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Summary: A confluence of events involving rising prices and supply shortages in several
energy sectors has focused public and political attention on the need to update the nation’s
energy policy and to provide for increased production of domestic energy sources. President
George W. Bush made this central point in his campaign platform on energy issues and has
designated an Administration team under the leadership of Vice President Cheney to develop
specific recommendations in this regard. House and Senate leaders have similarly indicated
that this will be 2 top priority for the 107" Congress, with Senate Energy and Natural
Resources Committee Chairman Murkowski (R-AK) having introduced the National Energy
Security Act of 2001 (S. 388 and S. 389), and the House Commerce Subcommittee on Energy
and Air Quality is expected to consider these matters during the coming weeks.

APPA supports the concept of national energy policy legislation, and agrees that there are a
number of areas where Congress could act to boost overall production of electricity, maintain
or enhance the viability of traditional fuels used to generate electricity, promote the
commerdialization of new, altcrnative sources of electricity, increase energy conservation, and
provide adequate energy assistance to low-income households. Whether or not all of these
elements move together in a single piece of legislation is a not a critical issue, and APPA seeks
to work with congressional leaders 10 implement a legislative strategy that would achieve
results on each of these elements.

Background: Energy supply problems that started first in the oil sector last year, and resulted
in high gasoline prices, have crossed over to other energy sectors including natural gas and
electricity. A scarcity of supplies and transportation has increased home-heating costs this
winter, a situation compounded by unusually cold weather in the South. These price
increases in natural gas have also contributed to the expanding crisis in electricity. In the
West, California’s rolling blackouts, and severe shortages in other regions, have served as a
painful reminder that, among other factors, an imbalance exists between energy demand and

supply.

While this situation has worsened sharply in the past few months, energy supply and
deliverability problems have been under discussion on Capitol Hill since early last year. Both
the House and Senate have begun to hold hearings on various aspects of energy supply policy.
Today, these matters are receiving much-deserved attention both within the Administration
and Congress, and recent energy events have generated public auention and thus increased
political support to act on comprehensive energy legislation.
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Legislative Principles: There is general agreement among consumers, producers, marketers
and policymakers that certain fundamental elements should form the basis for
comprehensive energy policy legislation. APPA concurs on these elements, particularly as
they relate to energy supply and consumption:

» Legislation should emphasize fuel diversity. There is growing recognition that all
traditional fuel sources for generating electricity need to be maintained and enbanced
and that new sources should be encouraged.

* Comprehensive legislation should highlight as one of its major goals the need to increase
domestic energy supplies and provide for energy secunity.

*  Energy legislaton should be current with today’s environmental challenges and
opportunities. Thus, decisions should be made that integrate energy, environment and
economic goals.

* Policies, whether they are administrative or legislative, should treat all electricity
generators and suppliers on a comparable basis. As consensus grows to spur the
development of domestic energy supplies, including alternative renewable energy
resources, incentives and credits must be developed on a basis that provides equal treatment 10 all
stakeholders, regardless of their tax and financial structures.

* Taken alone or separately, most elements of previously drafted electricity restructuring
legislation should not be included in energy legislation unless they serve 10 remove barriers
to transmission and ensure veliatnlity. This type of comprehensive energy policy bill should
notinclude stand-alone repeal of the Public Utility Holding Company Act (PUHCA).

Specific Issues to be Addressed in Energy Legisialion: APPA is less concerned as to whether
important elements of an energy policy bill are addressed in a comprehensive measure or
handled in a series of proposals. Of greater importance is ensuring that final approaches to
creating and deploying a nadonal energy strategy is done from an informed and consumer-
based orientation. The critical issues APPA would like to see included in any legislative
approach include, but are not necessarily limited 10, the following:

1. Mobilize funds and deployment of clean coal technologies for existing and future coal-
generation units. Incentives designed to spur the use of such technologies should provide
comparable benefits and ease of administration to all electricity generators, despite their
tax or financial structure.

2. Provide incentives, tradable tax credits or offsets to all electric generators or suppliers for
elecuricity generated from eligible renewable energy resources including wind, solar,
geothermal, hydropower, biomass, and landfill-gas-to-energy projects.

3. Fully fund, reauthorize and reform to provide certainty and multiple year funding for the
U.S. Department of Energy Renewable Energy Production Incentve Program (REP1).
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4. Reform the Federal Energy Regulatory Commission (FERC) process for licensing and
relicensing hydroelectric power plants. Such reforms should create balance in the
process without diminishing environmental standards; establish a consistent and objective
review procedure for mandatory conditions; and codify existing FERC deadline authority
for submission of such conditions.

5. Increase funding for the Low-Income Home Energy Assistance Program.

6. Enact nuclear waste storage legislation that would create a permanent repository for spent
nuclear fuel and reauthorize the Price-Anderson Act addressing liability of nuclear power
plants.

7. Increase supplies of natural gas and provide u-anéportalion of such supplies for electricity
generation.

8. Increase invesuments in energy technology research and development of all domestic
energy resources to ensure the development of a balanced portfolio of energy sources and
fuels. Technologies should spur the development of the next generation of clean-
burning technologies, improve energy delivery and ensure reliability.

9. Promote the increased development and commercialization of alternative vehicles,
including electric vehicles.

10. Promote energy conservation and efficiency.

APPA Position: APPA supports the development and implementation of a national energy bill
or, alternatively, a package of energy proposals that promotes the increased production,
supply, transportation, and conservation of domestic energy resources. Elements necessary 1o
carry forward a balanced energy portfolio are described above. These provisions promote the
development of traditional and alternative energy resources, use of energy production and
investment incentives that provide comparable benefits to all electricity suppliers, improve
energy delivery and ensure electricity reliability. Energy legislation, however, should not
contain on a piece-meal basis select elements of previous electricity restructuring measures,
particularly provisions that would repeal the Public Utility Holding Company Act on a stand-
alone basis.
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The Facts About Municipal Utilities’ Participation
In The California Electricity Market

The failure of retail electricity competition in California has multple causes requiring corrective
action at both the state and federal levels. The crisis in California resulted in exorbitant retail
rates for residents of San Diego County and an unreliable supply of electricity for millions of
customers throughout the state. At the same time, while millions of customers served by publicly
owned utilides (municipal utilities and utility districts) continued to receive a reliable supply of
electricity at low rates, other public systems faced rate increases of their own. In addition,
publicly owned utilities sometimes had surplus electricity they were able to prov:dc to the state’s
investor owned utilities and their customers.

In return for their foresight, good planning, efficient operations, customer responsiveness and
ability to make surplus power available to other utilities and their customers, publicly owned
utilites in California are coming under attack. Unsubstantiated charges of profiteering, illegal
sales of federal hydropower, and other erroneous charges have surfaced. While these false
charges are of concern, they are not surprising. Critics of public power and the federal power
program find it difficult to acknowledge that these institutions have provided an invaluable
service to their consumers and to all consumers in California and throughout the west.

This paper is designed to set the record straight about the performance of publicly owned utilities
in the California market. It explains the status and level of participation by publicly owned
utilities in the retail competition program and its related institutions. It also refutes the
unfounded allegations that have been leveled recently against publicly owned utilities. More
information is available on the American Public Power Association’s (APPA’s) website

www appanet.org, or by calling the APPA Legislative Department at 202-467-2900.

Public power participation in California restructuring (AB 1890)

In 1996 the California Legislature enacted its electricity restructuring plan, AB 1890, which
fundamentally changed the state's electric utility industry. The law required California’s three
investor owned uiiliies (IOUs), all of whom are regulated by the state Public Utility Commission,
to provide “direct access,” that s, to offer their customers the ability to choose their own
clectricity supplier.

Throughout the debate over AB 1890 California municipal utilities — which are closely and
carefully regulated by various locally elected utility boards and city councils - insisted on
provisions that allowed them to retain local control over power purchases, construction of
facilities, energy contracts, and all other decisions regarding conditions of
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Receny, the state PX was shut down, and a new system is now in place. Due to several factors,
the state’s electricity prices reflect changing conditons. For example, nothing in the Los Angeles
Department of Water and Power’s pricing methodology has changed. When natural gas prices
rise in the spot market, their costs increase commensurately. They do not, of course, sell encrgy
to the state at a loss, but basc their bids on their costs. Unfortunately, critics continue to make
charges that public power is “profiteering” with this new system. The fact is those prices simply
reflect the actual cost of providing electricity at that time. In addition to natural gas prices, which
have recently quadrupled, other factors in pricing include the cost of purchasing additional
pollution credits in line with air quality requirements, costs for transmission tariffs, unit start up
costs, and labor and maintenance costs for each facility. Further, Los Angeles has maintained a
policy of sclling its excess gencration to “California first” ~ during any Stage 1, 2, or 3 emergency
alert called by the state I1SO, the utility only sells its power 1o entities inside the state.

Public power, “preference power,” and California

Some have accused California’s municipal utilities of making large profits by re-selling
“preference power” (federal hydropower that is sold on a right of first refusal to governmental
units and non-profit cooperatives) into the state’s PX and I1SO. This assertion is absolutely not
wrue. Public power is, in fact, legally prohibited from doing so. All power that is received from
federal hydro projects is required to serve the customers of the consumer-owned utility
purchncf. This is true for the Western Area Power Administradon, which serves California, and
other power marketing administrations as well, including the Bonneville Power Administration,
Southeastern, and Southwestern Power Administrations.

Under federal law all hydro resources are held in the public trust. Licenses are issued by the
Federal Energy Regulatory Commission to operate hydro projects that generate power from water
power resources that in fact belong 10 the public. Both PG&E and Southern California Edison
have substantial federally licensed hydropower generation, enough to serve 17 percent and 6.5
percent of their total customers, respectively. Publicly owned utilities receive hydropower from
federal facilites, including the Boulder Canyon Project (Hoover Dam). Federal hydropower also
goes to other recipients, including military instaliations, federal labs, and universities, all in the
“public good.”

While many municipal utlities in California do receive federal hydropower, it is a relatively low
percentage of their electricity mix, or load. The Los Angeles Department of Water and Power,
for example, receives roughly 500 MW of power from Hoover Dam. That sounds significant, but
Los Angeles’ daily load is approximately 3,500 MW, with peak loads as high as 5,500 MW. Siill,
when it comes to the state’s electric grid, due to the physics of electricity it remains impossible to
track these electrons from federal hydro projects when thrown on the grid. While you can't trace
the electrons, you can follow the financial benefits of this federal power. These financial benefits
go directly to the intended beneficiaries ~ the citizens of Los Angeles.

Public power’s first and only purpose is to provide excellent, efficient electric service to its
citizens. Unlike private power companies, public power systems do not have to serve stockholders
as well as customers. Public power’s measure of success is how much money they can keep within
their communities through low rates and reliable service, not how much can be taken out to send
to distant stockholders who are not part of the community.

As California is learning, electric prices drive local cconomics. For years, public power has had a
proven track record of providing customers with lower-cost electric rates than private power
companies on a nauonal average. For instance, residential rates for public power systeins are
nearly 18 percent lower than for private companies, while commercial rates are approximately
nine percent lower for public power. Several factors help explain this product efficicncy,

3
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including local control, where public power systems are regulated by local, citizencontrolled
boards. Public systems also opérate in the sunshine and typically have much lower administrative
costs, including management and other overhead costs. -

But these factors explain only some of the advantages public power customers enjoy when it
comes to low rates and better efficiency. A key factor is that public power utilities charge no
profit - they are not-for-profit entities. As such, they pay no dividends to stockholders and pay no
federal income taxes, since there is no “income.” And since they are public service oriented,
public utilities tend to be more responsive to the local community.

California’s renewed interest in public power

Public power systems today serve one in four Californians. Their outstanding performance over
the last few months has led many people to pursue the “public power option.” Tired of price
shocks and unreliable service, the San Marcos city council last summer approved a resolution to
study further their options to create a municipal utility for the community. San Diego County has
also moved forward and is reviewing city options through a Local Agency Formation Commission.
In addition, some county supervisors have encouraged state elected officials to draft legislation in
the Assembly that would amend state law to allow the county to establish a public utlity district.

Other cities are similarly interested. For example, high prices have prompted the city of Berkeley
to look at public power. A proposal to explore the possibility of creating a city-owned utility was
suggested by the Berkeley Commission on Aging and presented to the city council in December.
Most recently the San Francisco Board of Supervisors in February placed a measure on the
November ballot that could create a municipal utility district for the entire city and the adjacent
community of Brisbane, its neighbor to the south. The official move followed a grassroots cffort
that culminated in 24,000 signatures on a pctition calling for the formation of 4 city-owned public
utility. Other California communities continue to study their options.

Conclusion

California’s flawed electricity restructuring experiment and a dysfunctional wholesale market
have created serious problems for the West's consumers, utilities, regulators, and elected officials.
No industry sector, including public power, has been unaffected. But the overall performance of
publicly owned utilities has clearly shown that the traditional concept of “local control” works.
Critics’ earlier conclusions that public power would never survive scem absurd at this point.
Today, renewed interest in public power is a testament to the solid performance of California’s
municipal utilities. Local conuol and community ownership remain viable options. Public power
in California continues to do what it does best: provide low-cost, reliable electric service to their
communities.

While attention has been focused on California and the West, this is clearly a national problem —
and federal government action is required. Congress must take steps to not only address the
scarcity problem, but must act to fix the market structure problem. The wholesale market
structure as it currently exists is simply incapable of producing the results expected of competitive
markets. Congress should direct FERC to create appropriately configured, independent regional
wansmission organizations that can ensure fair and nondiscriminatory access to the nation’s
transmission grid. Until they do, federal regulators need o implement cost-based rates on an

interim basis to provide relief for all customers.. The solutions are there, and the federal
government has the tools.
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Testimony of Richard Ferreira
on behalf of the
Sacramento Municipal Utility District
before the _
United States Senate Committee on Energy and Natural Resources
January 31, 2001

Introduction and Summary

Mr. Chairman and Members of the Committee, thank you very much for the
opportunity to appear before you today. The fact that you have convened this hearing
shows that you understand how important resolution of the current energy cnisis is for

California, and the entire Western United States.

franklv. the current situation is bleak. We are experiencing outages in the middle

of January. Utility operators are dreading what might happen in a few months when we
near our summer peak. We face razor-thin reserve margihs on a daily basis, and routine

| plant or transmission line failures can trigger rotating outages. In the wholesale power
markets, the apparent floor for spot market energy prices is higher than peak prices of the
not-so-distant past, Manufacturers have already postponed planned expansions due to
energy price and reliability concerns, adding to fears of an economic downturn. And there
are no easy solutions. Based on our best estimates, it will take years to get the needed

transmission and generation facilities buiit to support a competitive market.

The current situation in California has national import as well, as Federal Reserve
Chairman Greenspan has already recognized. 1 was pleased to hear this week that
President Bush has formed a Task Force under the leadership of Vice President Cheney to
tackle what has become a regional problem. California will take certain steps to
ameliorate the current crisis, but many of the problems must be addressed on a regional

basis. Only the federal government can accomplish regional solutions.

DOEQ03-0155
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By way of introduction, let me tell you a little about the Sacramento Municipal
Utility ﬁistrict, or SMUD, on whose behalf I appear before you today. SMUD is a
consumer-owned municipal utility that serves approximately 1.5 million persons in the
greater Sacramento area. During debates on AB 1890, California’s restructuring law,
SMUD and other municipal utilities fought for and retained local control over our energy

choices in the competitive market.

This local contro! has significant practical manifestations. Because of local
control, SMUD retained its obligation to plan for and serve the electricity needs of our
consumer-owners. It has never been SMUD’s belief that competition relieved SMUD of
its responsibility to ensure that its customers had sufficient electric supply at stable prices.
As a consequence, SMUD and other municipal utilities retained their power plants
dedicated to serve native load customers. This is in direct contrast to our investor-owned
colleagues in California who, because of regulatory orders and business decisions, sold a
high percentage of their generation assets and declined to build new generation. We have
also not transferred away rights to use regional transmission facilities, built at great
expense, to deliver economic energy from other parts of the Western region to our
customers. This has given us further ability to mitigate market risk for our customer-

owners.

All things considered, SMUD has been able to weather the market volatility and
high prices relatively well as compared to our investor-owned neighbors. However, there
1s no escaping the market forces that have been unleashed. SMUD, like most businesses
and consumers in California, is exposed to high rﬁarket prices. Today, SMUD is about to
commence a rate proceeding due to high market prices for both electricity, and the natural
gas that powers our local power plants.

As 1 will discuss in more detail later in my remarks, there are steps California can
take to help itself. A series of well-chronicled events, exacerbated by well intentioned but
mistaken market experiments in California, have contributed to the current situation.
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However, the solution will not arrive overnight, just as the problem did not arise
overnight. Needed investments and market improvements will take some time to bear
fruit. Further, the one overarching lesson from the California experiment is that a
piecemeal, state-by-state approach to market development and market oversight will
simply not work. A regional approach to markets is required, and only the federal
government can make this happen. Therefore, SMUD believes that the federal
government does have a role to: '

¢ help stabilize the current regional wholesale market until needed investment in

generation and transmission is made;

e actas ihe steward for regional market reforms that have the best chance to -

make the promise of competition a reality; and

e encourage investment in energy efficiency and supply through a reinvigorated

national energy policy.

Background - A Road Paved with Good Intentions

' As | stated above, we have a regional energy crisis on our hands. Actions taken by
California have exacerbated the situation. You have no doubt read and heard much about
California’s failure to build new generation and transmission in the face of growing
demand. This is certainly true. What is also true is that investment in generation and
transmission has not kept pace with demand throughout the West. Lack of facility
investment is not a uniquély Califormia phenomenon. What we did in California, however,
1s adopt market structures that laid the infrastructure inadequacies bare for market
participants to exploit. I would make the following additional observations regarding the

road to competition in California.

First, California opened up its markets at a time when reserve margins throughout
the Western United States were dropping. It has been well chronicled that increased
demand in the growing West has caused surpluses in regions such as the Pacific Northwest
and Desert Southwest to diminish. California was already a net importer of electricity,
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and it saw its traditional suppliers with less power to export to California during peak
summer periods. At the same time, as California demand grew, less power could be
returned from California to the Pacific Northwest during California’s off-peak winter
periods, as had been the traditional practice. Therefore, tighter reserve margins affected
tﬁe entire Western region. On occasion this year, prices outside Californta have exceeded
prices inside California, due to several factors. In a regional market, if the highest price in
the West is in California, buyers in Portland and Phoenix will be forced to pay close to the
California price. Likewise, if the price in the Northwest is the highest, that price is likely
to prevail throughout the West.

The difference is that California adopted a market design that paid all bidders the
highest, or marginal, price paid for electricity. This raised the overall amount paid for
energy exponentially. Elsewhere in the region, markets worked the “old fashioned” way,
and the highest price was only paid for that last increment of energy needed. Thus, the
overall affect on consumers in California was much greater. The lesson that was
reinforced over the past year is that California is not a “gated community” when it comes
to electrical supply. What we have also learned is that no other individual state is; likely to
succeed in building a fence at its borders due to West-wide supply tightening and overall
market forces. Price is a regional matter, and remedies for high prices must be regional in

scope.

Second, California’s road to restructuring can be characterized as a “Wait, Then

Hurry Up” approach. This had an adverse affect on utility infrastructure investment.

Serious restructuring discussions began in California in the early 1990’s. Over a period of -

years, California regulators issued Yellow Books and then Blue Books after entertaining
endless comments from stakeholders. The state legislature then joined the fray, and AB
1890 was signed into law in 1996. Already Califorma had endured several years of
regulatory uncertainty, contributing to the lack of investment in both needed generation

and transmission facilities.
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Once AB 1890 was enacted, however, it secemed things could not be done fast
enough The law directed that the entire industry, from trading of power to operation of
transmission, be radically altered in Jess than eighteen months. Since the March 1998
start-up of the markets, there have been over forty filings at the Federal Energy
Regulatory Commisston making major or minor changes 10 market rules. Uncertainty due
to regulatory inaction was, therefore, followed by instability of market rules, further
dampening investment in a capital-intensive industry. Thus, California managed to
combine the worst of regulatory delay and inaction, with the worst of hasty
implementation. This approach exacerbated already poor market fundamentals of short

supply.

Third, California implemented radical changes to the rules of wholesale power
trading that ignored prevailing regional practices. Instead of the old mode! of an industry
based on relatively prédictable behavior by buyers, sellers, and operators of the Grid,
Califorma implemented a system that encouraged last minute trading of electricity in an
effort to extract efficiencies from the market. Attractive on the chalkboard, it did not
work when put into practice. The inability of customers to say “no” when prices were t00
high gave more leverége to suppliers in an already tight market, because buyers were
looking to meet their needs in real time, rather than locking in supply months or years in
advance, as had traditionally been done. The rest of the Western region also resisted
California’s approach. The result is that rules governing trading and grid operation vary
greatly between California and the rest of the West. In hindsight, this could have been
easily avoided. It also points to the need for regional solutions.

Thus, California made several errors that contributed to the market dysﬁlriction
witnessed today. We not only have a crisis brought on by a supply/demand imbalance, but
we uninteationally aided and abetted this fundamental imbalance by the manner in which

we implemented restructuring, despite the best intentions of California stakeholders.
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Avoiding California’s Mistakes - Lessons Learned

Other states can try to avoid the mistakes of California. 1 would make the

following observations on lessons learned from our painful experience.

First, competition in the electric utility industry will not just happen with a wave of
the so-called “invisible hand.” Workable competition requires certain preconditions be
met before markets can be relied on to reach competitive outcomes. There must be
sufficient, and probably a surplus, reserve margin of supply in order to discipline price. In
a tight market, because of the essential nature of the commodity and the inability to
eﬁ'ectiveiy store electricity, demand behavior is predictable and sellers can essentially néme
their price. Without ade‘duatc reserve margins, it may be virtually impossible to discipline
prices charged by suppliers. Lesson Number One frorﬁ California may be that, in a
competitive era, we need much more generation on line ready to serve consumers than we
built in a vertically integrated, regulated industry, in order to maintain price discipline in
markets. This lesson must work its way into how we examine regional markéts when

determining the potential for the exercise of market power by suppliers.

‘ Second, markets will not work if, no matter what the price level is, demand

' remains almost the same. Demand responsiveness is taken for granted in most other
markets. Implementation of demand responsiveness in electricity markets presents a
greater challenge. I have not scen great strides in this area-in California or elsewhere.
While regulators, including FERC, talk about customers bidding their demand into
markets just like suppliers bid their output, these programs are in their infancy and are far
from frution. The California ISO continues to try to implement such programs, with
limited success. We are a little closer to making demand responsiveness a reality today
than before our troubles began. Yet everyone agrees that demand responsiveness is
necessary to control prices, especially during periods of tight supply. Common sense
would 'mc_licate that other regions contemplating a market approach should carefully
consider whether they have meaningful demand-side approaches in place before they move

forward.
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Third, someone must be responsible for serving customers, and that responsibility
must be well defined. 1 mentioned eaﬂier that SMUD and other California municipals
never wavered from the obligation to serve their customers, and they planned accordingly.
We can argue about whether our investor-awned utilities were relieved of the legal
obligation to serve; it was certainly hinted at. Many expected that new Energy Service
Providers would be climbing over each other fighting for IOU customers. At a minimum,
the existing I0Us were not given clear direction about whether or not their obligation to
serve remained in full force. This mistake simply cannot be repeated. ‘

Fourth, it is important to take the time necessary to ensure the fundamental
components of a workable market, like those cited above, are in place before proceeding
with full-fledged competition. Progress should be made in measured steps. In California,
we turned operation of the utilities and wholesale markets inside out in less than eighteen

(18) months. In retrospect, it should not come as a surprise that it did not work precisely

~ as planned. We have spent the last three (3) years in a vain attempt to correct flaws in the

system exposed by market participants. We learned that regulators and market makers
couldn’t keep pace with power marketers and brokers when it comes to closing loopholes
in system design. Given the importance of the electricity industry to the well being of the
nation, the final lesson to be leamned from California is that 2 measured pace of change
may be preferable to an overnight overhaul.

“Califormia Only” Solutions Will Be Band-Aids

There are immediate steps that can be taken in California, without federal
assistance. However, these will merely be band-aids until regional solutions are

forthcoming.

First, California must take all practicable measures to lessen demand for the
coming summers. The most promising means to ensure reliability and mitigate high prices

in the immediate future is to reduce the demand for electricity. Frankly, it is our only
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option, because generation planned to come on line in the next two years will allow
California to keep up with demand growth, and little more. At SMUD, this week our
elected Board will consider augmenting our demand-management efforts, including a
more flexible and aggressive air conditioning cycling program that allow us to cut demand
from our summer peak usage. We are also discussing how our largest industrial and
commercial customers can change manufacturing process and work schedules to allow
energy conservation during peak periods. In the Vt.:fy near term, demand side efforts such
as these hold the most promise of reducing the threat of outages due to insufficient supply,

as well as mitigating price spikes during periods of high usage.

Second, we must overcome the NIMBY (Not in My Back Yard) and NOPE (Not
on Planet Earth) syndromes so that both generation and transmission can be buiit. I am
hopeful this can be accomplished without abandoning environmental goals. New
generation facilities have much smaller footprints than old units currently in place.
Physically they are much smaller. They are more efficient, and their affect on air quality is
much less than exasting units that they would replace. New generating units would not
only bring more supply to electricity markets, they would also improve air quality, and
their relative efficiency would lessen demands on natural gas supply caused by oider, less

efficient units.

Transmission system improvements may be more difficult, but are no less
necessary. The current transmission system was built to be part of a vertically integrated
utility run as a cohesive whole. It was not built to support a disaggregated competitive
industry, a so-called “interstate highway” approach to transmission access and
competition. " Not only is more transmission necessary to ensure reliability, but it is also
necessary to ensure suppliers cannot exercise market power, or charge rates above
competitive levels for sustained periods, because inadequate transmission limits access to

supplies from competitors in localized areas.
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One factor overlooked when examining siting reforms is that fellow competitors
are often the most vocal opponents of siting new generation or transmission projects. A
new generator may cut into profits of existing facilities, and will therefore be ardently
opposed. Likewise, a new transmission line can reduce the monopoly power a generator
has on serving customers in a constrained area of the grid, and therefore will also be
opposed. We have seen both examples in California. 1t is ssmply not fair or accurate to

lay frustrations of siting delays solely at the feet of environmentalists or intransigent

residents.

Third, we must stabilize wholesale rates. As has been much publicized, suppliers
and buyers, with the help of the State of California, are currently in the process of
attempting to negotiate long-term contracts. If successful, these contracts have the
promise of being able to avoid immediate rate shock for California consumers by locking
in lower-than-spot-market prices through contracts with longer terms. 1 would caution,

however, that long-term contracts and low prices for electricity are not necessarily

synonymous.

Long-term contracts for electricity can ensure stable prices, but they cannot ensure
low prices. In fact, the ability to enter into long-term contracts at reasonable rates is
predicated on functioning shori-term wholesale markets. One cannot be accomplished

without the other. You can be sure that a supplier will only enter into a contract if it
believes the return on the contract will be favorable as compared with spot market
outcomes for the length of the contract. 1 cannot emphasize strongly enough that long-
term contracts are not a substitute for properly functioning wholesale energy markets.

They are a merely a “deodorant” to mask dramatic retail rate hikes.

Regional and National Selutions Are Essential

While California has received the bulk of the attention, it is merely the “canary in

the coal mine.” California has its own unique set of problems, but California may be the
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first indicator of a broader national energy crisis. As your hearing indicates, California
market problems have already contributed to high prices and economic dislocation in the
rest of the West. Other energy markets, such as those in New York, appear to be on the
brink of supply inadequacy and price volatility, perhaps this coming summer. Thus, the
energy crisis is a federal concern. Moreover, some things, such as regulation of wholesale

energy markets, are exclusively federal. Here are things the federal government can do.

An Interim Regional Price Cap

First, and for the shorter term, the federal government, through FERC or Congress
if necessary, can stabilize markets in the West with an interim regional price cap. '

A regional price cap is necessary to stabilize market conditions and allow time for
generation and transmission investment, and market improvements, to bear fruit. Today,
prices in wholesale markets are persistently at levels that are 3-5 times what retail
customers are used to paying for energy. A crisis mentality has developed, and this
mentality does not allow constructive discussion on meaningful market reforms. SMUD is
concemed that if prices don’t stabilize, political leaders in the West will simply end the
move to competitive markets. We need help from leaders in Washington, D.C. to

implement a regional approach to bring order to wholesale markets.

SMUD would be the first to admit that price caps are not an ideal solution.
Managing competitive markets is exceedingly difficult. However, we must face facts; the
altemnative is run away high prices for a significant period of time. While additional
generation is planned, only a small percentage will come on line this year. There continue
to be barriers to entry for new supply and transmission. Indeed, the entire planning
process for the Western United States has eroded due to competitive pressures. Suppliers
are much less willing to share information regarding planned generation that they regard as
commeraally sensitive, as compared to the close voluntary coordination that characterized

the regulated industry. Meanwhile, demand continues to grow at a considerable rate.
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Transmission additions are also needed, not only in regional transmission corridors
that have been identified as bottlenecks, but also in highly populated areas to deliver the
electricity to consumers. Even Emmng and related concerns were solved tomorrow,
it will literally take years to build the necessary transmission. Until then, the ability of new
supply to get to consumers will be thwarted.

Finally, we have leamed that the ability of the consumer to say “no” to high prices
Is a prerequusite to a functioning competitive market. Facilitating demand responsiveness
will take federal investment in technologies such as real-time metering and pricing, as well
as changes in consumer behavior to become more attuned to when energy is consumed.-
These three things, new supply, new transmission, and demand responsiveness, are
necessary for workably competitive markets. Yet they are not on the near-term horizon.
The consequences of allowing unfettered price levels without meaningful competitive
discipline are unconscionable consumer hardship, and economic dislocation to small and

large consumers alike.

There are valid objections to price caps. For example, it is argued that caps will
inhibit new supply, or will not fully compensate suppliers. SMUD believes a pn'ée cap can
be fashioned to address this objection by allowing exemptions for certain higher priced
suppliers that are necessary for rcliabilﬁy, and by implementing a flexible cap that allows

for changes in input prices, such as increases and decreases in the price of naturél gas.

Further, the cap can be designed so that marginal costs of new efficient units fall
well below the cap, thus providing additional incentives for new generation to replace old.
SMUD has advacated such a price cap before the Federal Energy Regulatory
Commission. A more detailed description of the SMUD proposal is attached to my

remarks.

Again, remedies such as price caps are not the ideal solution. However, we are

long past ideal solutions. Interim price caps can be made consistent with the goal of
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continuing to move the industry forward on the path toward real coinpetition, while
ameliorating the certain consumer hardship that will be felt if no action is taken and prices

remain at record high levels.

A New Look at Policing Market Behavior and Identifying Market Power

Competitive markets still need policing. For the past decade, the electric utility
industry, at the urging of regulators, has developed increasingly complex markets. With a
market the size of California, tens of millions of dollars are now won or lost in hourly
trading. A billion dollars can change hands in a week when market participants exploit

market rules during periods of tight supply.

Complex markets require active monitoring and a wvigilant policing. The old
regulatory structure of months-long proceedings foliowed by after-the-fact refunds is not
well suited for the new market. Traditional measures of market power may not suffice to
protect consumers from the exercise of market power in product markets that were never

contemplated as part of integrated utility operation.

Markets must be examined for the potential exercise of market power before they
are implemented. FERC and other regulators must have the expert staff necessary to
monitor energy markets and identify abuses, and regulators must have the authority to

impose penalties if anticompetitive practices are uncovered. These reforms may or may
not require changes to current law, but they certainly require increased attention from

responsible regulators. Competitive markets cannot be relied upon to police themselves.

Reform the Existing Hydroelectric Licensing Process

Hydropower is critical to the entire West. SMUD strongly supports the efforts of
the Committee to streamline the licensing process for hydroelectric facilities. SMUD
recommends, at a minimum, the following legislative reforms in the relicensing process to

ensure protection of existing, reasonably priced hydroelectric generating resources.
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First, federal and state agencies should adopt least cost alternatives to meet
environmental objectiv;,s identified in relicensing. Recognizing the value of existing hydro
resources, federal and state agencies should avoid, where passible, imposing operating
conditions through relicensing that would result in reductions of capacity. Second,
environmental review of federal and state agencies under vanous statutory authorities
should be coordinated and streamlined. Third, there should be a statutory requirement
that all license conditions be supported by sound science and subject to appropniate

administrative review.
National Energy Policy Emphasizing Energy Efficiency, Diversity, and Supply

There is a desperate need for a national energy policy. The nation has enjoyed a
long period of relative energy surplus. During that period, we lost focus on investment in
energy efficiency, conservation, and new supply technologies. SMUD is a leader in this
area, investing considerably more than the national average. Yet, even at SMUD the fear
of competitive pressures in California resulted in reductions in the level of funding for
these activities. Aggressive financing programs for efficient appliances have been scaled
back. Appliance standards have stagnatod while technologies are available to improve
energy efficiency. While high market prices have allowed certain existing renewable
technologies such as wind energy to look more competitive, investment in other

technologies such as fuel cells and solar has lagged.

Federal energy policy must provide incentives for ‘investment in energy efficiency
and new supply. We are losing fuel diversity. In California and elsewhere, natural gas is
virtually the only fuel choice for new generation. As we saw in California, electricity
prices have become dependent on the price of one commodity, natural gas. The lack of
fuel diversity also jeopardizes reliability due to an over dependence on the delivery of
natural gas to fuel electric generators. Right now in California, there are threats of
disruption of gas supply to electric generators, due to a lack of pipeline capacity, or to the
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inability of the utility to buy enough gas to keep pipelines full. Electnc generators are near
the front of the line when gas curtailments are necessary, which means the electric supply

shortage will be exacerbated.

These are matters of national concern. Scattered state or local programs cannot
generate enough momentum to move new technologies forward, or to make significant
strides in energy efficiency. A cohesive national energy policy is the best way to make

meaningful improvements in these areas.

Conclusions

California’s energy crisis has already caused significant economic dislocation in
California, and has affected the entire Western region. Certain solutions are within
California’s grasp and responsibility. Long-term and more effective remedies require
Federal action. In the short-term, SMUD advocates adoption of a regional price cap on
an interim basis in order to stabilize regional wholesale markets. A regional price cap will
provide the breathing room necessary in order for new generation and transmission to
come on-line, so that the goal of a workably competitive market can be realized. In the
longer-term, Congress can use the attention generated by the current crists in California to
highlight the need for a national energy policy, with increased emphasis on energy
efficiency, conservation, and development of alternative energy sources to ensure greater

fuel diversity.

If we take the opportunity to leam from mistakes made in California, we can

emerge from the current crisis in a stronger position than when we entered.
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Sacramento Municipal Utility District
Sliding Scale Regional Price Cap Proposal
FERC Docket No. EL0O0-35-000 etal
December 6, 2000

SMUD is concemned the FERC recommended sofi-price cap proposal, while well
intentioned will create more reliability problems for California then it will solve.
This is because Califomnia is not an electric island, but rather a fully integrated
electric participant in the Westem States Coordinating Council (WSCC) grid
comprising most of the western United States. Imposing a cap on a portion of
the integrated grid creates arbitrage opportunities within the WSCC and could
encourage power to be exported from California to other areas within the WSCC
that are not encumbered with any price cap. Yet, as the Commission has found
it is important to deal with the energy crisis in California and to take proactive
steps to ensure such problems do not spread to other states within the WSCC.
At the same time it is critical to provide sufficient monetary incentive to
encourage development of much needed generation resources in the WSCC.
Accordingly, SMUD offers for consideration the following conceptual proposal
which builds upon the good ideas in the FERC Order and upon the load
differentiated price cap evaluated by the ISO Board, in an attempt to balance the
competing interests for just and reasonable consummer prices with sufficient
incentive to encourage generation resource development.

SMUD's proposal is as follows:

1. The following price caps would only apply to transactions for the sale and
purchase of electric energy for terms less than one month in duration and
would apply until 12/31/2002, uniess extended by the FERC. These price
caps would apply to the entire WSCC

2. FERC approved Cost of Service Rates would be adopted for all thermal
generation having a heat-rate (HHV) equal or greater than 14,000.
Additionally, peaker plants under a 14,000 heat-rate could elect to apply for
either a FERC approved Cost of Service Rate or play the market subject to
the price caps. This election would be made for at least a one-year period
and recognizes that peaker units often purchase gas supply in the daily spot
market at prices that often are higher than the monthly Henry Hub index price
used in determining the price caps. It is anticipated that if a peaker plant
desires to pursue the cost of service rate approach, that the requested rate
would be derived from a formula that includes a daily gas price index.

3. Two price caps would be adopted for all thermal units having a heat-rate less
than 14,000 (HHV). One cap would be an On-peak price cap applying to all
on-peak hours (as defined by the WSCC or their successor) and a different
Off-peak price cap for all other hours.

DOE003-0169

1525



4. The On-peak price would be calculated as follows:

((The product of the NYMEX Henry Hub gas price for the applicabie delivery
month (based upon the average of the closing price for the last three days of
trading) times an imputed heat-rate of 20,000 BtwkWh) plus $10/MWh.

For example, if the January 2001 Henry Hub gas price was $7.00/MMBtu,

the On-peak price cap for January 2001 wouid be:
($7 * 20) + $10 = $150/MWh

The Off-peak price would be calculated as follows:

((The product of the NYMEX Henry Hub gas price for the applicable delivery
month (based upon the average of the closing price for the last three days of
trading) times an imputed heat-rate of 14,000 Btu/kWh) plus $10/MWh.

For example, if the January 2001 Henry Hub gas price was $7.00/MMBtu,
the Off-peak price cap for January 2001 would be:
($7 * 14) + $10 = $108/MWh

The rationale for this approach is as follows:

The cost of service rate is necessary to ensure the older more inefficient
thermal units run during the approximate 5% of the hours when needed to
meet peak load conditions and are able to recoup marginal costs including a
reasonable rate of return. These units need to be differentiated from the
newer more efficient units and should not be the "tail wagging the dog" for
purposes of setting the market price.

The imputed heat-rates of 20,000 and 14,000, on-peak and off-peak,
respectively, provide significant margin above the actual heat rate for new
units, which have actual heat-rates ranging from 6,800 to 8,500. This plus
the adder of $10/MWh should be more than enough monetary incentive to
encourage development of new generation, while at the same time providing
some minimal price protection for consumers for a two year period.

FERC precedent exists for establishing a region-wide price cap for power.
The FERC has previously approved the Western State Producing Pool
Agreement (WSPP), which used to establish a maximum rate that could be
charged for short-term energy.

Having the price cap apply only to energy transactions less than one month
in duration creates further incentive for parties to negotiate longer-term
agreements, supporting the Commission's Order to move most the energy
transactions into the forward bilateral markets. This should also assist
generation developers in abtaining financing by providing more price
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certainty through negotiation of these forward contracts.

« The region-wide application of these price caps better parallels the physical
reality of how power actually flows and should simplify scheduling between
control areas by eliminating "ping-pong"” and similar gaming schemes. This
also facilitates locating generation where needed from a physical flow
perspective rather than have localized price cap issues determine where new
plants are sited.

o Utilizing Henry Hub as the gas variable, captures the variability of gas price
in determining the price cap. It does not matter that gas at this location is not
utilized to actually fuel plants in the WSCC. Sufficient heat-rate margin has
been built in to the price-cap to capture the difference in gas price among
regions, particularly when recognizing that nearly all baseload plants use a
portfolio of gas contracts. These portfolios typically include multi-year, multi-
month and monthly biock purchases, with minimal purchases of gas in the
daily spot market. The price differential between these longer term contracts
and the Henry Hub prices are much less pronounced than daily spot prices,
in fact in many months, portfolio prices are likely lower than the Henry Hub
monthly index price. This Henry Hub contract is widely traded and generally
recognized as the proxy for gas price in North America. This proposal also
recognizes that peaker plants, by the unpredictable nature of their load, rely
much more on daily spot gas purchases. This is equitably addressed by
offering peaker plants, irrespective of heat-rate, the option of seeking a
FERC approved Cost of Service rate which includes the cost of gas
purchased on a daily basis.

Please contact Tom ingwers of SMUD at (916)732-5704, or Jim Tracy of SMUD

at (916)732-6492, if you have questions or comments about this Sliding Scale
Regional Price Cap Proposal.
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Resolution: 01-5
Sponsor: Richmond Power and Light

Support for Clean Coal Technology Research and Development

Our quality of life is inextricably linked to an abundany, reliable and affordable supply of energy.
Americans, on whole, have lived prosperous lives largely due to a booming economy powered by
electricity. Electricity powers the tools and machinery of our factories that make up the old and
current economy and the computers and services that drive the new economy.

Today, more than one half of U.S. electricity is generated from coal-based power plants. As the
modern technology economy grows, so goes electricity demand. By the year 2020, the Energy
Information Administration projects that U.S. electricity consumption will grow on average 1.8%
annually, and coal will continue to generate half of all the electricity produced.

In the wake of the ongoing energy supply shortages and reliability concerns occurring in various
regions of the country, there is increasing recognition that new electric capacity is needed. Due
to its availability and affordability, coal offers numerous advantages over other fuel sources in
meeting these energy demands. The challenge facing future coal use is to convertitinto a
cleaner, more efficient resource. While overall emissions for U.S. coal-based generating plants
have been reduced by over 20% over the last 30 years, electricity produced from coal has tripled
and pressure exists to further reduce emissions.

Coungress and the Administration should promote programs and initiatives to preserve a diversity
of fuel supply through affordable and reliable electricity. An important step toward meeting this
goal is the creation of advanced coal technology programs to improve the emissions from coal-
based generating plants. Legislation has been introduced to provide incentives to develop
advanced clean coal technologies. S. 60, “National Electricity and Environmental Technology
Act” by Senators Robert Byrd (D-WV) and Mitch McConnell (R-KY), among others, would
authorize the Department of Energy to develop and deploy clean coal technology programs for
both existing and new coal-generating facilities. Specifically, the bill would:

* Accclerate technology research and development for new and existing coal-based
generaton facilites.

e Provide tax incentives to privately-owned uiilities and their equivalent in the form of
tradable or refundable credits for not-for-profit utilities to pursue clean coal
technologies for emission reductions and efficiency improvements in existing
facilities.

» Similar financial incentives would be provided for early commercial application of
advanced coal-based generating technologies '

NOW, THEREFORE, BE IT RESOLVED: That APPA urges Congress and the administradon to
stimulate the devclopment and use of advanced technologies that will allow the U.S. to utilize its

most abundant energy resource, coal, to help meet the growing demand for clean, affordable,
and reliable clectricity; and

BE IT FURTHER RESOLVED: That APPA supports legislation that provides incentives to
encourage the retrofiting and repowering of existing coal-based generating units with state-of-
the-art emission control technologies. Such legislation should include tax credits for private
electric utilities and their equivalent in the form of tradable or refundable credits for not-for-
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profit electric udlites, for emission reductions and efficiency improvements in existing coal-based
generating facilities and for early commercial applications of advanced coal-based generating

technologies; and
BE IT FURTHER RESOLVED: That APPA supports the pursuit of accelerated technology R&D
programs for the development of the next generation advanced clean coal based generation

facilites, and will encourage the Department of Energy, EPA, EPRI, and other related
organizations to increase their support in these activities.

Approved by the APPA Legislative and Resolutions Committee, February 5, 2001.
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Resolution: 01-3
Spensor: APPA’s Energy and Environment Task Force

Public Power’s Energy and Environmental Principles

In the 217 century, how we achieve our environmental goals will have a tremendous effect on
energy supply and security as well as economic growth. The American Public Power Association
(APPA) feels strongly that we should not lesscn or compromise our commitment to
environmental quality. As a nation, however, we should not be required to choose either
environmental protection or energy security. Public power believes that we must find solutions
that address both of these priorities without sacrificing either.

Our past approaches both to regulation and resource development have been inconsistent with
today's challenges and opportunities. Often we make environmental, economic, or energy policy
decisions to accomplish single-purpose objectives, with litde regard to the impact on other
natonal priorities. The key to success is to establish a balanced approach. If our decision-
makers will take a broader, global and modern perspective to environmental and energy
concerns, America can establish and pursue strong environmental policies while sustaining a
cleaner, but diversified generation resource mix.

APPA is proud of its long-standing support for attainment of our national environmental goals.
As locally controlled entities, our members are highly responsive to community and consumer
needs. A priority concern shared by all consumers is the desire to protect and enhance America’s
environment. We share this concern and have consistently supported those policies that will lead
to development of cleaner fossil generation and renewable energy.

We call upon Congress and the Administration 10 address environmental concerns on an
inclusive basis, with a full understanding and evaluation of the impacts and opportunities that
decisions have on energy supply, energy security, and economic growth. In this regard, APPA has
prepared a set of overarching principles designed to guide the development of energy and
environmental policy.

NOW, THREFORE, BE IT RESOLVED: That APPA calls for the development of energy and
environmental policies that provide for achieving both environmental quality and energy goals by
taking into account, among other considcrations, the following factors:

e Human health

* Environmental protection

e Electric reliability

» Energycosts

* Technology-based and incentives-driven solutions; and

BE IT FURTHER RESOLVED: That America’s economic well-being depends on a diverse,
balanced, cleaner, more efficient and economical energy mix that promotes energy conservation
and includes coal, oil, gas, nuclear, hydropower and other renewable sources of energy; and

BE IT FURTHER RESOLVED: That proper implementation of environmental goals must be
based on sound science, include cost-effective approaches, and provide quantifiable benefits; and
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BE IT FURTHER RESOLVED: That in the interest of consumers, local and state governments
should be afforded maximum flexibility in devising strategies to meet environmental standards.

Approved by the APPA Legislative and Resolutions Committee, February 5, 2001.
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THE WHITE HOUSE
WASHINGTON

March 13, 2601

The Honomble Larry E. Craig
United States Senate
Washington, D.C. 20510

Dear Senator Craig:

Thank you for your letter of March 6, 2001, asking for the Administration's views on global
climate change, in particular the Kyoto Protocol and efforts to regulate carbon dioxide under
the Clean Air Act. My Administration takes the issne of global clumate change very seriously. -

As you know, I oppose the Kyoto Protocol because it exempts 80 percent of the world, inchuding
major population camters such as China and India, from compbance, and would canse serous
harm to the U.S. economy. The Seaate's vote, 95-0, shows that there is a clear consensns that
the Kyoto Protocol is an unfair and ineffective means of addressing global climate change
coucems.

As you also know, ] support a comprehensive and balanced national energy policy that takes
into account the importance of mnproving air quality. Consistent with this balanced approach,
1intend to work with the Congress on 3 multipolintant strategy to require power plamts to reduce
enussions of sulfur dioxide, nitrogen oxides, and mercury. Any such strategy would incinde
phasing in reductions over a reasonable period of time, providing regulatory certainty, and
offering market-based moentives to heip industry meet the targets. Ido not believe, however,

that the government should impose on power plants mandatory emissions reductions for carbon
dioxide, which is not a “"polhrtant” mder the Clean Air Act.

A recently released Department of Energy Report, "Analysis of Strategies for Reducing Muhiple
Emissions from Power Plants," concluded that including caps on carbam dioxide ermissions as
paxt of a mmltiple emissions strategy would lead to an even more dramatic shift from coal to
natural gas for electric power generation and significantly higher electricity prices compared

to scenarios in which only salfor dioxide end nitrogen oxides were reduced.
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This is important new information that warrants a reevaluation, especially at a tune of rising
energy prices aud a serious energy shortage. Coal generates more than half of America's
electricity supply. At a time when California has already experienced energy shortages, and
other Western states are worried about price and availability of energy this summer, we must

be very careful not to take actions that could harm consumers. This is especially true given the
mcomplete state of scientific knowledge of the causes of, and solutions to, global climate change
and the lack of commaercially available technologies for removing and storing carbon dioxids.

Consistent with these concerns, we will continue to fully examine global climate change issues —
including the science, technologies, market-based systems, and innovative options for addressing
concentrations of greenhouse gases in the atmosphere. 1 am very optimistic that, with the proper
focus and working with our friends and allies, we will be able to develop techmologies, market
inceatives, and other creative ways to address global climate change.

1 ook forward to working with you and others to address global climate change issues in the
context of a national cnergy policy that protects our enviromment, consumers, and economy. -

Sincerely,
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Resolution: 014
Sponsor: APPA Energy and Environment Task Force

In Support of 2 Multi-poliutan¥integrated Approach to Air Quality and a Greenhouse Gas Siralegy

Air quality and other environmental issues are likely to play a prominent role in the 107*
Congress. In addressing air quality, there is considerable discussion over taking a
comprehensive, incentives-based approach to tougher regulation of air emissions. Key elements
include an integrated program for controlling multiple air pollutants (NOx, SO,, and mercury),
using market-based mechanisms, and reform of existing regulations to achicve emission
reductions at lower costs while assuring electric reliability, reasonable electric costs, and energy
security.

Some advocate the inclusion of greenhouse gas emissions controls as part of 2 muli-pollutant
emissions reduction approach. In contrast, the American Public Power Association (APPA)
believes that a greenhouse gas strategy should be developed as a separate program that considers
both the discrete characteristics of greenhouse gases (as distinct from identifiable public health
consequences of pollutants) and the need to address greenhouse gases. Unlike health-based -
pollutants that have measurable cost/benefit ratios and emissions reduction technologies that
take these into account, there are no similar benchmarks by which to measure the costs and
benefits of carbon capture technologies available to assist industry and policy makers in
establishing policies for the reduction of these gases.

Given this uncertainty, APPA believes the Federal government should evaluate and develop an
incentive program for greenhouse gas emissions reduction, and work with all industries to
develop carbon capture, sequestration and avoidance technologies. The technological challenges
posed by carbon dioxide (CO,) reductions, the fact that CO, is not a pollutant that poses
imminent health risks, and the fact that CO, emissions and reduction policies are directly coupled
to electricity generation and energy policy, strongly suggest placing any federal oversight or
management responsibility of such gases within the U.S. Department of Energy.

NOW THEREFORE, BE IT RESOLVED: That the American Public Power Association will
actively participate in the ongoing air quality debate in order to emphasize the need to develop
energy and air quality policies that assure achievement of both environmental quality and energy
security goals; and

BE IT FURTHER RESOLVED: That Congress and the Administration should address
simultaneously environmental, energy and air quality goals by pursuing a mult-pollutant
approach for regulated pollutants with maximum flexibility. For controlling health-based air
emissions, air regulation should continue to move away from unit-by-unit, command and control
approaches to approaches that integrate flexible programs such as emissions cap and tradc
programs; and

BE IT FURTHER RESOLVED: That climate change programs should include all greenhouse
gases, be based on sound science and take into account that emissions that might affect climate
change are distinct from emissions charactcrized as pollutants, which have a clearly defined and
well understood effect on public health. Greenhouse gas emission reduction programs should
focus on commercializing existing greenhouse gas emissions reduction technologies, which arc
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limited in their ability to reduce all greenhouse gases, and on developing the next generation
technologies for producing electricity and reducing all greenhouse gas emissions; and

BE IT FURTHER RESOLVED: That any federal climate change program designed either to
address greenhouse gas concerns or to promote the development of technology or competitively
neutral incentive-based solutions should be administered by the U.S. Department of Energy.

Approved by the APPA Legislative and Resolutions Committee, F. ebruary 5, 2001.
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American Public Power Association

-
Isstie Brief
’ Washington. D.C. 20037-1484

202/467-2900

Air Quality Proposals e oo

March 2001

Summary: There is growing recognition and increasing support for the need to take 2
holistic approach to energy supply and air quality as Congress begins reviewing proposals to
reauthorize the Clean Air Act Proposals under serious consideration would provide for a
comprehensive, incentives-based approach to tougher regulation of air emissions. Key
elements include regulation of multiple air pollutants (NOx, SO, and mercury), using
market-based mechanisms and reforming existing regulations.

At the same tme, there is increasing interest in developing strategies for reducing
greenhouse gases (ghgs) to address climate change concerns. Under discussion are plans
that would provide targeted incentives for entities that voluntarily reduce emissions and a
federal incentives program for research and development for technologies to capture or
sequester ghgs. Another strategy that has attracted some congressional interest and industry
criticism is a proposal to include CO,in a multi-pollutant cap and trade program.

Regulatory and Congressional Action: In addition to the numerous requirements imposed by
the Clean Air Act on electric utilities to tighten emissions of criteria pollutants, a number of
congressional proposals introduced in the 106" Congress would limit CO, emissions. Both
Democrats and Republicans in the House and Senate introduced legislation to cap carbon
emissions at 1990 levels. One proposal by Rep. Henry Waxman (D-CA) was supported by over
100 cosponsors. Also under consideration was a multi-pollutant cap and trade bill that would
include CO,. Itis likely that Senator Smith (R-NH), Chairman of the Senate Environment
and Public Works Committee, will sponsor similar proposals in the 107" Congress. Already
this year, new House Science Committee Chair Bochlert (R-NY) introduced H.R. 25,
legislation that would require emission reductons of sulphur dioxide and nitrogen oxide
from 50 to 70 percent of 1990 levels.

Background: The primary driver of this legislative activity is private electric utility concern
over new source review (NSR) litigation with the U.S. Environmental Protection Agency
(EPA). Some companies are seeking to resolve their current NSR litigation with EPA through
a multi-poliutant bill including SO,, NOx, mercury and COZ, a non-pollutant greenhouse gas.
Potential fines amount to hundreds of millions of dollars for some of these companies. In
addition, these companies see an opportunity to obtain both a competitive advantage and to
gain financially under this legislative approach. Itis instructive to note that high SO, emitting
utiliies received the vast majority of SO, allowanccs in the initial Acid Rain Tide of the 1990
Clean Air Act. These same companies probably see a similar opportunity in a multi-pollutant
cap and trade system with CO, that will award the greatest number of allowances to coal
plants.

| a Tl
r? The American Public Power Associalion is the nationa! service organization represemting
.‘ the nation's more than 2,000 local publicly owned electric utilities.
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APPA Position: APPA is proud of its long-standing support for attainment of our national
environmental goals. As locally controlled entities; our members are highly responsive to
community and consumer needs. A priority concern shared by all consumers is the desire to
protect and enhance America’s environment. We share this concern and will support policies
that will result in the development of cleaner fossil generation and renewable energy.

In a recent report it was found that public power systems, across the board, have lower
emissions of pollutants. It is also true that public power generating utilities own a
proportionately higher number of scrubbed units. Therefore, public power systems, as a
whole, have invested more in cleaner energy resources and technology than other electric
utliry sectors.

APPA calls upon Congress and the Administration to develop air quality proposals in concert
with energy policy goals. On this basis, decision-makers will have an opportunity to fully
understand and evaluate the impact and opportunities decisions made for one set of goals

will have on other objectives. Along these lines, Congress should pursue multi-pollutant
approaches for regulated pollutants with maximum flexibility afforded local and state
decision-making authorities. Air regulation in general should move away from a unit-by-unit,
command and control approach to one that integrates flexible programs.

On the question of including ghg controls in 2 multicritenia pollutant approach, APPA
believes that ghg reduction strategies should be developed as a separate program that
recognizes ghg emission impacts. This approach recognizes both the discrete characteristics
of ghg from health-based pollutants and the need to address ghg emissions. In general,
Congress should develop voluntary and incentives-based climate change proposals that
include all greenhouse gases and focus on providing greater federal support for research and
development. Specific incentives should be developed both to help deploy existing
technologies for carbon capture and to develop the next generation technologies for
producing electricity.
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Amernican Public Power Association

Issue Brief
' Vasningion, D<. 209371481

L.V
202/467-230¢C
FAX 202:457-291¢
v APPAnst o1
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Summary: The evolution of the electric utility industry, rapidly changing developments in
wholesale electricity markets and increased competition have created a situation where the
federal tax code private use restrictions hamper public power’s ability to adjust to emerging
energy policies and adapt to a more volatile energy market. These private use restrictions
decrease the flexibility that public power systems need to respond to wholesale competition at
the federal level and improve the reliability of regional markets and the national bulk-power
grid. In addition, as community-owned electric utilities in states that have restructured their
retail electric utility markets take steps to conform their operations to these new state policies,
they are immediately confronted with greater challenges from the federal tax code.

Collectively, public power has approximately $72 billion in outstanding tax-exempt bonds. In
most cases, implementation of state restructuring plans—and even Federal Energy Regulatory
Commission (FERC) policies designed to provide open transmission access for competitive
wholesale markets—will jeopardize the financial standing of these public power communites
and harm millions of bondholders across the U.S. Specifically, if community-owned utilines
participate in competitive markets and violate private use restrictions, their outstanding tax-
exempt bonds could become retroactively taxable to the date of issuance.

Three years ago, the Internal Revenue Service (IRS) issued temporary rules to attempt to
address some of the private use problems and provide clarity, but instead of finalizing the
rules, a slightly modified and temporary version of the rules was reissued in January 2001.
The lack of permanent rules hinders the ability of public power systems to develop long-term
strategies necessary to participate fully in the fast-moving electricity marketplace. Legislation
is needed to remedy the situation and provide the necessary certainty for systems to make
decisions about how new facilities may be financed and how to opcrate in today'’s electric
utility market.

The Private Use Problem Clearly Defined: Under current federal tax law, electric utilities
owned and operated by units of state and local government (“community-owned utilities”)
issue tax-exempt bonds to finance their capital investments. These bonds are subject to the
private use rules in the federal tax code designed to prevent private parties from benefiting
from lower-cost tax-exempt financing. These private use rules impose two significant
resurictions on community-owned utilities with tax-exempt financed ransmission and
generation facilities:
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1. The private use rules severely limit the ability of community-owned electric systems to
sell power (from tax-exempt financed generaton facilities) to individual customers on
negotated terrns; and

2. The rules severely restrict the use of communityowned utilities” transmission faciliies
by private businesses, including investor-owned utilities and power marketers, and
could prevent the transfer of control of these facilides to third party, independent
grid management organizations.

Both problems discourage community-owned utilities from embracing electricity
restructuring and form a barrier to open and efficient electricity markets at both the
wholesale and retail level. These problems, and the need for flexibility from private use
restrictions, make it impossible for community-owned utilites to compete, even for their own
existing customers, or to open up their transmission and distribution facilities to third parties.

Financial Implications are Severe: If community-owned utilitics permit too much “private
use,” bondholdcrs will retroactively lose the tax-exempt status of their investments and the
utilities will be forced to redeem some or all of the bonds. Hundreds of communiges
nationwide will have to reimburse bondholders for their losses in addition to suffering
increased financing costs for both existing facilities and future borrowings.

Legislative Status and History: The Bond Faimess and Protection Act (BFPA) was bipartisan
legislation introduced on behalf of public power in the first session of the 106™ Congress by
Senators Slade Gorton (R-WA) and Bob Kerrey (D-NE) and Representatives J.D. Hayworth (R-
AZ) and Bob Matsui (D-CA). Although the bill was not enacted into law during the 106"
Congress, support for the BFPA grew considerably during the session, reaching 34 Senate co-
sponsors and 131 House co-sponsors. The House Energy and Power Subcommittee included
provisions of the BFPA in its comprehensive electricity restructuring legislaton, H.R. 2944,
and a hearing on energy tax issues was held in the Senate Finance Long-Term Growth, Debt
and Deficit Reduction Subcommittee in October 1999. In addition, a wide variety of other
entities publicly endorsed the BFPA, including seniors organizations, environmental groups,
investor-owned utilities, state and local organizations, as well as individual companies such as
Alcoa, Praxair, and Enron Corporation.

The BFPA would preserve local decision making about how to use tax-exempt bonding
authority. It would allow each community owned clectric system to “elect” to obtain relief
from private use limits, but only if it also elects to forego the right to issue tax-exempt bonds
for new generadon facilities in the future. The bill provides each community two choices:

L. Lift the private use test on outstanding bonds (i.e., grandfather existing bonds), but
only if the utility agrees to never again issue tax-exempt bonds to build ncw

generation facilies, or

2. If no private use relief is needed, the utility can continue to issue tax-exempt debt
under a clarified version of the existing private use rules.
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This legislation was crafted to accomplish two objectives: a) permanently clarify existing tax
laws and regulations regarding the private use rules so that they will work in a new
competitive marketplace, and b) provide public power utilities the ability to open their
transmission or distribution systems if they choose or as may be required by law. Both of the
above would provide for more competition, prevent existing tax-exempt bonds from
becoming retroactively taxable and keep rates low.

Throughout the 106" Congress, other sectors of the electric utility industry were also
advancing legislative proposals related to their transitional tax nceds. For example, the _
investor-owned utilites sought resolution of problems associated with the transfer of nuclear
decommissioning funds and the formation of regional transmission organizations (RTOs).
These issues, including private use and the BFPA, were the cause of substantial contention
within the electricity industry. Realizing that the opportunity for legislatve success would be
greatly improved by resolving differences on the most contentious issues, representatives of
public power and investor-owned utilities reached an agreement that allowed the two groups
to combine these issues in a single bill that all could support

This new legislation was introduced in july 2000 as the Electric Power Industry Tax
Modernization Act by a large bipartisan delegation of House and Senate members, including
Representatives ].D. Hayworth, Phil English, Jerry Weller, Bob Matsui and Richard Neal and
Senators Frank Murkowski, Slade Gorton, Bob Kerry and James Jeffords. The bill gained
quick support from members of the tax-writing commitices in Congress, but ulimately fell
victim to end-of-session wrangling over the size and scope of a major tax package. The bill
will be reintroduced in the 107" Congress, probably during February 2001, with minor
changes. This legislation offers a balanced approach to a fair and open marketplace by
addressing four major issues:

*  prvate use relief

* nuclear decommissioning transition

= promotion of sales or spin-offs of transmission assets to FERC-approved
RTOs/Transcos

* equal ueatment for Contributions in Aid of Construction (CIAC)

APPA Position: Greater volatility and competition in wholesale and retail electricity markets
has created a situation where public power systems need more flexibility to adapt to changing
circumstances. A balanced marketplace will include a variety of electricity suppliers, and each
type of market participant (private utilities, electric cooperatives and community-owned
electric providers) faces barriers to participation in competitive markets. Municdpal financing
concerns and private use restrictions are barriers that must be addressed as partof a
reasonable approach to a fair and open marketplace. The Electric Power Industry Tax
Modernization Act is a legislative solution that makes political and economic sense. This
legislation, along with the rural cooperatives’ 85/15 rule, should be packaged together and
enacted by the 107" Congress.

A

1544

DOE003-0188



American Public Power Association

lssue B“Ef 2301 M SUNW.
: Washington. 0.C. 20037-1484

202/4567-2900
T FAX 202/467-2910
REhab““y ‘ www.APPAnet.org

March 2001

Summary: The United States has the most reliable electric systemn in the world, but recent
events in California have demonstrated the delicate balance between reliability and markets

. that the electric grid must operate within. These events have also shown how unsettling the
results can be if that balance is upset because to most consumers, reliability, knowing that the
power will be there when they need it, is as important as low prices. Consequently, great care
needs to be taken to ensure that the current level of reliability is not sacrificed in any
restructuring of the industry. A competitive marketplace means many more participants will
be excculing an increasingly larger number of transactions every day, and most of these will
focus on short-term costs rather than system stability. The current voluntary system of
compliance with reliability standards worked reasonably well in the regulated environment in
which the industry has operated, but will not provide the necessary safeguards is a competitive
market APPA urges Congress to require mandatory involvement by all industry participants
in a national compliance program to ensure continued reliability.

It's More Than Just Turning on the Lights: The commodity of electricity is provided and
consumed in virtually an instantaneous process. There are no large storage facilities scattered
across the countryside for electricity already generated (as is the case with our water supply).
Instead, the industry consists of a series of generating plants, high-voltage transmission wires
and substations with transformers that reduce the voliage to levels that consumers can use.
Operating a reliable electric system requires that two simultaneous conditions be present
adequacy and security. Adequacy is a measure of the capacity of the power supply facilities
(generation and transmission) relative to the electrical load (demand) that they serve. A
system with adequate operating reserves will have the strength to withstand system
disturbances. Security refers to the balanced operating state of the system in terms of stability
and loadings. Planners make protective decisions designed to limit the extent of system
disturbances, and operators watch real-time conditions to ensure that an outage of a critical
system component does not cause a sequential series of malfunctions. These necessary
technical limits constrain the maximum capacity of the system and restrict the scope of the
market available to suppliers and customers to that which is safe and reliable.

NAERO and the Evolving Reliability Structure: To ensure the reliability of the industry, the
electricity delivery system of the United States (actually North America) is divided into ten
regional reliability councils operating within three large interconnected grids. The ten
regions are politically organized and represent the heart of the voluntary reliability system
that currently operates. The three interconnected grids are differendated along engmcermg
lines and distinguish the large areas in which generated electricity can flow. The regional
councils together form the North American Electric Reliability Council (NERC).
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NERC is a non-profit, voluntary organization whose staff and activities are directed by a Board
of Trustees. The Board currently is comprised of 38 electric industry executives, including
the Board's officers, two representatives from each Regional Council, two electricity customer
representatives, and others as needed to ensure at least two representatives from Canada and
at least two representatives from each sector of the electric indusay. NERC monitors the
electric utility industry’s voluntary compliance with policies, standards, principles, and guides,
and assesses the future reliability of the bulk electric systems.

The NERC Board has approved and begun the transformation of NERC to the North
American Electric Reliability Organization (NAERO), in which participation and acceptance
of standards and practices would be mandatory. Federal legislation is required to give
NAERO the enforcement tools necessary to ensure compliance and achieve a system that
properly balances reliability and market pressures and decisions. An industry-wide effort to
forge compromise on such legislation resulted in a proposa] that was adopted by NERC's
Board of Trustees and was advanced to Congress:

Reliability and the Evolving Markets: Deregulation of the wholesale electricity market has
increased pressure on the transmission system in order to facilitate the trades and contracts
that often span large areas across the 10 NERC regional councils. During each of the last two
summers, severe price spikes occurred in the Midwest during peak demand scason. Similar -
incidents took place in California ancillary markets. Some market pardcipants point to the
deregulated wholesale market and incomplete transition of the industry as reasons for the
spikes, and argue that increased retail competition will solve pricing problems. However,
most industry analysts believe generaton problems (such as plants being placed off-line) and
transmission limitatdons have had a greater influence. Others believe that market power
abuses limiting access to certain vansmission lines have also played a role.

The same forces that are driving NERC to change to NAERO and institute more definitive
standards with enforcement powers are also driving the formation and use of Regional
Transmission Organizations (RTOs) in state restructuring efforts and among regional
operation councils to ensure a fair transmission/market relationship. Independent System
Operators (ISOs) are a form of RTOs that operate on a non-profit basis to serve as impartal
electricity “traffic cops” working to make sure that electricity promised through market
agreements can be delivered without disruption to the regional transmission system the RTO
serves. In an [SO, the existing owners of the infrastructure continue to own the lines, but cede
operational and scheduling control to the ISO. Instead of 1SOs, some private utility
companies are pushing for the creation of “transcos,” or for-profit transmission companies
created through spin-offs or mergers of the ransmission assets of private companies.
Presumably separate boards would govern the transcos, but the level of independence from
the parent company is, at times, questionable.

Whether it be an ISO or a transco, the creation of regional transmission authorities must be

approved by the Federal Energy Regulatory Commission (FERC), which oversees and
regulates the transmission and wholesale market activity of the industry. The issuance of
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FERC Order 2000 in December 1999 provides further gutdance as to how FERC intends to act
in the approval of RTOs. While participation in RTOs is voluntary, FERC strongly encourages
all participants to enter or form an RTO, and it intends to approve RTOs that meet strict
criteria for independence, geographic scope, proper size, and that are able to address and
maintain the highest reliability standards. FERC may also use mandatory participation in an
RTO as a condition of merger approval.

Further evidence of the need to use RTOs to assist in maintaining grid reliability is offered by
a recent report from the U.S. Department of Energy. The report found that “development of
reliability management tools, technologies and operating procedures has lagged behind
economic reforms in the electric indusury.” Properly created, independent RTOs can
perform many of the basic scheduling and planning functions that the report indicated were
critical in maintaining the reliability of a regional system. This was supported by findings in
the report that “responsibility for comprehensive planning has become blurred during the
electric power industry’s transition (to competition), and consequently planning has been
inadequate,” and that the necessary innovations in grid management have not kept pace with
economic developments.

Congressional Action: Reliability concerns were a significant part of the legislative discussions
that took place within the development of H.R. 2944, the restructuring bill passed in October
1999 by the House Energy and Power Subcommittee. The industry consensus legislative
language to form NAERO was included in this legislation as Title II. Senator Slade Gorton
{R-WA) and Representative Al Wynn (D-MD) also introduced the consensus language in the
106th Congress as free-standing bills, 5. 2071 and H.R. 2602, respectively. After deliberations
by the Senate Energy and Natural Resources Committee, S. 2071 emerged as the only
electricity policy measure for which consensus could be achieved, and the bill eventually was
passed unanimously on the Senate floor, only to stall in the House.

During the development of H.R. 2944, state utility commissioners and related groups brought
up several issues (in the form of amendments) that work against national standards and
reserve too much authority at the suate level, such as establishing a single-state Affiliated
Regional Reliability Entity (ARRE). Other language that was not a part of the original
industry consensus related to FERC’s ability to establish interim procedures and standards, is
also problematic. Negotiatons occurred between supporters of the NERC/NAERO
legislation, including APPA, and state and regional interests, but despite progress, final
agreement was not reached on how to resolve some of these issues. Legislative text that
embodies the negotations was later included in a version of the bill that Representative Wynn
reinroduced as H.R. 4941. ‘

Early in the 107° Congress, the text of last year's S. 2071 was introduced by Senator Gordon
Smith (R-OR) on a stand-alone basis as S. 172. Representative Wynn re-introduced his version
of the package this year as H.R. 312. In addition, Senate Energy and Natural Resources
Committee Chairman Frank Murkowski (R-AK) has included the Wynn Bill in his broad,

enefgy policy package.
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APPA Position: APPA believes that reliability issues are paramount in any restructuring
legislation. Toward that goal, APPA partcipated in the development of and supports the
NERG/NAERO transition legislation. At the same time, APPA believes that federal legislators
should address a number of interrelated issues critical to effective wholesale restructuring in
order to address broader reliability concerns. APPA can support passage of stand-alone
NERC/ NAERO transition legislation if it is clear that no more comprehensive restructuring
legislation will pass. APPA supports continued attempts to resolve the few remaining
differences related to the proper role of regional transmission organizations.
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Summary: Environmental regulatory activities under the Clean Air Act are going in the
direction of significanty tighter emission limitation standards. Recent court actions have
delayed the implementation schedule for some of these tighter standards but as a practical
matter have not changed the overall direction of the regulations. EPA also is becoming
increasingly aggressive in taking enforcement actions against electric utilities it believes are
violating CAA requirements. For example, in November 1999 EPA initiated seven lawsuits
against electric utilities and issued an administrative order against the Tennessee Valley
Authority for alleged violations of the CAA New Source Review requirements.

in addition to new requirements for further emission reductions, EPA also has increased
" monitoring and reporting requirements for electric utilities. For example, the agency
required additional mercury sampling and reporting in 1999, placed electric utilities with
coal or oilfired generating plants under its Toxic Release Inventory (TRI) reporting
program, and significandy lowered the TRI reporting thresholds for some chemicals.

New and proposed regulatory requirements will result in increased pressure on all sources to
reduce emissions — including APPA members with large and small electric gencerators. The
problems faced in complying with new emission reduction requirements are made more
difficult by the fact that the formal regulatory process is proceeding down several parallel but
independent paths. The results likely will be an incremental ratcheting of emission
reduction requirements over time with no assurance that the high cost of installing new
emission control equipment will be fully recovered before becoming insufficient to meet
future needs.

Regulatory Action: EPA currenuy is in the process of developing several new stringent
standards and other emission reduction requirements under the Clean Air Act. The final
outcome of these rulemaking proceedings will affect the extent to which utility power plant
emissions are targeted for further reductions. Below is a list of some of the major ongoing
environmental regulatory activities under the CAA.

In July 1997, EPA issued stringent new National Ambient Air Quality Standards (NAAQS) for
particulate matter and for ozone. In May 1999, the U.S. Court of Appeals remanded the rule
back to the agency for further justification of the levels at which the standards were set. The
case has been appealed to the U.S. Supreme Court and a decision is expected sometime in the
first half of 2001. Meanwhile, the agency has been directed to justify why it did not adopt a 5-

minute standard for SO, and has been threatened with litigaton if it does not proceed with
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regulation of CO, as a danger to the public health and welfare. Each of these actions may lead
to more stringent standards and further requirements for additional emission reductions from
power plants. While states have the ability to meet the requirements by reducing emissions
from the sources they choose, utlities and large non-utility point sources are the most likely
targets.

Regarding pollution transport issues, in December 1999 EPA issued a revised final rule granting
petitions filed by four Northeastern states seeking 1o reduce ozone pollution through reductions
in NOx emissions from upwind sources. The petitions, filed under Scction 126 of the CAA, allow
downwind areas to seek relief across state boundaries. As a result of EPA’s action, 392 utility and
indusury facilities in 12 upwind states will have to significantly reduce annual emissions of NOx by
2003. The agency said it also plans to address four other outstanding petitions in a separate action
in the near future.

In 1998 EPA issued tough new requirements on 22 states and the District of Columbia that also
arc designed to address the regional ransport of ozone in the Eastern part of the U.S. The
agency's new regulations set a NOx budget for each state that will have the effect of significantly
reducing NOx emissions from sources in that state, including affected electric generating
sources. The regulations called for the states to submit state implementation plans (SIPs) by
October 2000 that describe how they will achieve the reductions by May 2004. The rule is
controversial because it is based on a collective contribution theory that set very low air quality
impact levels (as litde as 2 parts per million) and used a $2000 per ton cost threshold for
establishing uniform reduction levels. Last June, the U.S. Court of Appeals upheld the rule and
affirmed EPA’s authority to implement the reduction obligations.

In April 1999 EPA issued its final regional haze rule creating a regulatory program that dramaucally
expands the previous visibility program. Under the new rule, all 50 states must establish goals for
improving visibility and develop long-term strategies for reducing emissions of air pollutants that
‘cause haze. States are required to conduct analyses aimed at reaching natural background
conditions by 2064. EPA is encouraging states to subject existing large stationary sources (including
utility boilers) to additional emission controls and place tight controls on new sources as a way of
achieving the required reductions. In January of this year, EPA proposed amendments to its rule
that would help states determine how to set limits for a number of older, large utility plants. The
proposal also provides guidance for states to use in determining which plants must install emission
controls and the type of controls they must use. ‘

In July 1998, EPA proposed New Source Review (NSR) regulations that would broaden
significandy the applicability of NSR requirements to major stationary sources of pollution. In
addition, through a series of administrative and enforcement actions over the past two years —
and without giving any opportunity for public comment — EPA has been reinterpreting the NSR
rules 5o as 1o impose NSR requiremenis on many existing facilities that heretofore were not
subject to the requirements. In November 1999, the Justice Department, acting on behalf of
EPA, filed seven lawsuits against electric utility companies in the Midwest and the South and
issued an administrative order against TVA. The agency also issued notices of violations to eight
other facilides. EPA is alleging that the utilities violated the CAA NSR provisions by making
major modifications to their plants without installing the equipment required to control
emissions. Two of the utlities subject to the enforcement actions have since reached setiement
agreements that reportedly will require billions of dollars in expenditures to install additional
conurol equipment and make other changes to reduce emissions from their facilities.
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Meanwhile, the agency is gathering additional information from other utilities. EPA’s actions
likely are in anticipation of issuing additional notices of violations and possibly also filing
additional lawsuits.

After completing several major studies, on December 15, 2000, EPA finalized its determination
that the risks associated with mercury emissions from fossil fuel-fired power plants warrant
additional controls. In July 2000 the National Academy of Sciences issued a report supporting
EPA’s reference dose, the subject of much controversy, as scientifically justifiable for
protecting the health of the vast majority of Amenicans. Also, in November 1998, in an effort
to address some of the remaining uncertaintes in its studies, EPA required electric generating
facilities to collect and report on the mercury content of coal burned at their facilities, and
required 84 plants to perform stack testing to measure mercury emissions. The agency now is
developing alternative control strategies for reducing mercury emissions from power plants
and will propose regulatory requirements by November 2003.

APPA Position: APPA fully supports the public’s right to clean air and endorses the goals and
objectives of the Clean Air Act to protect human health and the environment. APPA believes
that this fundamental commitment to the environment, however, must be balanced by the
responsibilittes and obligations that public power has to the local citizens that own and are
served by its electric systems. APPA urges EPA, therefore, to avoid implementing new
emissions reduction requirements that cause substantial resource expenditures wholly
incommensurate with any anticipated human health benefits.

In addition, APPA is concerned that EPA has not fully considered the affects of implementing
its CAA regulatory programs on small municipal electric systems with small generating units.
EPA’s new programs may adversely and disproportionately affect small communities by
requiring costly and unnecessary new emissions reduction equipment to be installed on small
units or by imposing significant additional administrative burdens without providing
meaningful environmental benefit. APPA believes that small communities should be able o
use their small units efficiently and contribute to congressional and regulatory efforts to
create a more competitive electric utility industry — if doing so will not resultin any
environmental detriment.

APPA also supports cfforts to bring a rational approach to what currently is an uncoordinated
patchwork of new Clean Air Act regulatory requirements. APPA believes that additional ways
of minimizing the potential for stranded investments and reducing the uncertaindes of
incremental ratcheting of emission reduction requirements must be identified and
implemented wherever reasonably practical. Furthermore, APPA believes that EPA’s
regulatory process under the CAA should not proceed in a vacuum. It must be an integral
part of a national energy strategy that addresses such diverse issues as environmental impact
minimization, electric utility industry restructuring efforts, and the potential for carbon
reduction requirements due to climate change considerations.

Finally, APPA fully supports the public’s right to have access to accurate and meaningful
information regarding the presence and release of toxic substances — as well as any other
emissions that may reasonably pose risks to the public health and environment. APPA
believes that requirements for reporting such information, however, must have the effect of
improving public knowledge and not lead to grossly erroneous conclusions about the impacts
of these cmissions —causing unwarranted concerns by the public.
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Summary: Hydropower is the nation’s leading rencwable energy resource. In addition to
providing emission-free, reliable and domestic-based energy, hydropower contributes non-
power benefits such as recreation, irrigation, flood control and water supply. Despite these
numerous benefits, hydropower is at risk today due to the existing regulatory scheme for
licensing and relicensing projects. Unless Congress and the federal agencies reexamine their
policies toward this important energy resource, hydropower will not fare well in a
restructured electricity industry designed to promote greater competition. Loss of
hydropower generation would deprive the country and electricity consumers of a low-cost
energy source and numerous other environmental and other non-power benefits associated
with these projects.

Facts and Benefits of Hydropower. Hvdropower represents approximately 12 percent of the
energy produced in the U.S. and 85 percent of all renewable energy generation. Among its
many uses and benefits, hydropower, and the multipurpose water projects that depend on
this resource, provide clean, efficient and renewable electric power, operational flexibility for
maintenance of system reliability, drinking water, flood control, fish and wildlife habitat
improvement, irrigation support, transportaton, recreation and environmental enhancement
funding. Also, due to its unique load-following capability, peaking capacity and voltage
stability attributes, hydropower can provide unparalleled reliable service in a market driven
industry.

Background: By the year 2015, over half of all federally regulated hydroelectric capacity — 284
projects in 39 states — will be up before the Federal Energy Regulatory Commission (FERC)
for license renewals. This group, which includes many large and complex projects, has a
combined capacity of approximately 29,000 MW, or 20 percent of the nation’s installed
hydroelectric capacity. By the year 2010, 16,000 MW of publicly-owned hydro capacity will be
up for license renewal. This represents nearly 50 percent of all hydro capacity subject to the
relicense renewal process.

The regulatory process involves input not only from FERC and a variety of interest groups but
also from numerous federal and state natural resource agencies concerned with
environmental protecion. Under this scheme, federal and state agencies take full advantage
of their statutory authorities to impose conditions on hydropower project licenses, frequently
without regard for project economics. In one recent case, a hydropower owner has been
given the choice of operating at an ecanomic loss or shuting down the project.
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Overall, the concern with the present regulatory structure involves the loss of hydropower
capacity. Studies are showing that there will be an average 8 percent loss of hydropower
generation per project resulting from new conditions imposed on existing projects up for
relicensing in the next 20 years. At this rate, nearly 2,400 MW of towal hydro capacity may be
lost. In the 2000 edition of its annual Energy Outlook report, the Energy Information
Administration — the Department of Energy’s statistical agency - for the first titne projects
that hydropower gencration will decline through 2020, “as regulatory actions limit capacity at
existing sites.”

The relicensing process has brought into focus the costs and conflicts of this process at a ime
when the electric udility industry at both the wholesale and retail levels is experiencing
increased competition. Utilities are under increasing pressure to lower prices or risk losing
customers. The ability of hydro licensees to pass to their customers ever-increasing costs of
environmental compliance will be limited by the market. These increasing costs threaten to
significantly reduce hydropower's economic viability.

Congressional and Reguiatory Action: The hydropower indusuy brought focus to the
problems of relicensing and licensing process in 1996 by formally petitioning the FERC to
reform its procedures. Specifically, the industry recommended changes to streamline the

" decision-making process and to require condition-setting recommendations to occur early in
the application imeline. FERC rejected most of the recommendations and opted, instead,
for modest reform aimed at encouraging voluntary settlements instead of litigation. While
FERC agreed that every effort should be made to lessen the burden of such proceedings on
the participants, the Commission indicated that it lacked statutory authority to go much
beyond the changes it did make.

During the last two years, Senate and House energy panels sponsored oversight hearings on
FERC's hydropower licensing and relicensing process. Testimony was taken from hydropower
industry representatives, including public power, FERC, federal agencies, and environmental
groups. When former FERC Chair James Hoecker testified before the Senate during the 105"
Congress he said legislative action is necessary to reform the licensing process. This
examination of the issue resulted in the introduction of legislation sponsored by Senator
Larry Craig (R-ID) and Representative Eldophus Towns (D-NY), the “Hydroelectric Licensing
Process Improvement Act of 1999.™ ‘

Reintroduced this year as S. 71, Sen. Craig proposes amending the Federal Power Act by
requiring the FERC 1o set a date certain of no more than one year of intra-agency review, thus
limiting the amount of time federal agencies have to intervene in the relicensing process.
Importandy, the proposal would not directly remove the conditioning power from the various
agencies; however, it would impose a greater degree of responsibility and accountability on
these agencies by ensuring that they consider various factors betore imposing mandatory
conditions on a licensee.

The need to reform the hydro licensing process is generating broad support especially in
light of the energy supply problems in the West. In secking a solution to the crisis in the
West, decision-makers must come to terms with the need to preserve existing capacity. Unless
licensing reform is enacted, the Western region’s 25,000 MW of non-federal hydro capacity
will continue to decline as a result of a broken regulatory process. Licensing process
improvements are needed. Industry is not alone in advocating reform, a large number of
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non-industry interests have joined wogether as WaterPower: The Clean Energy Coalition to support
the call for congressional action to improve the hydro licensing process. The coalition
consists of 500 hydro producers and suppliers, municipali@ies, businesses and environmental,
consumer, labor, recreational, and farming groups from nearly every state.

APPA Position: APPA supports legislative and regulatory changes to improve and clarify
FERC's ability to make balanced and rational licensing decisions, such as those contained in
S. 71. These decisions should ensure that low cost, renewable hydropower resources continue
to operate in an environmentally friendly manner. Among the reforms needed to federal
hydropower regulation are changes that would: make the process more certain, consistent,
and less time-consuming; evaluate the value of project economics; require the involvement of
appropriate decision-makers of all affected parties early in the process; commit resources to
the protection of the environment; and eliminate duplicative overlapping jurisdictions. In
addition, as the federal government pursues the restructuring of the electricity industry,
excessive regulatory impediments to hydropower’s competitive position in the new market
that cannot be addressed administratively should be evaluated and resolved by federal
legislation.
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Facilitating Distributed Resources Through Federal Interconnection

Policies
March 2001

Summary: There is wide recognition that distributed resources, typically small generation
units located close to the load they serve, offer a variety of benefits for consumers,
communities, the environment, and utilities. As a result, multiple efforts are underway to
develop new distributed generation technologies, enhance existing technologies, and
address various technical and policy issues that may be hindering the deployment of
distributed resources. Congress has taken an active interest in this issue and several
industry restructuring proposals have included provisions to give the Federal Energy
Regulatory Commission (FERC) additional authority to order interconnection of distributed
resources to transmission and distribution facilities using a uniform technical standard."
Public power supports efforts to promote greater use of distributed resources so long as
those efforts respect local authority and recognize the diverse characteristics of local electric
systems.

Background: The market prospects for distributed resources have grown substantially in
recent years for several reasons: 1) generating reserve levels are declining and load
shedding and rolling brownouts are becoming more common; 2) transmission constraints
and line load relief events are also increasingly frequent occurrences; 3) new transmission is
more difficult to site and build than new generation: 4) recent price spikes call into question
the predictability of cost and availability; and 5) polls show that local reliability and service
rank equal with, and often above, price regarding what customers want and expect. All of
these facts and more are pushing the market 1o provide new power supply options and
creating the incentive to pursue them. Distributed resources can help meet the needs that
exist in the electricity industry today, and provide many benefits to municipal utilities,
electricity consumers and their communities throughout the country.

First, these facilities can make significant contributions to system reliability. Public power systems
not only have sensitive customers -- hospitals, aity water services and others -- for whom
reliability is essential, but also customers that cannot withstand even the shortest disruption in
service. Some computer networks cannot withstand disruptions longer than eight-thousandths
of a second. Enhanced reliability to protect the health, safety and economic prosperity of the
communities they serve is now or will soon drive publicly owned utilities to rely inareasingly on
dismbuted generauon.
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Moreover, distributed resources help to promote important environmental objectves by
enabling utilities to increase their use of new renewable and low-or no-emission generation
to meet their communities’ needs. Finally, distnbuted resources enhance local control and
decision making by reducing our dependence on external sources of power supply, allowing
for increased reliance on fuel sources that are available locally, thus providing benefits to
local economies.

Along with all of the benefits, distributed resources offers come challenges and practical
problems that must be considered. With a multitude of distributed generation fadilities
connected to the grid, smaller generators connected at distribution voltage, existing hazards
of routine line maintenance, and emergency services restoration activides have to be taken
into account. Power quality is another important factor. Federal policies governing
interconnection of distributed resources must provide municipal utilities with the ability to
exercise their discretion to account for such matters with local impacts.

APPA Position: APPA supports increased use of distributed resources and efforts at the
federal level to promote such use. To that end, Congress should adopt transmission and
distribution interconnection policies that provide FERC the authority to order the use of
standardized technical interconnections. At the same time, Congress must preserve local
authority to require any additional measures necessary for system reliability, safety, or other
factors deemed to be in the public interest.

Congress should also adopt competitively neutral policies that promote the safe and cost-
effective commerdial deployment of distributed generation technologies, including smaller
generators connected at distribution voltages. Such policies should be adopted in order to
Increase generation capacity in applications where they alleviate transmission constraints,
improve air quality and protect the environment, and enhance reliability while maintaining
safe working practices.
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Summary: The failure of California’s electricity industry restructuring plan has made clear
the important role that wholesale markets have in determining the effectveness of the retail
competiton plans enacted by the states. For several years, consumer organizations have
emphasized that state objectives for retail competition will only succeed if supported by a
workable wholesale marketplace. While many factors have conuributed to the rolling
blackouts and high prices in California’s electricity market, it is apparent that improvements
in the structure of the interstate electricity marketplace would go a long way toward helping
to avoid such problems in the future. In fact, other state restructuring plans are likely 1o
cause the same problems in other regions of the country if they are advanced without
Congress first addressing the serious problems that exist in the wholesale marketplace. What
is happening in California is not simply just that state’s problem. Consumers throughout the
West are directly affected, and there will be ripple cffects throughout the economy.
Regardless of its origin or cause, the solution requires federal legislative and regulatory action
to address shortcomings of the wholesale market.

In the end, Congress must act to finish the job it started in 1992 when it enacted the Energy
Policy Act to create competitive wholesale markets. Necessary improvements include policies
designed to: 1) create truly independent Regional Transmission Organizations (RTOs);

2) allow for federal siting authority to encourage construction of new transmission facilities
where needed; 3) provide the necessary authority and support for rigorous Federal Energy
Regulatory Commission (FERC) oversight of the wholesale market to prevent market abuses;
and 4) assure FERC approval of marke! rates for wholesale sales only in markets that can be
defined as competitive, requiring only cost-based rates in those that are not. Moreover, in
light of market conditions today that are very similar to those that led 1o the enactment of the
Public Utility Holding Company Act (PUHCA) over 65 years ago, stand-alone PUHCA repeal

should not be enacted absent the development of new consumer protections in its place.

Development of Truly Neutral Regional Transmission Organizations: The lack of effective
Regional Transmission Organizations that can ensure truly neutral management of the
nations’ transmission facilities is the single biggest obstacle to a preperly functioning
interstate clectric