trends and experiences to date.

Low-income customers share the needs of all residential customers for equitable prices for
essential electric service. However, low-income customers have additional needs because of their
limited income. While the average family pays three - five percent of their annual household income
for energy (electricity, heat), low-income families pay on average nine percent of their annual income
for heat and electricity, with over half of low-income households paying upwards of 15-20 percent
of annual income. With such a large portion of income going to essential energy services, it is easy
to imagine the difficulty that ensues when prices increase unexpectedly. In addition, low-income
consumers often cannot afford to purchase energy efficient appliances or take advantage of energy
efficiency programs, even if these measures would reduce the total bill over the long run. Finally,
low-income consumers tend to be targets of discriminatory marketers and other biased practices,
leading to additional concerns about affordability in the competitive arena compared to other
residential customers.

CECA Findings

The scope and funding for low-income affordability programs have been expanding in
recent years. Studies have shown that when assistance is targeted to low-income customers based on
an analysis of energy burden (percentage of household income necessary to pay the energy bill),
benefits accrue to all ratepayers in the form of more timely and frequent payments by program
participants.

" Most states that have restructured their retail electric service have expanded or created new
universal service programs that provide bill payment assistance or energy management services or
both to low-income customers. While electric industry restructuring provided an impetus to the
creation or expansion of these programs, some states with traditional cost of service regulation
have also created or expanded these programs in recent years.

" States have funded bill payment assistance programs with a modest charge imposed on all
ratepayers, either in the form of a public benefits charge or included in rates charged for
regulated distribution services.

* Bill payment assistance programs typically provide either a discount off the regular residential
rate or calculate an individualized low-income customer credit that reduces the total bill to a
reasonable percentage of the low-income household’s income (often called a Percentage of
Income Payment Program).

* Energy efficiency programs targeted to low-income customers have built upon the successful

DOE Weatherization Assistance Program, which has documented significant savings and cost
effective installation of efficiency measures for low-income households.
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*  Administration of existing bill payment assistance programs has varied from utility-specific
enrollment and administration to statewide automatic enrollment programs operated by a
program administrator.

* Programs targeted to low-income energy customers typically serve very poor households who
would otherwise be required to allocate approximately 15-20 percent of their total household
income for essential utility services.

* Low-income households incur significant hardship when prices rise dramatically or when income
is reduced. Such households have no cushion to maintain essential electric service when prices
are volatile or bills are unaffordable.

CECA Recommendations

CECA’s recommendations with regard to the implementation of programs that provide
essential electric service to low-income consumers reflect the key principle of “first do no harm” and
the key attribute of an optimal electric power system to assure stable and predictable rates for
consumers in general and those who are most vulnerable in particular. It would be inappropriate to
allow regulatory uncertainty, price volatility, or competitive forces to result in a degradation of the
historical provision of access to essential electric service for those who are the most vulnerable.

= CECA recommends that states that have restructured and those that have retained traditional
costs of service regulation continue to create, expand and implement bill payment assistance and
energy management programs for low-income electric service customers. The specific program
details and funding levels should be determined by each state taking into account the needs of its
low-income customers.

* CECA recommends that when affordability programs are implemented, steps should be taken to
expand the participation rate for such programs so that qualified low income customers can
receive the program benefits. Specifically, state regulators should allow low-income customers
who are already qualified for existing financial assistance programs to be automatically screened
for eligibility in utility bill payment assistance and energy efficiency programs. Where the
budget for such programs allows for expanded enrollment, qualified customers should be
automatically enrolled.

* CECA recommends that bill payment assistance and energy assistance programs should be
funded by all ratepayers through non-by-passable rates for distribution services in restructured
states and in electric service or bundled rates for traditional cost of service states. All customer
classes should contribute to funding these programs because of the broad societal benefits that
occur when all customers can obtain essential electric services, thereby avoiding significant health
and safety impacts on low-income families and their children. This approach may result in a
variety of acceptable cost recovery mechanisms so that no single customer class pays more than a
fair share of the cost burden for the program.

* CECA recommends that Congress expand the funding for LIHEAP and DOE’s Weatherization

Assistance Program to better I‘ESPOHd to the needs Of low—income electric service customers.

X1V



Expanded funding for these programs may require an expansion of the purposes and budgets of
the programs to move beyond assistance for heating and cooling alone to take into account the
entire residential energy bill of low-income consumers.

The Consumer Voice in Electric Power Service Policy Decisions

In a period of change in market structure and experimentation with new regulatory
approaches, it is important that all affected stakeholders have the ability to participate in policy and
regulatory decisions and have access to well-designed education programs so that new options and
programs are understood. While these needs are particularly important in those states that have
adopted electric industry restructuring, participation and education programs are also crucial in
traditional cost of service states because consumers in those states need to participate in and
understand new options and choices, such as those recommended by CECA in this report. In an
optimal electric power system, consumers are not merely recipients of rates and programs. Rather,
consumer participation in the program design and consumer understanding of available options and
services will be crucial to the success of these new programs.

To achieve consumer benefits, consumers need effective advocates not only to represent
their interests, but also to become active participants in the design of consumer-focused initiatives.
The electric power system of the 2I* Century will be more closely integrated in the lives of
consumers, creating new opportunities for consumers to make choices and for industry to develop
new competitive products and services. In order to achieve these benefits, however, well-designed
education programs that “spread the word” and assure consumer awareness and understanding of
service options will be extremely important. The focal point of this report with regard to the need
for participation in regulatory proceedings is residential and small business consumers, since larger
customers (industrial and large commercial customers) are typically well represented in regulatory
proceedings.

CECA Findings

The public must be educated about the risks and potential benefits associated with the
changes to a competitive electric marketplace. First, it is important that the public understand the
nature and reasoning behind these policy changes, since the changes can affect prices, historical
consumer protection policies, and service quality. Second, because the move to retail electric
competition has proven extremely difficult, it is even more important that policymakers take
consumer values and benefits into account when making policy decisions. Third, significant changes
in the form of regulation and the nature of the relationship between consumers and their electric
service provider should not be undertaken without meaningful opportunities for public involvement
and participation.

*  Without financial support and technical assistance individual consumers generally lack the
means to participate in important policy and regulatory decisions about their electric power
service. As a result, participation in regulatory proceedings necessarily relies primarily on
publicly funded advocates and consumer organizations with access to intervenor funding.
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* State public advocate offices have provided a vital service, particularly on behalf of residential
consumers in many states. This office has often been a primary voice for consumers in complex
regulatory proceedings, in which utilities and large industrial customers are generally well
represented. Furthermore, these offices provide an important source of outreach and education
efforts targeted to residential customers.

* Jt is unlikely that effective public participation in regulatory proceedings will occur without
access to intervenor funding. Intervenor funding obtained through utility rates has seen a slow,

but steady, growth.

" State consumer education campaigns associated with the move to retail electric industry
competition have been moderately successful in raising consumer awareness of the option to
choose an electric power supplier. The most successful programs have been funded by
ratepayers through utility rates. This method of funding has typically generated a larger budget
(which in turn has usually allowed for a professionally designed multi-media campaign)
compared to those states that have relied on general fund appropriations or smaller additions to
already small education budgets of public utility commissions.

®  There is a lack of publicly available information about consumer opinions and values concerning
the nation’s electric power system, including environmental tradeoffs associated with energy

policy.

CECA Recommendations

CECA’s recommendations with regard to consumers having a voice in electric power
decisions reflect the high priority that an optimal electric power system should place on informed
participation in key regulatory policies and proceedings, and on well-designed consumer education
programs. These programs should be funded through utility rates to assure that the programs are
adequate and meet the needs of consumers. The overall benefits that will result from these programs
will support the substantive recommendations concerning access to innovative pricing
methodologies, electric generation service options, participation in low-income programs, and
knowledge of the impact of customer choices concerning electric service on the environment.

* CECA recommends that those states that have not already done so should formally adopt a
method of assuring intervenor funding to expand participation on behalf of consumers in
regulatory decisions concerning electric industry policies and programs. Intervenor funding
programs should be implemented in a consumer friendly manner so that reasonable fees and
expenses that contribute to evidence and policy recommendations are compensated.

* CECA recommends that states fund the public advocate’s office in sufficient amount to ensure
that the office is able to effectively participate in all significant electric industry proceedings
affecting residential and small business consumers.

* CECA recommends that consumer education programs should be undertaken by the appropriate
state entities and funded by assessments in utility rates so that consumers better understand the
nature of the changes taking place in the electric industry marketplace. Such consumer
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education programs should be designed to reflect the “best practices” as identified in this report.
The purpose of the consumer education programs should be to raise awareness of consumer
rights and remedies and empower customers to make decisions about electricity programs and
services, including alternative pricing and metering technologies, which may allow customers to
reduce their overall electricity bill and reduce environmental impacts of energy production.

Consumers Benefits of a Robust Transmission System

The electricity transmission system, connecting the generation assets with end users, is a vital
component of the electricity system. The transmission system allows electricity to reach far off retail
markets, and supports the growth in green power by allowing new and alternative resources to be
available to customers. Moving into the 21+ Century, it will be even more important to maintain a
robust transmission system to support the needs of consumers.

Where once all utilities were vertically integrated, competitive markets (wholesale and, in
some states, retail) have created a system where the transmission, generation and distribution
functions are now functionally separated. Regulatory uncertainty about the transmission system
further exacerbates questions over the future ownership and earnings power of those functionally
separated segments of the industry. The lack of market rules has contributed to a fear of instability
for the entire system. This report details how electricity services are both enabled and constrained
by the current transmission system, and how the system can be made more robust so that it allows
for greater innovation and customer choice.

CECA Findings

With society in general and consumers in particular becoming more dependent on the
digital economy, investments and improvements in the transmission system are necessaty to provide
the level of reliability, power quality, and security necessary to support the economy now and for
generations to come.

* Upgrades to and expansion of the transmission grid to assure reliable service and enhanced
national security are needed. Incentives to investment in the system have been lagging due to the
uncertainty of consumer benefits. This is particularly the case for new technologies where the
costs may be higher at the early stages of implementation and the actual consumer benefits
difficult to project.

* Transmission capacity upgrades and investment in technologies can be funded through a variety
of options including through the traditional utility rate base, through users of the system, and
through non-utility investment by merchant transmission companies. Any of these methods, or a
combination thereof, can meet the funding needs, but the regulatory “rules of the road” at both
the state and federal levels do not currently reflect a widespread consensus on whether one or all

of these methods should be relied upon.

"  States are unlikely to agree to allow federal preemption of traditional jurisdiction over siting and
planning for transmission projects. However, many states have encouraged the development of
regional transmission organizations (RTOs) or other regional entities to oversee or operate
transmission planning and operation. Cooperation among states, RTOs or other regional
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entities and the federal government is needed to ensure that system planning and operation
meets the needs of consumers.

* The deployment of new technologies and the stockpiling of critical spare parts will have a
beneficial impact on reliability of service and future attainment of a “self-healing grid.”

CECA Recommendations

New consumer products and services will place increasing demands on the transmission
system in the 21+ Century—a system that is already strained and aging. Decisions policymakers
make on upgrading the transmission system today will have ramifications for decades.
Recommendations that will help provide maximum consumer benefits include:

* CECA recommends that Congress increase appropriated funds for research, development and
demonstration of new transmission system technologies that will improve the reliability and
security of the transmission system. Such funds should be prioritized based on their ability to
achieve a “self healing” grid and improve the nation’s ability to respond to security threats and
transmission bottlenecks.

* CECA recommends that a national priority be given to supporting a public/ private
collaboration to develop and deploy the self-healing electric power grid of the future, and to
developing an appropriate and equitable funding mechanism for it.

* CECA recommends that clear market rules and appropriate rate mechanisms be established
through collaborative regional planning processes, with strong state participation, so that
transmission enhancements can be developed. The planning process should address the critical
need for stability and certainty so that long-term investment in transmission grid enhancements,
prioritized based on their importance for assuring reliability, security, and economic efficiency,
can be encouraged and developed. This process should allow concerns about the siting of new
transmission facilities to be resolved in a timely fashion.

* CECA recommends that demand response options and DE resources be considered as integral
parts of transmission grid expansion.

* CECA recommends that pricing for transmission services should reflect the imposition of costs
on all customers when there are system-wide benefits from the transmission project or upgrade
and the imposition of incremental costs only on affected customers when the project or upgrade
benefits only those affected customers. Under this approach, generation owners can make
location decisions based in part on the costs associated with transmission, as well as other
aspects of their siting decisions.

* CECA recommends that merchant transmission projects should be encouraged through a
coordinated regional planning process.

* CECA recommends that DOE encourage new technologies by funding demonstration of
advanced technologies and working with the industry to fund transmission-related research and
development.
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* CECA recommends that DOE and NERC continue their work to consider security challenges
now facing power systems and RTOs or other regional entities and reliability councils should
factor energy security issues into their decisions about system reliability.

Consumer Benefits of Adequate Generation Supply at Reasonable Prices

Results of electric industry restructuring have been mixed regarding the impact of these
changes on assuring the development of a robust market of independent sources of electric power
service. The mixed results of retail electric industry restructuring as it relates to generation supply
proves challenging for policymakers. On the one hand, competitive markets may result in a possible
volatile market of too much supply, followed by too little supply. On the other hand, traditional
cost of service regulation can result in investment in large-scale generation supply facilities that do
not allow for the introduction of more short-term trends or technological innovation. This report
addresses the issue of sufficient generation supply by applying CECA’s core principles and attributes
of an optimal electric power system to determine the proper avenue for policymakers to take when
making generation supply determinations.

CECA Findings

CECA’s findings with regard to adequate generation supply at reasonable rates reflects our
overall purpose in examining the wholesale generation market and investment patterns in the current
regulatory environment, which is to assure consumers, specifically residential and small business
consumers, adequate generation supply at a stable and predictable prices, no matter which regulatory
approach is used at the state level.

Since the state has historically determined generation supply planning and has the
jurisdictional tools to make sure that demand side resources are equitably valued, CECA’s findings
have focused on the implications of federal policy in supporting these goals.

* Investment in new efficient generation technology, as well as increased efficiency in existing
generation facilities, is vital to the future reliability and security of the nation’s electric system.

=  There is a growing consensus that in order to stimulate investment in the generation industry,
the regulatory “rules of the road” must rely on long-term price signals and create a market that
relies on long-term investment and return.

* A wholesale market that relies on and reflects a balance of stable short-term and long-term price
signals is likely to result in stable retail rates for residential and small commercial customers.

CECA Recommendations

Retail consumers, particularly residential and small commercial consumers, should have
access to stable prices and should be protected against wholesale market volatility. Therefore, it is
vital that FERC exercise its authority over interstate transmission in a manner that complements and
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supports the historical state role in establishing long-term resource adequacy requirements, reserve
margins, or service obligations.

* CECA recommends that state regulators, regional entities, and federal officials focus on the
development of wholesale market structures that create proper incentives for short-term and
long-term contracts and price stability in retail markets.

* CECA recommends that if a standard market design rule is adopted by FERC, such a rule
should rely on regional planning entities that reflect the historical role of state regulators in
assuring adequate capacity policies.

* CECA recommends that FERC encourage regional differences in the manner in which resource
adequacy requirement are developed, but require that any method developed by states and
regions must incorporate immediate penalties that are sufficient to prevent non-compliance.

Consumer Benefits of Proper Oversight and Market Enforcement

As restructuring of the electric power industry moves forward in those states that choose to
do so, and as competition is injected into the wholesale power market, the prevention of market
manipulation and market power abuse by electric service providers becomes a priority for
policymakers. In maintaining the principle of “do no harm,” proper policies and programs that
provide oversight and enforcement activities when market participants act improperly or illegally
need to be in place to protect consumers. The CECA Forum focused on the federal market
monitoring and enforcement tools that exist or should exist in light of FERC'’s policy of moving to
a competitive wholesale electric power market. CECA’s examination of FERC’s current statutory
authority and its proposed market monitoring policies was undertaken in light of the initiatives that
have occurred in those states that have adopted retail electric industry restructuring, as well as the
regulatory tools that have been developed at both the state and federal level to oversee competitive
markets.

CECA Findings

CECA’s Electric Industry Restructuring Forum has reviewed FERC’s proposals for market
monitoring, the recent GAO report on FERC's current statutory authority, and the state
enforcement tools that have been adopted as part of the move to retail restructuring and finds:

* In general, FERC currently lacks some of the key enforcement tools and remedies associated
with the oversight of a competitive market that are available to states that have adopted retail
electric industry restructuring legislation, such as the ability to order retroactive refunds for
unreasonable prices or assess civil penalties for violation of market rules.

* A well-designed FERC oversight and enforcement program can contribute to improving investor
and public confidence that is currently lacking.



* FERC’s proposed SMD recognizes the importance of market monitoring, but does not specify
the necessary methods and means by which market monitoring will occur or how violations of
the future rules will be enforced, but rather seeks additional guidance from those who provide
comments and from results of future programs as developed at the regional level.

CECA Recommendations

CECA believes that FERC has taken seriously the admonitions contained in the GAO
report of June 2002 by establishing the Office of Market Oversight and Investigations and has taken
important steps to improve its market monitoring and enforcement efforts. However, CECA
further believes FERC'’s inability to extend penalties for market power abuse beyond what is
currently allowed is insufficient to protect consumers.

* CECA recommends that Congress grant FERC the authority to impose adequate civil penalties
on market participants after a finding that unreasonable conduct has occurred and order refunds

to affected consumers after a finding that an abuse of market power has occurred.

= CECA recommends that Congress grant FERC the proper enforcement tools and resources to
supervise a competitive market that relies on market-based rates, where applicable.

* CECA recommends that FERC conduct enforcement of market power abuse with the
cooperation of states so that consumers can be fully protected.
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