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ATTORNEYS AT LAW ) 202-393-1200
FAX 202-393-1240

WRIGHT & TALISMAN, P.C. | —

April 25, 2003

ATTACHED PREPARED TESTIMONY
AND ACCOMPANYING SCHEDULES
CONTAIN PRIVILEGED INFORMATION
AND SHOULD NOT BE RELEASED

Honorable Magalie R. Salas

Secretary

Federal Energy Regulatory Commission
888 First Street, N.E. Room 1A
Washington, D.C. 20426

Re:  Reliant Energy Mid-Atlantic Power Holdines. LL.C v. PIM
Interconnection, LL.C..

Docket No. EL03-116-000

Dear Ms. Salas:

PIM Interconnection, L.L.C. (“PIM”), submits for its Answer to the Complaint of
Reliant Energy Mid-Atlantic Power Holdings, LLC (“Reliant”), in the proceeding

captioned above.

1. Request for Privileged Treatment of Documents

Pursuant to Section 388.112 of the Commission’s regulations, 18 C.F.R. §
388.112, PIM requests that portions of the Prepared Direct Testimony of Joseph E.
Bowring on behalf of PIM Interconnection, L.L.C., as well as Schedules JEB-1, JEB-2,
JEB-3 and JEB-4 attached to that testimony (collectively designated and referred to here

as “Exhibit PIM-17), be treated as privileged and confidential and not be disclosed to the



Honorable Magalie R. Salas
April 25, 2003
Page 2 of 4

public. The privileged portions of ‘Exhibit PIM-1 consist of data, and/or discussion and
analysis of such data, regarding fixed and variable costs of certain generating units owned
‘by the -complainant, Reliant, in the PIM region and regarding revenues Reliant has
received during selected perio&s from transactions involving those units in PJM’s
capacity, energy and ancillary services markets. This kind of information typically is kept
confidential by individual market participants, and thus, pursuant to section 18.17.1 of the
Amended and Restated Operating Agreement of PJM Interconnection, L.L.C. (‘PIM
Operating Agreement”), PJM maintains it as confidential. Public disclosure of this
information is not in the public interest because such disclosure might cause competitive
harm to Reliant.

In accordance with the Commission’s Rule 213(c)(5)(), 18 CFR. §
385.213(c)(5)(i), PIM submits the original and three complete copies of thiso transmittal
letter, its Answer to the Complaint and all attachments, including an mxredact‘ed original
and three umedéctéd copies of Exhibit PJM-1. The first page of the Answer and the
cover pages of each component of Exhibit PIM-1 (Mr. Bowring’s testimony and
Schedules JEB-1, JEB-2, JEB-3 and JEB-4) boldly indicate that PJM’s submission and
each pertinent component thereof contains privileged informaﬁon that should not be
released. In addition, the information for which PIM seeks privileged treatment is
identified within the unredacted original and each unredacted copy of Mr. Bowring’s
testimony; PJIM seeks privileged treatment of each of Schedules JEB-1, JEB-2, JEB-3
and JEB-4 in its entirety, so the unredacted originals and copies of those documents do
not include such shading. As further required by 18 CF.R. § 385.213(c)(5)(i), PIM also

submits 11 copies of this transmittal letter, its Answer to the Complaint and all

H
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attachments, including redacted copies of Exhibit PJM-1 that exclude all privileged

material.

Pursuant to 18 CF.R. § 388.112(b)(1)(iv), PIM designates the following person to

be contacted regarding the request for privileged treatment of the identified portions of
Exhibit PIM-1:

Barry S. Spector :
Wright & Talisman, P.C.

1200 G Street, N.W.

Suite 600

Washington, D.C. 20005-3802
Tel: (202) 393-1200

Fax: (202) 393-1240

2. Request for Waiver Regarding Propesed Confidentiality Agreement

Tn connection with the above request for privileged treatment of portions of the
enclosed material, PIM requests that the OCommission waive its Rule 213(c)(5)(11), 18
CFR. § 385213 (c)(5Xii), that requires a respondent that submits an answer with a
request for privileged treatment of confidential material to serve With the redacted copy
of its pleading a proposed form of protective agreement. As noted above, the material for
which PIM is seeking privileged treatment is data, and/or discussion and analysis of such
data, regarding fixed and variable costs of certain generating units owned by the
complainant, Reliant, in the PIM region and regarding revenues Reliant has received
during selected periods from transactions involving those ugits in PJM’s capacity, energy
and ancillary services markets. Because this kind of information typically is kept

confidential by individual market participants, PIM maintains it as confidential

information pursuant to section 18.17.1 of the PJM Operating Agreement.
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PIM seeks waiver of the requirement to tender a proposed protective agreement
because PIM lacks authority to enter into an agreement to disclose confidential
information of or regarding one of its Members to third parties, including other Members.
Specifically, paragraph (b) of section 18.17.1 of the PJM Operating Agreement prohibits
PIM from disclosing such confidential information. Accordingly, | it would be
inappropriate for PIM to offer, through a proposed protective agreement, to disclose the
confidential information included in its Answer when it serves its pleading. PIM
therefore requests that the Commission waive Rule 213(c)(5) in this instance to the extent
that it would require PIM to tender a proposed protective agreement to the parties to this
proceeding.

PIM wishes to advise the Commission, however, that since all of the confidential
material m Exhibit PIM-1 for which PIM herein seeks privileged treatment relates only
to the complainant, Reliant, PJM today is delivering to counsel for Reliant an unredacted
copy of Exhibit PJM-1. PJM’s request for waiver of Rule 213(c)(5) therefore will not

limit Reliant’s access to all information that PIM has submitted to the Commission.

Respectfully submitted,

TR e

Barry S. Spector
Michael J. Thompson

Counsel for
PIM Interconnection, L.L.C.
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UNITED STATES OF AMERICA
' BEFORE THE SRR
FEDERAL ENERGY REGULATORY COMMISSION

_Reliant Energy Mid-Atlantic

) )
Power Holdings, LLC, )
o )
Complainant, )
) | |

V. ) Docket No. EL03-116-000
PIM Interconnection, L.L.C., )
‘ : )
Respondent. )

ANSWER OF
PIM INTERCONNECTION L.L. C
TO COMPLAINT OF

RELIANT ENERGY M]D-ATLANTIC POWER HOLDINGS, LLC

* Pursuant to Sect1on 206 of the Federal Power Act (“FPA” , 16 US.C. § 824e

o (1994) Rules 206 and 213 of the Comnnssxon s Rules of Practice and Procedure, 18

., .C.FR. §§ 385.206, 385.213 (2002); and the Commission’s notices in this proceeding of .
’ April 7 and April 18, 2()03, PIM Interconnection, L.L.C. (“PJM”) submits its answer to
‘the complaint filed on April 2, 2003, by ReliantiEnervgy Mid-Atlantic Power Holdings,
LLC (“Reliant”). For the reasons explained below and in the attached, supporting
testimony of Joseph E. Bowring, Manager of PIM’s Markét Monitoring Unit (“MMU”),:
the complaint is without merit; and the Comrr\xission should deny the -rélief Réﬁént seeks
“and dismiss the complaint with prejudice. |
L Introduction
_ Reliant’s complaint alleges that P_M’s preseht caps on offers to sell by “must-
run” generating uaits, i.e., units ‘with local market power that are dispat;:hed out of

.



sconomip ment order to en;uré reliability of ' service, are_i unjust and ﬁnreaé‘éﬁaﬁlé V
iiecaﬁse, acéordﬁg to Reliant, they 'prbifide Rélianf with “iﬁsUfﬁcie'ntf’ revenues from:
. opéraﬁon of 10 paﬁicu-hr combustion turbine genma@g umts éwn'ed by Reliant. Reliant
j ﬁirther asserts that the ffeSen‘t offer caps do not prOvidé proper price signais to; ?otenﬁal
investots in new geﬂeraﬁon resources. Reliant asks the Commissipn tvoﬂ_cstablish a nex%ri -
- offer cap for the identified Reliant units, based on é modified version of the “proxy cT”
that ISO New England has implemented. Rel_ianf proposes. that this new offer. cap be
" made effective on June 1, 2003, and remain in effect until an‘ex‘ist.ing PIM stél_(eholder ,
group.develops, and PJM implements, long-term cﬁanges '_to PJM’s current offer caps for
niust—run units. |
- The Commission should deny the éomplaint in. its éntiiety; Most remarkably, even
thoﬁgh Reliant’s claim of “insufficient” revenues for the ‘10'r.1_ar_ned: units is the prinéipal.
foundation of its complaint, Reliant cons_picuoﬁslyA omits even the tini_ést' '-.shred of
information abouf fhe units’ actu’ai costs or revenﬁes. F or these and other réasons
_ eXplained below and in Mr. Bowring’s accompanying testimony, Reliant has failed to
carry its initial burden under Section 206 of the Federal Power Act' of proving _that
- PJM’s existing offer caps are ﬁnjust and unreasonable. Therefore, Réliant cannot prevail
. and the Commission should dismiss the compléint with prejudice. Even aséunﬁng that -
- Reliant somehow could esfablish that PJM’s existing offer caps are unjust and
.unreasonab\e, its complaiht still failé to justify the altemative, proxy CT ovf‘fer cap that it
- proposes. At fhe very least, the relief Reliant propbses presents genuine issues of material

- fact, with respect to both propriety of, and the validity of the cost assumptions used in,

b 16US.C. § 824e.



. ReIianf’s pr‘oposéd Proxy CT forr_milé._ 'Ihéreféfe,-even if the Cémx_nissiim were to reach
the questioﬁ- of remedy (which it should not), 1t slIouId convene an evidentiary_heaﬁng to

) :resolve reIevant factual issues before orderiﬁg any remedy:. |

i - Corresbondence And Cohii_nunications

_ Correspondéhce and c.ommﬁniéations With res‘pect to this ﬁling should l;e serIt '_to','A

- and PJM requests that the Sécretary include on the official service list, the following: .

Craig Glazer a ' Barry S. Spector
Vice President - Government Policy Michael J. Thompson
~ PJM Interconnection, L.L.C. Wright & Talisman, P.C.
1200 G Street, N.W. ' . 1200 G Street, N.-W.
Suite 600 : Suite 600 '
Washington, D.C. 20005 Washington, D.C. 20005
- (202) 393-7756 o . (202) 393-1200

III 'Béckground _
o A. Local Market Power Mitigation in the PJM Region’
- Sc;ction_ 6 of Schedule 1 of the Amended and Restated Operzitmg'Agréément- of
PIM Intérconneétion? L.L.C. (“Ope_:ratihg Agreement;’) prescribésrules applicable to
génerafion. resources in the PJM region that have or may have local market power, i.e., -
reIiability must—rﬁn units. These. provi;Ions apply to units on which construction
commenced prior to July 9, 1996, and which, "‘as a result of transrﬁis'si(.)n' constraints,
_ [PJM] _determiﬁes, in the exercise of Good Ut_ivlity Practice, muét bé run in order to. ’
~ maintain the reliabiIity of sefvice in the P.TM Céntrol Area and PJM West A.Regio.n."’z '
_Section 6.4 of Schedule 1 pfovides thét, at any time that PIM determines that such a IInit
; must be dispatched out of eco’nonﬁc merit order “to maintain system re]iaﬁ_ility as a result

of limits on transmission capability,” the prices offered by such resources for sale of their

2 PJM Operating Agreement, Schedule 1, Section 6.1.



energy Shall be capped. Section 6.4.2 states that the offer cap for eac_h. such unit must be
one of three specified amounts:

). The weighted average Locational Marginal Price at the
' generation bus at which energy from the capped resource
was -delivered during a specified number of hours during
which the resource was dispatched for energy in economic
~ merit order, the specified number of hours to be determined
by the Office of the Interconnection and to be a number of
hours sufficient to result in a price cap that reflects
‘reasonably  contemporaneous  competitive  market
— conditions for that unit; ' '
(ii)  The incremental operating cost of the generation resource
’ as determined in accordance with Schedule 2 of this
- Agreement and the PJM Manuals, plus 10% of such costs;
. or
 (iii)) = An amount determined by agreement between the Office of
 the Interconnection and the Market Seller.

N - It_ ié only when transmission constraints, in the absen¢e of the offer cap, would
allow the unit to exercise local market power that the cap lifnits the price the generator is
paid: Even then, however, units that are subject to the offer caps are paid the higher of
their capped offer price or the market—determined locational marginal prices (“LMP”).
Therefore, if ‘market conditions lead to prices above a mﬁst-run unit’s offer cap, ‘the unit
is_ paid the prevailing xﬁarket price. | |

These 'prévisions have beeﬁ part of the Operating Agreement since it was initially

filed with the VCommissiobn in 1997 as part of PIM’s request for approval as an

| independent system operator. See Atlantic City Elec. Co., 86 FERC 9 61,248, at 61,898-
| , 59,.61,90'2-04, order on reh’g; 88 FERC ‘ﬂ 6i,039, at 61,092 (1999). Th_ereforé the o\ffer
“caps that apply today to the Réliant umts are the same caps that have élWays applied to

~ these buni'ts_ and were in-place when Reliant purchased the units from Sithe Energy in

12000. See Complaint at 2.



| As Mr. Bo'wﬁrig explamsm hi'srte's'timohy, the purpose of the bﬁ‘er cép_s is to .
testrain the exercise of ioéal market poWer By'vgenerators Whose units must be disﬁétched: |
out of economic merit order when transrmssmn constramts require running the units to
ensure rehablhty of service to customers In the absence of the offer caps estabh shed by
' 'the 'Qperating Agreement, whqn transmisgic)n inAa portion of the system is constramed, '
géheration resources in the affected Ioad pocket could extract monopoly prOﬁts beqause
~ the tran_smiss'ion constraint requires PIM to call upon the units to operate in order to
Ihaintam reliable service in the affected area. Bowring testimony at 2-3.

B.  Mitigation Applicable to Reliant’s Units

Reliant’s complaint éddresses 10 of approximately 29 combustion turbine
: gétiefating units in the PJM region that Reliant purchased in 2000 from Sithe Energy.
'_"Ihése 10 ﬁnits are frequently dispatched out of economic merit ofdér, and at suc;h times
each of them is subject to an offes cap equal to its incremental operating cost plus 10%. ,

As noted, the same offer cap applied to each of the 10 units when Reliant |
.purchased them. In November 2000, however, Reliant approached PIM to dlscuss‘

concerns about the offer caps applicable to its units. Mr Bowring asked Rehant to

: 1dent1fy the partlcular units to which its concerns related and to prov1de the MMU w1th _

- information to support Reliant’s assertion that it was not receiving adequate

; Aoompensation related to the units. Reliant never»provided such informatiqn./Bowring
. -testimony at 9-10. This infol;mation gap vco_nt%nu'es. Reliant’s complaint sﬁidiously
avoids revealmg anythmg about Rehant’s actual costs or actual revenues for the 10 units
that it claims require relief from thelr longstanding offer caps.

PIM’s discussions with Reliant SubSequently migrated to consideration _c')f certain

units that were subject to enviror_]men‘fal conditions that restrict the number of hours they



may operate each year Rehant’s Concern was that, when PJlVl calls on these umts forun :
out of economic merit order durmg wmter months Rehant is demed the opportumty to
Tun the units (under e‘conomlc dispatch, based on the units offer prrces) during .summer
‘months, when market'prlces_ generally are higher. Borwr'}ng testimony at10.

To address this concern, the MMU entered into an agreement with Reliant in :
August 2001 that mcreased the offer cap applrcable to the envrronmentally-restncted
' Rehant umts The agreement added an opportumty cost component to the incremental
cost plus 10% offer cap for those units. The opportunity cost factor was based on an
option valuation model that Reliant developed and to whrch the MMU, after review and
some mutually acceptable ‘modifications, agreed. Although Reliant mdlcated to Mr.
Bowrmg that the calculated option value underlymg the opportumty cost adder was
o smaller fhan Rehant had ant1c1pated it nevertheless did not drspute that the adder was

L correctly determined. The August 2001 agreemen , remained in effectpuntll “Reliant
‘ unilaterally terminated it a few days before it filed its complaint in this proceeding.
Bowring testimony at 10-11. Thus, all 10 of the units that are the subject of Reliant’s
complaint are again subject to the incremental cost plus 10% offer cap when they are
dispatched out of economic merit order.

C. Ongoing PJM Stakeholder Process

-Under PIM’s rules, Reliant at any time, with the support of just four'other
members of PJl\/I could have established a User Group of PIM’s Meml)ers Commrttee to

- address Reliant’s apparent concerns with PJM’s prevailing offer caps for must-run units.”....

Reliant did not initiate any such effort. Nevertheless, PIM’s market monitor on his own -

23 , See PJM Operating Agreement, Section 8.7.



o mltlatlve estabhshed PIM s Local Market Power Mitlgatlon Workmg Group
-(‘LMPMW ”) in September 2002 to ¢valuate the e)ustmg o&‘er caps and to conmderA :
Ac’hang'es:to them. Bowring testimony at 12.
The LMPMWG has met appr()ximatély biweekly since its- initial meetixig on
’ Sépfémber"%, 2002. The group includes répré_sentaﬁv_és_ of all stakeholder segménts and
' li.asAundertaken a close examination of thev"oompléx_vissues that local market power
" _i)resents, including presentations by speakers fromi outside PJM ‘and preparation and
discussion ofa variety of issue papers and presentations. .L(_L at 12-13.
| “As the group’s work progressed, it becéme apparent that it would be unable to A
‘develop a permanent, new framework for mitigating local market power ini_ﬁ_me for
) impleme‘ntétion for the 2003 summer peak season. The_ group therefore developed and, on
A_pril 14,'2003, agreed to an Interim Solution to be implemented in 2003. The Interim
Solution iricludes the following terms: |

For any unit that:

Was cost capped in 2002 more than 80% of its operating hours;

Was cost capped in 2002 more than 50% and less than 80% of 1ts
operating hours;

Operated more than 200 hours in 2002;

Was required for reliability; and _

Did not cover its fixed costs with other revenues,

The Market Monitoring Unit will negotiate modified cost caps to include:

An adder of $40 per MWh for any unit that was cost capped more than
80% of its run hours during 2002 and operated for more than 200 hours in

2002; or '

An adder of $20 per'MWh for any unit that was cost capped more than

50% of its run hours and less than 80% of its run hours during 2002 and

operated for more than 200 hours i 2002; or

An adder based on 200 hours for any units that was cost capped more than

50% of its run hours and ran less than 200 hours; and

An agreement that the owner of the unit will maintain the umt consistent

‘with good utility practice.

~ See Bowring testimény at 14-1 5_;‘Ex. PIM-2.
. 1



The Interlrn S_oluﬁen. will be, implem'ented by agreements with generators:
'pursnant to Sectien- -6.‘4.2(iii) of S.chedule 1 of the PIM Operating Agreement. The ‘
LMPMWG further has agreed that it will develop a long-term solutlon for mitigating
- local market power by the end of 2003 and that, should the group fall to reach an

~agreement, the MMU _wﬂ‘l file a propqsal for permanent mitigation measn_res- _,for
_ reselution by the CommiSsion. i | -

On April 16, 2003 the PIM Energy Market Committee, by a vote of 29 in favor
and 4 oppesed, with 14 abstentions, endorsed the Interim-‘ Solution. Bowring testimony at
13. By letter dated April 22, 2003, the MMU adtfised all PIM members of the'terrns of |
" the Interim Solution and 1nv1ted any generators 1nterested in enterxng into agreements to'
take advantage of the Intenm Solution’s modlﬁed offer caps for 2003 to contact the
MMU* S : |

Iv. Rehant’s Complaint Is An Un;usti’ﬁable Attempt To Circumvent The PJM
Stakeholder Process.

_ PJM has offered Reliant, for ali of its offer-capped units, the same terms that are

now included in the Interim Solution. However, Reiiant declined to accept those terms
' and instead has filed its complaint in this proceeding. Bowring testirnony at 11. Reliant
! claims that it is pursuing the cornplaint because the LMPMWG was unable to develop a
N ;IléW offer cap approach that eonld be imnlemented for the 2003 summer season. Reliant
Transmittal at 4. However, onAMarch 29, 2003 -; before Reliant filed its complamt ~'the

‘ LMZPMWG di_scussed the final version of the Interim Solut_ion and, based on the

- substantial support for the proposal, decided to take a final vote ‘on the measure at its next

A copy of the MMU’s April 22 letter regardmg the Intenm Solutron is attached to
this answer testlmony as Exhibit PJIM-2.



. meéting on Ap‘ril 14. Re]iaht knew when it filed the complaint that the Interim Solution:’ .

» .'Was forthcoming and that it would be avaﬂable for the upcommg summer.
Reliant no doubt is d1sappomted that 1ts views have not prevailed in the "
LNPMWG'S aehberatmn ""“ not with respect to the short-term Interim §_01ut1c_);1)
Nevertheless, its complaint’s principal premisé -- that the LM\PMWG could not dévelop
| a rev1sed must-run offer cap for 2003 —- is erroneous. In fact, contrary to Reliant’ s claims,
the LMPMWG, aﬁer several months of studying and debatmg the relevant issues, has ‘
o developed and appro‘ved an interim modification of PIM’s present offer caps that-applies
- throughout the PIM fe‘g_ion. | |
Thé Interim Solution is the result of an open process in which the views of -alli
zrsufakeﬁolde.rs'-, -iiicludihg Reli_aqt, were heard and considered. If has Widespread support, as
indicated by the EMC Qote 6n April 16. Reliant does not even claim, much less
‘demonstrate, that even PIM’s current offer caps, let alone the Interim Solution’s higher
caps, are not compensatory or. that Reliant cannot keep its units in operation without -thé
1mmed1ate far more generous relief that it demands. Indeed, as noted, Reliant carefully
has avoided telling the Commission (or PIM) anything about the costs or revenucs of
Reliant’s v»units Moreover, the LMPMWG is committed to developing a new long-term
mitigation approach prior to November 30, 2003. Reliant’s complaint, therefore, is
premature at best and its attempt to circumvent PTM’s stakeholder process is wholly
. unjustified. |
| Stakeholaers’ incentives to participate aétively in regional workiﬂg gréups and
_ comfnitfeés will be vsubstant.ially diminished if the Cqmmission permits disgruntled

 parties to obtain customized exceptions to the outcome of such processes. The damage



vv‘;/ﬂl be eSpeciaily greaf if such parties -can obtain special relief, as Reiiant l&opes here,
] .even before an ongoing regiohal process is ﬁnjsh’ed.'
While | the Cdmmissiqn retains ultimate authority to feview all terms and
' eondiﬁons affecting jurisdictioﬁal services, the imbdrtance of regional stakeholder forums
in resolving the myriad eperatienal and adﬁlhﬁstrative issues that arise in-the ongoing
' 'ev:olﬁtien of ISOs ‘_and RTOs and the markets they administer shoul_d' not be
. underestimated. To allow a single party to obtain from the Commission more fei}orabie,
ihdividualized terms than it Was able to achieve through stakeholder deliberations, as
' Rel'iant seeks thr'oﬁgh the present complaint, would undermine independent regional
'entiti_e's’ stakeholder processes. The Commission fherefore should deny Relién‘t_’s
.' _beomplaint as a precipitate and unwarranted effort to circumvent the PJM stakeholder
: process and the LMPMWG’s Interim Solution. |

: Iv. Reliant Fails To Prove That PJM’s Must-Run ©ffer Caps Are Unjiist And
Unreasonable.

Section 206 of the FPA imposes a two-pronged burden of proof on those who

“seek to change a utility’s approVed tariff provisions or other terms of service. See 16

U.S.C. § 82de; W. Res., Inc. v. FERC, 9 F.3d 1568 (D.C. Cir. 1993). Accordingly, |
Reliant’s threshold requirement is.to demonstrate that the rate or pfactice that it
| ..c‘hallenges is unjust and umeas_onable, unduly discriminatory, or otherwise unlawful
-under the Act. Reliant has 'failed‘, to carry this burden. - ‘ \

A. Reliant Provides No Foundaﬁoh‘ For Its Claim Of “Insufﬁci’ent”
Revenues.

Reliant contends that PIM’s current offer caps are unjust and unreasonable
beeauée, according to Reliant, must-run generators are unable to obtain sufficient

revenues to afford them an opportunity to earn a reasonable retyrn on their investments.

10 -



In support of this assertion, however, Reliant -pr‘inéipaﬂy relies on ité repréSéntaﬁon fhat it
received only $5 million of revenue net of fuel costs fof the‘disputed uﬁits in 2002. See
‘Reliant Transnﬁﬁal at.S. Even if Reliant’s revenue allegations__,_are acéeptéd tthey. cannot
B¢~-ﬁthout i_nveystigatién)', Reliant’s Iﬁosition neverthéieés is untenéble-. ’ |

The fact that Reliant may have had p(;_or resﬁlts on ;ome of its. umts in one
parﬁculz;r. year does no_f of itself establish a flaw in PM’S lécél mafket power mitigation'
. v'rulers- Reliant offers no information (not even on a confidential basis) regarding cither its
operatmg costs (other than fuel) or its undepre01ated capital investment for its 30—year—old-
units. Nor does it explain why the Comrmssmn should even con31der only the
_(undocumented) perfomiance d_f the 10 units Reliant chosé to include in its complaint
réther than Reliant’s overall financial results from all of the .29 umts that it bought
together from Sithe in 2000. Moreover, even assuming that Reliant’_é $5 mi_l-liop in 2002
revenues in excess of fuel costs for the disputed 10 units did not provide a rgasonable
returﬁ for those units for that one year, Reliant never even asserts, much- less explains,
why the Comrmssmn should consider that single year’s experience either to be
: representatlve of Reliant’s’ results in other years (past and future) or, more. 1mportant1y,
sufficient of itself to satisfy Reliant’s Sectlon 206 burden of proof. To the contrary,
Reliant’s own admission that the PIM capacity and ener.gy'mar'kets were 'depressed in
| 2002 relative to previous years (Reliant TransmittalA at 3) underscor_es thé lack -qf merit of

. ‘Reliant’s claixhs. ! |
AIn fact, Mr. Bowring demonstrates. that prices for both capacity and energy in
g P.TM markets in previous years wére suﬁétantially higher than in 2002. Reliant’s 2002
revenues from the 10 units in quéstion would have been significantly greater if 2002

* capacity and energy prices h’ad held close to their 2001 levels. Bowring testimony at 26- - '
: : : _ . ‘

11



27. Reliant itself admits tha"eit:expeeted to .r'e'ceive reasonable tevenues ﬁnder its 2001-
egreement_ V\-Iith. .the MMU, biit, Reliant’ asserts, lower market prices fo-rv energy and
capacity created a “unique problem” for it in 2002 Reliant Transmittal at 3. | |
What Reliant describes, 'hoWever, is simply market risk. As Mr. "x}oWring
: exﬁlaihs; al:lv generators in PIM realized Jlower revenues in 2002 than in preﬁohs 'ye_ars'.‘
'Sﬁch a downturn in the market is simply that — and certainly not an indication of a flaw in
‘;P'JM’s‘ offer caps for must-run units. SSQ Bewrihg testimony at 25-27. Moreover,
,cbntrary to what its complaint seems to suggest, Reliant has no right to earn any
pa'fticulaij amount of revenue frem axiy of its units‘ and Aeertainly has no right to higher
' prices fer its must-run hours of opefation- m order to obtain some, self-prescribed,
* minimum return on investment or to -feplacer'revenues that the generally lower market
pﬁces in 2002 may have prevented it from earning. -
“The development of the Interim Solution further underscores Reliant’s failure ‘of
‘proof. The Interim Solution would add $40 per MWh to operating costs to determine the
offer caps for most of Reliant’s units dur.ipg must-run hours. Therefore, even if 2002’s
| depre'ssed energy and capacity prices continue through 2003, entering’ into a must-run
agreement based.on the Interim Solution Woﬁld provide Reliant with significantly more
".re\-/enue than it obtained in 2002. The availability of sech immediate relief, combined -
- with Reliant’s faﬁme to provide any evidence to supportAvits revenue “insufficiency”
' \ _ .
f claim, compels the conclusion that Reliant; has not demonstrated that the offer caps
available to it under the Interim Solution are unjust and unreasenable.
B. Reliant;s “Price Signal” Argument Also is'Unfouﬁded. _
- Reliant’s assertion that the present must-run offer caps do not provide accurate .

" price signals likewise is unpersuasive. Contrary to Reliant’s claim, PJM’s offer caps do
1 .

12



not'inferfefe évith scarcity priCiiigf In any e'ven.t, there generaHYafe no scareity conditions
- when Re'lf-ient”s: 10 units o'p.erate under these offer caps. Bowﬁng-teeﬁmony'at 35. Even '
must-run uﬁifs. are paid the higher of the market LMPs or their -_re's_pective offer caps. PIM
: Operating Agreement, 'Sched. 1, § 6.4~1(c)‘ Bowriné testifnony 'at 4. Therefore '
aggregate market scarcxty can lead to hlgh LMPs, which in turn signal the need for, and -
' the potential value of, new investment to the marketpl‘;ice. The offer caps merely prevent‘ '
_must-_run umts from eXereising the local market’ power . that fhey enjoy due to
_btra’nS_mis'si,on constrai_nts; Bowring testimony at 3.

C. Contrary To Reliant’s Assertmn, The Commission Has Not Indlcated' :
Dlsapproval of PJM’s Present Offer Caps

3 Religmt also errs in suggesting that the Commission has declared that basing offer
: caps for mi'tigétion “of lecal market power on incremental - cost 'plus,_ 10% is

“inappropriate.” Reliant Transmittal at 4. Reliant takes out of context the passage on

_ .‘whieh it r_eiies in paragraph 58 of Midw.est Ind'enendent System Ope;afor; Inc., 102 FERC
61280 (2003) (“Midwest”).
o In the felevaﬁt portion of Midwest, the Commiésion addressed issues related ‘to
the 'Midwest: ISO’s proposed thresholds for establishing price ca_ps 'to mitigate local
" market power in what the ISO cal_ls. “Broad Constrained Areas,” or “BCAs.” BCAs are
R not load pockets. Instead the Commission explained, the Midwest ISO deﬁnes a BCA as:

_‘an electrical area in whlch sufficient competition usually exists
even when one or more transmission constraints are binding, but in
which a transmission constraint can result in substantial Locational

* Market Power under certain market or operating conditions.’
According to the Midwest ISO, in the BCAs market power concerns
- would be episodic and related to particular load conditions, outages,
or other system conditions that are likely to be dlfﬁcult to catalog in
. advance. :
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& at P 48 (footnote omitted). The Midwést I’SO' pfpposed significantly less';t'rinrgent‘
'thrésholds_-for imposing 'markef power mitigation in BCAs than those it proposed for load"'
._pockets, or “Narrdw Constrained Areas;” See Q at P 59-6_2.'5
A group of intervenors calling itself the Midwest TDUs argued in Midwest that
~ _the BCA thresholds were too lax. ‘The TDUs CQniended that the conduct thrésholds |
_.-‘éshould be no higher than 10 perceﬁt. above a properly calculated reference level” even
. for BCAs, the areas "that “are anticipated to.be competitive except fof rafc ocbasiéns.” L_d__
| at P 53, P 58. It was in response to the Midwest TDUs” pesition that the Commission
' iﬁéde the statement that Reliant emphasizes in its complaint: “we agree with the Midweﬁ
ISO that implementing a variable cost, phis 10 peréent, mechanism for all units in the
| Midwest ISO footprint would upset the balance between the need to mitigate market
pbwér and the n'eed" to avoid unwarranted market iﬁtervention.” Id. at P 58 (emphasis
added). However, Reliant’s suggestion that this statement supports its compléint is
'mistaken;' |
Reliant overlooks that the Commission only held that é simple offer cap, “for all
units in the Midwest ISO footprint,” was inappropriate. Imposing bid caps of variable -

| ~.cost plus 10% for all units in any region certaiﬁly would tip the scales unreasonably

- toward “unwarranted market intervention.” But PJM does not employ incremental cost

o plus 10% for that purpose. Instead, PJM relies on that formula only to establish offer caps

- to mitigate local market power of units that are dispatched out of economic merit order

As defined by the Midwest ISO, “A Narrow Constrained Area (NCA) or load

- pocket is ... an area in which resources capable of relieving a binding
[transmission] constraint' are owned - or controlled by a limited number of
suppliers, defined initially as fewer than three suppliers.” Id. at P 59.(footnote:
omitted). o - :
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due to transmission constraints. ThlS is s‘igniﬁcaiitly different from the Midwest TDUS’
proposed threshold that the Commission rejected in Midwest aﬁd, eqwly important, isan

approach that the Commission has reviewed and approved for the PIM region. See PIM

.I'J_itereonnection,.v LLC, 86 FERC .at 61,898-99. Therefore, oontraryv to Reliant’s
_sugges‘tions, ho_thjng inA paragraph 58 I-of MidWest supports- Reliant’e ‘contention that
PIM’s present. offer caps based on. incremental cost plus. IO%. are unjust and
umeasonabie. ' | |
What is ;’hore,‘ Reliant purchased units included in its complaint in 2000 fully
~aware of PIM’S offer caps. That Reliant may not have realized its revenue projections m
' '.2.002 due to declining rﬁarket prices siﬁx_ply is no reason for the Commission to change
bfP_IM’s f-ule’_s. | : |
V. Even If PJM’s Current Offer Caps Could Be Found Unjust - And
Unreasonable, Reliant Fails To Establish That Its Proposed Proxy CT
Remedy Is Just And Reasonable. :
The second prong of the dual burden of proof prescﬁbed by Section 206 of the
~ FPA requifes a proponent of chahge to prove that the rate or praotioe that it advocates to
replace the existing terms of service is just and reasonable. Reliant’s failure in this case
to carry its initial burden, as described in Section IVV above, renders moot in this case the
K 'second portion of the Section 206 inquiry. But evex_l if Reliant had justiﬁed a finding that
.PJM’S present offer caps for must-run units are unjust and unreasonable (Whlch it has
not), its complaint still would fail. Reliant has not demonstrated that its proposed
alt_emative offer cap, 1ts modified version of ISO New England’s proxy CT formula, is

just and reasonable.-
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"A. - Reliant Unjustifiably Disregaids The Conditions For Which Tlie
' Commission Has Approved The Proxy CT Formula.

_ Rehant dlsregards several aspects of the Commission’s recent approvals of
- ’pi*o"posals by ISO New England and by the Midwest ISO to base their price caps f(')r'-
: mitigation’of ‘must-n;n generators’ local market power on the estimated capital costs of a
new combustion turbine ‘generator, a so-called “proxy CT”® Reliant simply discards’
_criteria for‘ spplication of the proxy CT formula that were important, limiting components
of the proposals the Commission approved. The ,absence ef these elements is fetal to
8 Reliant’s proposed refief..
For example, Reliant dees not eveh .men’tion that both ISO New England and the
Midwest ISO apply the ﬁroxy CT formula as mifigaﬁon for local market power only in
formally defined, chronically congested areas.? In both regions, such areas must be
identified and defined 'through stakeholder p'rocesses and, in New Engiand, the
' vCommission also required a filing for its approval of not only the definitions of the
A _'Desig’nated Congestion Areas, but also the proxy CT thresholds that the ISO calculated
i\‘or each of those areas. Nevertheless, Reﬁant includes no such criteria or procedures in its

proposal.®

See New England Power Pool, 100 FERC 9§ 61,287, at P 30-46, order on reh’g,
101 FERC § 61,344, at P 14-21 (2002) (“New England”); Midwest, at P '58-73.

I_SO New England refers to. these as “Designated Congestion Areas,” while
- Midwest ISO calls them “Narrow Constrained Areas.” See New England, 100
FERC 961,287 at P 32; Midwest at P 59. )

For reasons explained below, adding such elements would not salvage Reliant’s
- proxy CT alternative in any event. There are no areas in PJM where must-run
- units would be eligible for proxy-based offer caps under the terms described i in
either New England or Midwest.

!
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Reliant -tnus :‘estabﬁsnes neither any'basis for the 'Commissi()n to disregard, v'sdth
4respeet to PIM or Reljant%s units, the conditibns for appiication of i)roxy-oased offer caps
that it previously approved, nor that ReIiant’s units satisfy tnose criteria: Reliant likewise
.does not demonstrate that its units operate in deﬁned chromcally congested areas
comparable to ISO New England’s DCAs or the Mldwest ISO’s NCAs. Nor could it.

First, such a showing is not possible because there are no’ chronically congested
_ areas in-P'JM that would trigger applic.ation of proxy-based offer caps in any event. §e§
_ 'Bowring_ : ?;'esti_rzlony at 32-33. Second, Reliant errs in its contention that its units’
vfproportiona_lly lngh offer capped r_nnv.hours»in 2002 alone de_monstrate that the units are
. iocated n areas of chronic eonges'tion; To the contrary, as Mr. Bowring shows in his
._-t_estimony, most of the offef—capped'hours in 200_2_ for the Rel_iant units were not due to
cnronic congestion. Instead, they' were attributable to the destruction by fire of the
Hunterstown 500/230 kV transformer in August, 2002 and other local tranSmission
“upgrades reduee’ c_ongestion in the area. Bowring testimony at 17-18. Replacement of -
‘that transformer, as well as upgrading of another, 230/115 kV transformer in the same
area, will remedy that situation by approximateiy mid-2003; Id

}Rather than grappling with the critical facts, Reliant simply grabs for the brass
_fing, urgmg the Commission: to approve n_ew offer eaps in amounts ranging, by Reliant’s
own calculations, from $193 to $214 per MWh, that would apply to all 1~0 of the units
- Reliant included in its complaint during all of their offer-,capped run hours. The arbitra}y

y relief Reliant advocates would unjustifiably insulate its units from market risk and would-
‘ perrmt it to exercise its 1oca1 market power to extract substantial mo'nopoly rents from

- consumers in the PJM region.
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B. Rehant Does Not Demonstrate That The Proxy CT Approach Is
‘- Warranted For T he PIM Reglon

: Reliant'ﬁlrther errs by disregarding nnportant differences between the PJIM regionf-
| and the 1SO reglons for Wh1ch the Comnnssmn has accepted the proxy CT methodology
: For example ISO New England recently filed with the Comrmss1on a proposal to :
'de31gnate areas enoompa_,ssmg approximately one-third of all load in its region as DCAs.
: PJM has no areas comparable to ISO New England’s DCAs. I__'n-addition, overall nlarket |
revennes in New England generally have been inadequate to provide reasonable»returns :
to generators- so the ISO has entered into RMR contracts with numerous generators to
. ensure that they do not retu‘e or mothball generation capacity. Cn‘cumstances in the PJM'
- reg10n are much different. PJM’s market monitor has concluded based on a Net Revenue
:':Test that generators in PJM consrstently have obtained market revenues sufﬁc1ent to
sustain operatlons and provide: return on mvestment Bowring testnnony at 25-26, 33
The Midwest ISO for its part does not propose to have a capacity market when it
commences market operatlons S0 generators within its footprint apparently w111 not
reahze capaelty-related revenues. Using the proxy CT method to provxde h1gher offer
caps for units with local market power therefore 1is arguaely more appropriate in the
AM»idWest 1SO than- in PJM, where there is a well-established capacity market tnat has
historically been a significant sOu_rce of tevenue for generators of all types.
These important differences between PIM and ISO New England andiz"l‘)'etween
" PIM and the Midwest ISO highlight the baselessness of Reliant’s attempt simply to.
stamp on PJM the proxy CT approaeh that ISO New England-andtne Midwest ISO use.
Reliant’s disregard for such material differences among regional markets demonstrates_
~again hat it has not met its Section 206 burden of proot;. : |
_ : . _
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C.  Reliant*Does Not Estabhsh That The Cost Elements Of The Proxy
Formula Are Reasonable

The proxy CT formula that the Commission accepted for ISO ‘Ne'w England was

prennsed on estimated capité_d_,costs for a new combustion turbine generator. ISO New

| England obtained this estimate from its éb_nsultaﬁt, e-Acumen,. Inc., wh_ic_h, 1n tumn,

' developed it from information it gathered regarding the costs of four projecté in the New

" ‘England area that obtained financing in 2601.9_ Reliant ﬁnquesﬁoningly em,plo’yé ‘the

_ sémé cost information in the proxy CT formula tﬁat it advoéateé here for its units. Reliant

provides no évidence, however, thatthe costs underlying the e-Acumen estimates are

Va'lid't‘oday or are valid in the PJM region. These omissions further undemﬁﬁe Réliant’_s‘

contention that its proposed proxy CT offer. cap is a just and reasonable altematiw)e to
PJM’s current caps.

Two of the most 1m1;0rtant factors in e-Acumen’s derivation of the estlmated cost
of a new combustion turbine in 1991 were the installed cost per kW of capac1ty and the
V_c'os_t of financing for the debt pqrt_:ion of the_ assumed»project capital structure. According
to e;Acumen’s report to ISO New Erigla_nd? the average installed (ca_pital) cost of the four

'2001 projects for which it obtained information was $413/KW and the annual rate of |
. ‘interest on bank debt for the projects ra.nged from 8.5% to 9.1%. For purposes of its
'complamt Reliant assumes, but offers no evidence to support the prermse that the factors .
e-Acumen used i in its analysis o_f 2001 costs remain reasonably representative of current

costs.

See e—Acumén, Inc., Final Report — June 11; 2002 at 3-6 (Attachmen't 5 to New
England Power Pool and ISO New England, Inc. — NEPOOL Standard Market
Design, Vol. I of II, Docket No. ER02-2330-000 (July 12, 2002)).

19 .



This omission is a significant defect in "Réliant"s-'l')'roposal. It sééms reasonable,
for eXaIﬁple-, fo believe that priépsfor gas combustion turbines, and pefhaps the cost of
- debt as well, are materially lower 'tbday than they were even two*yea_r_sA ago, when the
‘projéct‘s that é;Acumen reﬁewed_were financed. It is general knowledge that {he ;cre_dit:
crisis in enérgy_ mafkets'since the der'n\i's‘e‘ df }?infon Corporation‘ has signjﬁcantlyvreduced
the pace of developmeﬁt of new generation resources. Since most new generation "pla_nts
use »g,as—ﬁied combustion.turbinés, canéellations and deferrals of projects, according to
numerous trade press reports, have significantly reduced qveral,l demand fdr gas-ﬁ.lelgd
turbines. §§_@ Ex. PIM-3. Such lower demand clearly supports the view that turbhi/é
_ ﬁrices haVe'falléh since-é;.Acumen gathered the 2001 cést" information it used in 1ts
report. |

.Althdugh' circumstances affecting this factor are less clear, there likewise is
reason to believe, as Mr. Bowring further testifies, that the cost of debt ’ﬁ‘nanci_rllg
available to generation developers is lower than that reflected in e-Acumen’s estimates.
Certainly, prevailing i-n‘teresf rates today are significantly lower than 1n 2001; for
e);ample, data publi_shed by the Federal Reserve Board and preseﬁted‘in Exhibit PJM;4
- submitted with this answer show that the prime rate charged by major U.S. banks

declined from apﬁroxiﬁiatcly 7% in 2001 to around 4.25% curréntly. However, the
effects of other factors are less discernible. For example, the wéll-publicized.ﬁnancial
| problemé of many ﬁexchant generators and other energy-related companies, as well as -
generally lower prevailing ele_cﬁicity prices, inay lead banks to perceive somewhat
greater market risk in ﬁnaﬁcing power plants today than they anticipated in 2001. |

‘Reliant’s disrégard for market changes such as tﬁesé is unefcplained, unjustified, |

‘and reveals that there is foundation for its contention that offer caps for its PIM units.
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Eased on theve-Acumen 2001 proxy c’ost.estim_ates for New England woﬁid produce just

and reasonable pric'es‘for. énergy produced by those units during offér;capped hours.
Accordingly, even if the Comxhi_ssion had to reach the se&;ond' prong of the Sectiqn 206
" fost for Reliant’s complaint (which it does not), it would have to reject Reliant’s proxy
] i)r‘oposal. | .

- D.  The Proxy CT Formula Is Flawed.

‘Reliant likewise overlooks several bimportant defects of the ISO New England

" proxy CT approach on which Reliant bases its proposed relief. As Mr. Bowring explains

-in his testimony, these inherent flaws in the proxy CT offer cap methodology undermine

Reliant’s proxy proposal. Although it appears that no party pointed out these ‘d,efec.ts in

B ’_ the New’ England or Midwest proceedings, they nevertheless further illustrate that Reliant
has not justified its proposal. | |
Relia_nt’s proposed proxy CT formula calculates the fixed cost comporent of a
‘must-run unit’s offer cap by a fraction, the numerator of which is the unit’s fixed costs,
net of revenues ‘ﬁom sales of capacity and other services, and the denominatbr of which
is a number of hours. Mr. BowringAexplains that there are defects in both factors that
- undermine the validity of Reliant’s formula for.establishing offer caps for units that have

local market power in PJM.

The numerator used in calcillating the proxy formula’s fixed cost component is _

oVerstated in two respects. First, it does not take account of the “insurance,” or hedgihg,
value to a generator of holding some of its units out of day-ahead markets (i.e., by
“submitting offer prices that are intended to exceed the market-clearing price). Bowring

testimoriy at 30. Second, because the formula relies on average prices in capacity markets

~.to estimate generators’ revenues ﬁdm those sources, it may understate the cai)acity.
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réVenués that the géﬁ¢raior aétually receives if it has'bént‘eteci into a long-term contract I_d_
ait 30-31. For example; until very recently, Reliant had a Iong-term éapacity odntfact for
_some of its units at prices considerably highef than recén_t jmars’ pﬁce_s- in PIM capacity
~ markets. Id. Disregarding such faétor.s.inﬂéters for some units the vﬁet fixed cos',t% mcluded .
Cin thehumer’atoi' of the pro_iy CT formula’s fixed cost component, yielding ahlgher éffer
- cap than Wouid apply if such ﬁnits’ actual revenues were used.

- Mr. Bowring also identifies a defect in the dénominator used in the Reliant proxy
_fdrniula’s fixed cost component. Rgliant advocates setting the denom_inétor equal to the
greater of a unif’s three-year éverage total run hours or 500 h:ours. Either “of these factoré,
however, inherenﬂy overstates the fixed cost compdn’ent of the proxy offer "cap. Because
of its highly efficient heat rate relative to existing units __(pér_tiéularly felativé to 30-yeér-
‘old units like Reliant’ s), a new CT would expect to run for considerébly more than either
an older unit’s three-year average run hours or 500 hours each y_eaf; | S_e:g'“' Bowring
testimony at 22. A new unit therefore could accept lower hourly contributions to recovery
of fixed costs than the proxy formula postulates. Using unrealistically low operating
hours as the denominator in ,calcul-atingﬁ the proxy formula’s fixed “cost component
artiﬁciallyvinﬂates_the offer cap produced by the formula and, concomitantly, permits
units with local markét power to collect unnecessarily high prices during their offer-
c’appéd run hours. |

Accordingly, just as it does not carry its initial Section 206 burden of proving that
PJM?S existing offer caps are unjust and uxnre;asbnabl@ Reliént also fails to establish that
"vit.s proposed proxy CT 6ffer cap Would be a just and reasonable alternative to the status

- quo. Thus, even if _Reliant.had satisfied the initial prong of its burden of proof, it still
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* would not be entitled to the -felief it seeks. -The Co_t’nmiséion,. therefOre, should distniss the
.--?(':o'mpl'aint with prejudice. |
VL Respt)nee to Specific 'Aﬂég&tio_hs of the‘Comp‘laint‘.

- In ac.cer‘danée ‘with the Commission’s Rule 213(c)(2), 18 C.F.R. § 385.213(0)(2);

3.

PJM states as follows with respect to the allegaﬁqns set for in Reliant’s complaint:
| P.TM admits that it is the transmission previder under, and that it admini_sters, the
: ) PJM Tariff. PIM further admits that fﬁe 10 units iﬁcluded in Reliant’s complaint are, in
“accordance with Section 6 of Schedule 1 ofi the PIM Operating Agreement, sebject to
V‘offer caps when they are dispatched out of economic merit order due to transmissien
| -"eenstraiﬁts.. 'PJM admits thet the offer cap presentlyv applicable to e'ech of the 10 umts
_ included in Reliant’s complaint is that'd'escribed By Sectien 6.4. 2‘(ii) of Schedule 1 of the
PIM Operatmg Agreement i.e., each umt’s mcremental operatmg cost, plus 10%
PJM admits that representatwes of Reliant and PJM have met and dlscussed'
_issues related to PJM’s offer caps for _must-run generating umts on various occasions and
in ;raﬁdus forAums,l including the LMPMWG, from approximetely November 2000
: thi'ough the present. PJM adxfnits that Reliant and PJM entered into an agreement on
August 3, 2001, to medify the offer caps applicable to eertain of the units 'included in

. Re’liant’s complaint and that such agreement remained in effect until Reliant 'unilaterally

o _ferminat’ed-it shortly before it filed its 'compiaint in this proceeding. PJM.admit_s that

- Reliant has partlclpated in the LMPMGW. A

PJM denies all other allegatlons of the complaint.....
CONCLUSION
‘The Comnﬁ_ssion should dismiss the complaint in its entirety, with prejudice.

. Reliaﬁt has not satisﬁed 1ts initial burden under Section 206 of the Federal Power Act of
. - . ) . t
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prOVing:;'_that- PIM’s éx:isting'offerv caps for must—run gveﬂer:avtiﬁg' ﬁnit's’..ar'e unjust and " -
unreasonable. Morever, even if Reliant had established that PJM’s existihg offer caps are

: ﬁnjust and unreasonable ('whﬁ:h it has not), Reliant fails to }ustlfy the alter_‘na?ive, proxy
CT offer cv p that it prup ses. Therefore, Reliant»,is entitled to no féﬁt’:f. '

In the alternative, should the Commission, despife the ler‘rors an_d ‘defé'c-ts in
Reliant’s complaint d¢scribed in tms ‘a'nswer, find that PJM"s Ipfese.ht Qﬁ’g‘r_ cépS'for
Reliant’s units (i.e., those avéilable under the _LMPMWG,’S Inte.rim.Solutiibn)' are unjust
a‘.ﬁd unreasonable, and decline -to dismiss Reliant’s deeply ﬂév&ed proxy CT 'pfbi)osal,
then there are génui_hg issues of material fact regarding the p'rozgy CT approach, as
‘described in Séction V of this answer, that must be re'solved‘ thr_ou_gh'a_n éﬁdefltiéry _

hearing before the Commission may rule on the merits of Reliant’s prdposéd relief.

O : : . Respectfully submltted ,

_ Cralg Glazer = Barry S. Spector

Vice President, Government Policy Michael J. Thompson
. -PJM Interconnection, L.L.C. . i WRIGHT & TALISMAN, P.C.

1200 G Street, N.W. : 1200 G Street, NNW.

" Suite 600 _ Suite 600
Washington, D.C. 20005 Washington, D.C. 20005 ,
202-393-7756 _ (202) 393-1200

- Counsel for

PIM Interconnectlon, L. L.C.
Dated: April 25, .2003

- K:\pjm\EL03-1 16 Reliant v. PYM\PIM answer complaint2.doc
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' INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
My name is Joseph E. Bowring. My business address is 955 Jefferson Avenue, |

Valley Forge Corporate Center, Norristown, Pennsylvania 19403 .

BY WHOM AND IN WHAT CAPACITY ARE YOU EMPLOYED?

1 am employed by PJM Interconnection, L.L.C. ("PIM”) as Ménager of the

* Market Moniton'ng Unit.

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS
PROCEEDING? |

My testimony addresses the Compléint ﬁled by Reliant in this proceeding. Reliant
seeks an increase m the Ie&él of the offer k:ap applied to certam Reliant géneraﬁng
units that have local market power, pursuant to Schedule 1, Section 6 of the PJM

Operating Agreement.

BACKGROUND

'PLEASE SUMMARIZE YOUR TESTIMONY IN THIS PROCEEDING.

This testimony explains the local market power issue in PIM, describes and

‘explains the current mules governing generation offer capping for local market

power in PIM, explains the meamng of reliability in PIM as it affects the

appﬁcatioﬁ of offer capping to address local market power, reviews the
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experience with offer capping in PIM, explains the current Member-based process

that is addressing local market power issues and responds to the specific issues

-raised in Reliant’s complaint.

. T use the term “offer cap” in this testimony rather than “cost cap” or “price cap”

because the PIM Operating Agreement caps the offers of generating units that
have local market power. The PJM Operating Agreement does not cap the price

that such a unit can receive from the market, in that such a unit always receives

- the higher of its offer cap or the prevailing market price. The PIM Operating

Agreement does not cap generators’ variable costs, but in fact caps units’ offers to
sell energy, when they have local market power, at variable cost plus 10 percent,

as described in the PJM Operating Agreement, Schedule 1, Section 6.4.2..

PLEASE EXPLAIN WHY THERE ARE RULES GOVERNING LOCAL
MARKET POWER IN PJM.

The rules governing the exercise of local market power were incorporated in the
PIM Operating Agreement when it waé first filed with the Commission in 1997,
The rules on local market power were inciuded in the Operating Agreement based
on an economic analysis by Paul Joskow and Rodney Frame that was also the
basis for the Commission’s acceptance of market-based rates for PJM markets.
These rules are, and have been, an essential part of the PIM markets from their
inception on Apﬁi 1, 1999.

The Joskow-Frame study explained the issue of local market power as foﬂows:r
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The nature of the potential local must run problem is that those
who own or otherwise control specific generators, or small groups
of generators, that must be run for reliability purposes under
‘certain demand and supply conditions could, if unconstrained by
contract or regulation, extract monopoly profits in a world where
the supply of generation services of all kinds is unregulated The
owners of such must run generation could bid very high prices for’
their output, and the ISO would be forced to call on them to

- operate for reliability reasons even if the energy which they
provide could be replaced by much cheaper sources absent the

must run constraints.
The rules governing the exercise of local ﬁmket power recognize that units in
certain areas of the system would beina posiﬁon to extract monopoly profits, but
for these rules. The owners of such units could choose to offer their output at
prices exceeding competitive offers.thus ensuring that the units would not be
dispatched in economic merit order. If, because of a transmission constraint, PJM
reqﬁires the operation of that unit, the unit would then be in a position to exercise
local market power. This type of bidding behavior is easier to implement in areas

where it is well known that a transmission constraint will result when certain units

are not operating.

PLEASE EXPLAIN THE RULES GOVERNING LOCAL MARKET

POWER IN PJM AND HOW THEY ARE IMPLEMENTED.

The rules governing the exercise of local market power can be found in Schedule

1, Section 6 of the Operaﬁng Agreement.

Section 6 provides that a unit will be offer capped when the unit, “as a result of

transmission constraints, the Office of the Interconnection determines, in the '
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exercise of Good Utility Practice, must be run in order to maintain the reliability

. of service in the PIM Control Area and PJM West Region.”

- Units are offer capped only if they must be dispatched out of economic merit

order. Units are not offer capped when their operation is required to relieve the
West-ern, Central and Eastern reactive interface limits because it was determined
that there is sufficient competition in the areas defined by these limits to

effectively preclude the exercise local market power.

Section 6.4.2 of Schedule 1 provides for three offer capping options:

(i) The weighted average Locational Marginal Price at the generation

, bus at which energy from the capped resource was delivered during

a specified number of hours during which the resource was

. dispatched for energy in economic merit order, the specified

number of hours to be determined by the Office of the

Interconnection and to be a number of hours sufficient to result in a

price cap that reflects reasonably contemporaneous competitive
market conditions for that unit;

(ii)  The incremental operating cost of the generation resource as
determined in accordance with Schedule 2 of this Agreement and
the PJM Manuals, plus 10% of such costs; or

(i) An amount determined by agreement between the Office of the
Interconnection and the Market Seller.

Finally, units that are offer capped receive the higher of their offer cap or the

market-established locational marginal price (LMP). Thus, if aggregate PIM
market conditions cause the unconstrained system price to tise above the level of
a unit’s offer cap, the unit is paid that higher system LMP. The result is thaf units
méy receive significant additi_onal energy market revenues even when they are

offer capped. Tt is important to note that the offer capping data frequently shows
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. 1 .
the units as offer capped even when the system LMP is greater than the unit’s

offer cap, if the .system LMP rises during a period when a unit is offer capped.

Thus, when the data (used by Reliant and the MMU) show the referenced Reliant

units as capped for a specific number of hours, those data may include

during which the units, were paid a market-clearing LMP greai:er'than the units’

respective offer caps.

PLEASE EXPLAIN THE MEANING OF RELIABILITY IN THE
CONTEXT OF THE LOCAL MARKET POWER RULES.

The rules governing the exercise of local market power appiy when a unit is not
operating as a result of economic dispatch but is required to rum in order to

maintain the reliability of service. This means that, in order to meet PIM’s

operational reliability criteria, the specific unit must be operating and providing

energy to the grid.

PIM’s reliability criteria require that PJM operate the system so that transmission
facility loadings will be within defined limits, immediately following any single

potential malfunction or failure. These potential malfunctions or failures are

termed contingencies. Contingencies include the sudden and unplanned"IOSS ofa

generating unit, transmission line or transformer and are, more generally, any
event that would result in the loss of one or more bulk power transmission

facilities.
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To comply with the reliability criteria, PJM may require the operation of units as

one means to control for the possible failure of facilities rather than in response to

“the actual failure of facilities. Afier PJM has exhausted the other means of

 controlling the system, including adjusting PARS, adjusting imports and" exports,

switching transmission facilities in/out of service and switching reactors in/out of B

- service, PIM will redispatch generation units to control for a contingency.

The significance of this, with respect to the local market power mies, is that PIM

may require a unit to run to contr_ol for the potential loss of a facility, if that unit is |
the most cost-effective means of addressing that cqnﬁngency, ‘evén 1f that unit
would not otherwise operate as the result of economic dispatch. Thus, requiring a

unit to tun out of economic merit order to maintain reliability does not mean that

" the unit is required in order to prevent the loss of load but only that it is needed in

order to ensure that, if a facility were lost, that the system would continue to
operate within transmission facility limits. The particular unit that PIM requires to

run to solve the conﬁngency may not be the only unit that could serve that

‘purpose but it is the most cost-effective unit.

ARE THERE ANY AREAS WITHIN THE PJM REGION WHERE THERE
ARE RELIABILITY ISSUES DUE TO INADEQUATE GENERATION?

No. PIM iegularly performs a series of tests to determine reliability within PIM

and in subareas defined by transmission constraints within PJM. The results of

those tests curfentiy indicate that there are no areas within PJM where there are

reliability issues due to inadequate generation.
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PLEASE EXPLAIN THE MEANING OF SCARCITY IN THE CONTEXT
OF LOCAL MARKET POWER.

It is frequently assumed that scarcity exists whenever a unit is offer capped under

~ the local market power rules. That is not correct. There can be, and frequently i's,

more than enough generation in an area to serve local load when units are offer

capped.

For example; consider an area with 500 MW of load aﬁd 1,000 MW of
generation, all owned by a single coinpany. If the market clearing price is $40 per
MWh and transmission facilities into the area hrmt imports to 400 MWh, then
units in the area will be required to run and they will be offer capped if their price
oﬁers are in excess of $40 per MWh. These units would have local markei power
because 100 MW is required to run to meet the load and all generation is owned
by a single company. In the absence of rules governing the exercise of local -
market power, the umts could charge any price up to $1,000 per MWh (the overall
PIM offer qap) and would be paid that price. To pr&ent such an exercise of local
market power in such a situation, the units would be offer capped and paid the

higher of the matket price or their offer capped rate.

In this situation, there is clearly no scarcity of generation in the relevant area.
There is 1,000 MW of generation and only 100 MW of load that cannot be met by

imports. Accordingly, there is no need for scarcity pricing in this situation.
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To extend the example, if some of the generation in the area has mérginal costs of

$30 per MWh yet submits price offers of $80 per MWHh, the reason that the

generation will not run is because it has offered its energy at uneconomic levels,

i.e. it has withheld the energy economically. If the same units had offered their

energy at marginal cost, they would have been dispatched in merit order and

received the market clearing price of $40 per MWh. In such a case, no units

- would be offer capped.

It would clearly be inappropriate, in this case, to implement a high offer cap based
on scarcity or the need to provide an incentive for entry. There is no reason to
provide an artificial signal for entry or to pay the existing units in excess of
market prices. Generation adequécy is not the issue in this example. This example
represents the actual facts in many cases of offer capping in PIM, includiﬁg most

cases of offer capping for the Reliant units at issue in this proceeding.

CAN'GENERATION SCARCITY BE AN ISSUE IN CASES OF LOCAL
MARKET POWER?

Yes. While generation scarcity does not always exist in cases of loeal market
power, it can exist at times. Local scarcity exists Wheﬁ there is inﬁdeqUate
generation and transmission import capability to serve the load in an area. In the
example just presented, there would be local scarcity if the local generation were
100 MW or less. While there are no situations in PJM where there are reliability

issues and thus no situations where local scarcity is expected, scarcity could arise,
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for example, if load were greater than exp'ectéd or if a transmission or generation

facility were lost unexpectedly.

DOES OFFER CAPPING GENERALLY CAUSE FINANCIAL HARM TO

- UNITS THAT ARE CAPPED?

No. Units that are offer capped receive the higher of the market price or their
capped offer. When a unit receives the market price, it may receive a margin
abqve its marginal costs plus ten percent, depending on market conditions. If a
unit receives its cost-based offer, it receives full compensation for marginal costs
plus a 10 percent margin. In effect, units that are offer capped are running duﬁng
hours when they would not otherwise have run based on ecénomic dispatch and
are assured 6f a margin over incremeﬁtal costs for operating during each of those
additional hours. Units that have a high proportion of offer capped run hc;urs (like
the referenced Reiiant units) would have Tun very little if they were not required
to run by PYM and offer capped. The result is that offer capped units are generally

better off than comparable units for which hours of operation are entirely a

~ function of economic dispatch. I present an example of this below for specific

Reliant units.

NEGOTIATIONS WITH RELIANT

PLEASE DESCRIBE PIW’S NEGOTIATIONS WITH RELIANT
CONCERNING OFFER CAPPING FOR LOCAL MARKET POWER.

Reliant approached PIM to discuss the status of certain offer capped units in

November 2000. The discussions were ‘general and served to communicate
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Reliant’s general concerns with the rules for offer capping to address local market

power. At the conclusion of the discussions, I requested that Reliant indicate -

exactly which of its units it was concerned about and that Reliant provide unit

‘specific data to support any claims that the units were not being adequately

compensated under the rules for local market power. Reliant never provided any
data to support their claims about unit specific financial impacts due to offer

capping for local market power, although some data was prévid_ed at our final

negotiation meeting.

The MI\/EU eﬂso engaged in discussions with Reliant regarding an adder to the
marginal cost plus ten percent offer caps for specific Reliant units where run
hours are constrained by conditions in environmental (air quality) permits. Such
environmentalfy constrained units can operate for only a limited number éf hours

each year. The rationale for the proposed cost adder was that when PIM required

- such units to operate for hours during the non-summer period, the units were

denied the opportunity to operate for thg same number of hours during the-
summer when prices are generally expected to be higher.

( _
These discussions culminated in August 2001 in an agreement betweén the MMU
and Reliant under which a defined level of opportunity cost was added to the costs
for each éuch unit. The opporﬁzniiy cost adder was based on an optioh valuation

model proposed by Reliant and agreed to, after review and some mutually

‘acceptable modifications, 'by the MMU.
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As it turned out, the market derived calculations of the option value of the

affected units’ non-summer operating hours was quite modest. Although Reliant

indicated to me that it had expected the adder to be laiger than it was in fact,

: Rehant never challenged the results. Contrary to Rehant s 1mp11cat1on in its
“Complaint, the MMU never indicated that we would develop a model that would
support larger opportunity cost adders for Reliant’s units. Reliant unﬂaterally, and

_ without prior warning, cancelled this 2001 agreement sever'atlv, days prior to filing

the present complaint with the Commission.

The MMU has had more recent discussions with Reliant about options for
modifying PIM’s oﬁ'er caps. Reliant approached PIM in a meeting on Febmaxy
11 2003 and proposed that PJM accept a modified version of the proxy method

PIM indicated that the proxy method is not a reasonable approach to mmgatmg

the local market power of must run units in PIM.

The MMU also continued informal discussions with Reliant in the context of the

. PIM’s Local Market Power Mitigation Working Group (LMPMWG) meetings.

The MMU alsc met separately with Reliant to try to develop an approgch to local
market power. Ultimately, Reliant was not willing to accept the a"pprqach adopted
by the LMPMWG (Interim Solution). PIM’ s MMU explicitly offered to modify
Reliant’s offer caps on the séme teﬁns included in the Interim Sclution adopted

by the LMPMWG, but Reliant declined and instead filed its Complaint.
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DO YOU HAVE ANY INFORMATION ON WHETHER RELIANT
CONTINUES TO MAINTAIN ITS OFFER 'CAPPED UNITS IN
ACCORDANCE WITH GOOD UTILITY PRACTICE?
Yes. A represeﬁtative of Reliant has indicated to me‘on several occasions thaf
Reliant is .ﬁ‘ot maintaining its offer capped units because Reliant,is not satisfied
with the 'offer‘capping rules for mitigating local market power. Shortly thereafter
several Reliant units, including one of the offer capped units named in Reliant’s
Complaint, tripped off line due to a ground fault: - RED;&CTED |

sent tv§o
engineers‘ to the unit to investigate but they could not determine whether there
was inadequate maintenanée or whether inadequate maintenance contributed to
the problem at the unit. The MMU intends to require Reliant to show that it is ’
maintaining its units consistent with good utility practice. This raises a bétential )

issue of physical withholding.

LOCAL MARKET POWER MITIGATION WORKING GROUP

PLEASE EXPLAIN THE BISTORY AND ACTIVITIES OF THE LOCAL
MARKET POWER MITIGATION WORKING GROUP.

I formed the Local Market Power Mitigation Working Groﬁp (LMPMWG) in
September 2002 to address the ways in which local market power is limited in
PIM as the result of concerns expressed by a number of generators and load
representatives in different venues. The first LMPMWG meeﬁng Wés held on
September 26, 2002 énd the group has met approximately biweekly from

September through the present. My purpose in forrhing the group was to create a
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forum for a focused discussion of the issues surrounding the limitation of local

‘market power via offer capping among stakeholders representing all perspectiﬁies

‘in the marketplace. Generators, industrial customers, small customers, public

utility commissions and transmission owners were all represented. There were

generally about 50 attendees at the LMPMWG meetings. Outside spéakers were

invited to make presentations on various aspects of the issues. Issues papers and

presentations were exchanged and discussed.

As the LMPMWG?s discussion evolved, it became clear that there would not be -

‘adequate time prior to the 2003 summer season to create a long term solution that

participants believed would adequately address the gcmplex issues asséciated
with local market power. The group supported the MMU’s position to put an
interim solution in place for the summer of 2003 and to commit to céﬁapleting,
with the concurrence of the MMU, a long term solution by the end of 2003. The
PIM MMU indicated its commitment to the nﬁembers to develop a long term |

solution prior to the end of 2003.

DID THE LOCAL MARKET POWER MITIGATION WORKI&G GROUP
SUPPORT AN INTERIM SOLUTION FOR THE SUMMER OF 2003?

Yes. The LMPMWG supported an Interim Solution at its meeting of April 14,
2003. That agreement was supported by a large majority in the Energy Market
Committee meeting oﬁ April 16, 2003. The Interim Solution will be in place only

until implementation of the long term solution that will be developed by the end

of 2003.
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PLEASE DESCRIBE THE LOCAL MARKET POWER MITIGATION
WORKING GROUP’S INTERIM SOLUTION.

The LMPMWG’s Interim Solution has several key elements. The™ Interim

Solution identifies two thresholds for increased generator offer caps: units that

were offer capped more than 80% of their run hours and that operated for more

tﬁan 200 total hours in 2002 and units that were offer capped more than 50% but

less than 80% of their run hours and that operated for more than 200 total hours in

2002. The Interim Solution also provides for the inclusion of units operating less

“than 200 hours in 2002; the adder will be adjusted to reflect 200 hours of

operation. The Interim Solption provides an adder of $40 per MWh to marginal
costs for the 17 units meeting the first threshold and an adder of $20 per MWh to

marginal costs for the additional 11 units meeting the second threshold.

The Interim Solution provides that the specified amounts will be added to the
marginal costs of the defined units to replace the current 10 percent adder, that
these bids will affect dispatch decisions; that these bids wxll be used by PIM’s
LMP algorithms and that therefore these bids will be reﬂeéted in LMPs. The
Interim Solution also provides that any unit receiving the specified adder must

agree that the unit will be maintained consistent with good wtility practice.

Finally, the Interim Solution commits the LMPMWG to developing a long term

solution by November 30, 2003. This solution would be filed with the

Commission. If the LMPMWG does not reach agreement by that date, that is
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acceptable to the MMU, the MMU will file a proposed solution with the -

Commission prior to the end of 2003.

PLEASE EXPLAIN HOW THE INTERIM SOLUTION WILL BE

IMPLEMENTED.

The PIM MMU will iniplement the Interim Solution consistent with the PIM

Operating Agreement, Schedule 1, Section 6.4.2 (iii) which permits offer caps in

“An amount determined by agreement between the Office of the Interconnection
and the Market Seller.” The MMU sent a letter to PIM’s Members on April 22,
2003 advising them that it is willing to negotiate an agreement for revised offer
caps as provided by the Interim Solution with the owner of any generating unit
that meets the agreed upon thresholds and to implement such terms for specific

units upon the signing of a specific agreement pursuant to Schedule 1, Section

6.4.2 (iii) of the Operating Agreement.

THE RELIANT UNITS

WHY ARE THE REFERENCED RELIANT UNITS OFFER CAPPED?

The Reliant units referenced in its Complaint are offer capped because they have
local market power. Units have local market power when PJM reqﬁires_?"?;chem to
operate, and fhey are not otherwise dispatched in economic merit order, to control

for a contingency on the PIM system. Reliant units are frequently offer capped

because their generation offers were too high to result in economic dispatch. That

is precisely the intent of the local market power mitigation rules. But for the offer

caps imposed by Section 6.4.2 of the Operating Agreement, Reliant would be able
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’

to exercise the local market power of these umts to obtain monopoly profits

during such hours.

Itis ivrr.lportant' to recognize that the number of hours a unit is offer cappe‘& isnot a
measyre of the unit’s conﬁ‘ibution to system reliability or an»indicatien that a unit
is in a chronically transmission constrained area. A signiﬁcanf determinant of the
nﬁmﬁer of hours a unit is offer capped is the relationship between a unit’s price
off‘efs and its actual costs of operation. 'fhe 'Reliant units would hax}e been offer

capped for fewer hours and operated for substantially more hours under economic

- dispatch had they offered the units to the system at competitive prices.

'The bidding behavior of units also affects the proportion of run hours that are

offer capped. If a unit regularly offers its energy at above market rates wﬁh the
result that it is cﬁ‘er capped whenever local genera’uon is needed, the data will
show a high proportion of run hours offer capped. This is the result of bidding
behavior and does not necessanly indicate anythmg about the adequacy of local

generatzon or need for the particular unit.

One of the concerns in designing a method for mitigating local market‘* power is

the potential creation of ,incentives_ tobe cost capped more frequently. If a method
of offer capping were adopted that compensates units signiﬁcanﬂy better than

comparable units subject to economic dispatch, an incentive is created to be offer

capped. The Reliant proxy method is such a method. Some units have the ability

to directly affect the number of hours that they are offer capped via their bidding
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strategy. There are other units on the PIM system that could offer their units so as

~ to produce a large number of offer capped hours.

e e i e g g wrwre wey e T

PLEASE DESCRIBE THE TEN REFERENCED RELIANT UNITS.

The ten Reliant units, referenced in the Reliant ‘Complaint, are simple cycle
combustion- turbines with a nominal capacity of about 20 MW each. Total
capacity of the ten units is about 198 MW The units are General Electric Frame
5N industrial combustion turbines. Five of the units were installed and became
operational in 1971 while the remaining five uﬁits were installed and became
operational in 1972. The average heat rate of the units is 15,138 BTU/KWh while
the unit heat rates range from 13,703 BTU/KWh to 15,464 BTﬁ!KWh Four of
the units use | only No. 2 fuel oil, one unit usés natural gas only while the
remaining five units are capable of using either oil or natural gas. See Sc;hedule

JEB-1 for complete, unit-specific details. -

Nine of the ten referenced Reliant units are in Pennsylvania, in an area of the
Metropolitan Edison (Met Ed) zone referred to as West Met Ed. The remaining

unit, Blossburg, is on the 69KV system near East Towanda, in the Penelec zone,

also in Pennsylvania.

'WHY WERE THE REFERENCED RELIANT UNITS OFFER CAPPED IN

2001 AND IN 20027
Reliant units were offer capped for more hours in 2002 than in 2001 but for a |

approximately the same proportio_h of total run hours in 2002 as in 2001. In both
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2001 and 2002, the Reliant units in the Western Metropolitan Edison area were
cost capped in significant part because of temporary transmission issues. These

issues were more significant and longer lasting in 2002. These transmission 1ssues

have been addressed via upgrades in the area and new transmission investments

continue. \

In 2001, the Hunterstown 230/115 kV transformer was out of service for two

weeks in August due to equipment failure.

- In 2002, in the Western Metropolitan Edison area, the Funterstown 500/230 KV

transformér was destroyed ‘in a fire on August 2. This transformer was a key

source of import capability into the area where 9 of the 10 referenced units are

located. The destroyed 500/230 KV Hunterstown transformer is being replaced

with an in-service date in July 2003. First Energy also replaced the Hunterstown
230/115 kV transformer with a higher rated bank, completing the work on
January 2, 2003. In addition, the Transmission Owner, First Energy,
reconductored a local 115 kV bus, completing the work in May 2002.1 First
Energy also upgraded the river crossing and drop legs of -ﬁ.le‘ Middletown
Junction-Collins-Cly-Newberry (975) 115 kV circuit, completiﬁg -thé“work in
June 2002. All of these events resulted in a short term reduction in import
caﬁability into the area. As a direct result of the reduced import capability
associated with these events and the interaction between market priceé and the
offers of the Reliant units, the Reliant units in the area were called to operate out

of merit order more often in 2002 than in 2001.
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Additional transmission upgrades are in progress that will further reduce the need
to offer cap Reliant generation in this area. These projects include the installation

" ACT A

MVAR of capacitance at Round Top 115 kV, with an expecied completion

of 18
date in June 2003, the construction of the Otter Creek 230 kV station, with an
expected completion date in June 2004 and the upgrading of the Middletown

Junction-Zions View 115 kV line, with an expected completion date in June

2005.

WILL THE REFERENCED RELIANT UNITS BE OFFER CAPPED LESS
IN THE FUTURE? |

Yes. As the result of transmission upgrades in both areas at issue in this matter, it
is expected that the referenced Reliant units will be offer capped less frequently.
As noted, in the West Met Ed area, key upgrades are being made and an existing
230/115 KV transformer, fed by the Hunterstown transformer, has been upgraded
to a higher rating. The result of the upgrades to the system is expe,cted'to be a

significant increase in import capability to the area and a reduction in the levels of |

offer capping.

In addition, the 10™ unit, Blossburg CT, will be favorzibly affected by an ongoing |
transmission upgrade. A second 230/115 KV transformer is being installed at
North Meshoppen. The installation of this transformer is expected to alleviate
some of the transmission iésues in the Towanda area and reduce the need for

running Blossburg out of merit order.
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VI. FINANCIAL PERFORMANCE OF THE RELIANT UNITS

. Q.

PLEASE EXPLAIN HOW YOU EVALUATED THE FINANCIAL
PERFORMANCE OF THE REFERENCED RELJANT UNITS IN 2002?

The MMU evaluated the financial resultsr for the Reliant units in several ways
including the results based on our estimate of unit costs and actual revenues, the
results based on our estimate of unit costs and dispatch based on competitive

offers, the results based on the Reliant proxy method costs and actual revenues

and the results based on the Reliant proxy method costs and dispatch based on

competitive proxy offers.

The basic components of total unit costs, regardless of method, include:
o Fuel costs i)er MWh that are the fesult of the direct cost of fuel and the
heat rate of the unit
e Long run variable O&M costs based on the fact that the start up and
- operation of CT's produced expected wear and tear to the components of a
umt that create a causal relationship between hours of operation and
numbers of starts and the costs of inspections and overhauls. |
o “To go” costs that include primarily labor, insurance and prope‘rtj‘i tr&ﬁte's
e Fixed costs that include debt costs, rate of return on equity, taxes an‘d‘
depreciation and are a function both of the level of the investment and

assumptions about key financial parameters
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The basic components of unit revenues, regardless of method, include:

e Energy market revenues that are the direct result of the way in which the
unit is dispatched‘ Energy market revenues for these units ﬁequenﬁy‘
exceeds the cost plus ten percent level

‘e Capacity market revenues

e Ancillary market revenues

e Black start revenues

e Operating reserve revenues

WHAT WAS THE FINANCIAL PERFORMANCE OF THE

REFERENCED RELIANT UNITS IN 2002 BASED ON ESTIMATED

' ACTUAL COSTS?

We first applied MMU costs estimates for the Reliant units, including fuel costs
based on an index plus a basis adjustment, long run variable O&M costs. based on
manufacturers’ data and iﬁformation provided by Reiiant, “to go” costs based on
industry information obtained from inde;ﬁendent contractors that are in the
business of providing turnkey O&M services and fixed costs baéed on the last
reported rate base values for the units and Reliant’s‘ proxy method financial

assumptions about rate of return, depreciation and so on. On the revenue side, we

- used actual revenues from all sources and a full years worth of black start

revenues to reflect expected results.
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WHAT WAS THE FINANCIAL PERFORMANCE OF THE

- REFERENCED RELIANT UNITS IN 2002 BASED ON RELIANT’S

PROXY METHOD?

We evaluated the financial perfbrma.nce of the Reliant units based on Reliant’s
proxy method. The key elements of the Reliant proxy costs are fuel 6ésts as a |
function of the proxy heat rate, the long run variable O&M set at $3.00 per MWh
and “to go’; and fixed costs per the proxy assumptigns. It is important to note that
the use of actual 2002 revenues for these units is not consistent with the basic
proxy method logic. The reason is that the proxy heat rate is substantially lower
than the actual unit heat rates, the fuel cost of the proxy unit is ‘lower and

therefore the proxy unit will be dispatched more often for a given level of prices

and will earn more revenues.

REDACTED
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WHAT WAS THE FINANCIAL PERFORMANCE OF. THE
REFERENCED RELIANT UNITS IN 2002 BASED ON RELIANT’S
PROXY METHOD INCLUDING DISPATCH BASED ON }THE PROXY
HEAT RATE? '

We evaluated the financial performance of the Reliant units based onv iieliant’s
proxy method, but included the revenues that result from dispatch using the Proxy
heat rate of 10,500 BTU/KWh rather than the actual unit heat rates that average

around 15,100 BTU/KWh.

REDACTED
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REDACTED

WHAT HAS BEEN THE FINANCIAL IMPACT ON THE REFERENCED

RELIANT UNITS OF OFFER CAPPING?

The Reliant units have received revenues from a variety of market sources that

REDACTED

HOW DID THE FINANCIAL RESULTS OF THE REFEEENCED
RELIANT UNITS COMPARE TO THAT OF OTHER COMPARABLE
UNITS OWNED BY RELIANT IN PJM IN 2002?

The MMU examined the pgrfOrmance of four of Reliant’s Glen Gardner
Combustion Turbines. These units wefe selected because they are the same
techhology and vintage as the units referenced in Reliant’s complaint and because

these units were offer capped for only about 20 percent of their run hours.

' REDACTED
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REDACTED

: preseﬁted in the attached Schedule JEB-4. The same comparative réSults hold,

 regardless of the method of analysis.

HOW DID THE FINANCIAL RESULTS OF THE REFERENCED :
RELIANT UNITS COMPARE TO THAT OF OTHER COMPARABLE
UNITS IN PJM IN 2002? » |

As demonstrated in the PJM Interconnection State of the Market Report Nét
Revenue analysis, market conditions in 2002 resulted in lower net revenues for
units across the range of operatihg costs than in prior years. In particular, a new
combustion turbine (CT) earned less in 2002 than in prior years as the result of

market conditions and would not have earned enough to cover all its fixed costs

including a rate of return.

REDACTED

The Net Revenue calculations in the State of the Market Report showed that a
new CT would have earned between $43,431 and $50,557 per MW in 2002.(PIM

Interconnection State of the Market Report 2002, page 34.).

REDACTED
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REDACTED

The overall i\fet Revenue results were quite different in 2002 tnan in pri'érv years.
The PIM Interconnect.ion State of the Market Report includes the Net Revenue -
analysis each year. In 1999 net revenues were enough to more than cover the full
costs ofanew CT, in 200_0 net revenues were approximately 'equal to the full cost

of a new CT and in 2001 net revenues were enough to more than cover the full

costs of a new CT in PIML

Prices foﬂow cycles in markets and 2002 was a relatively low price year in both
the energy and capacity markets. Reliant’s net revenues reflected that fact. It is
important not to confuse the aggregate market impacts with the irﬁj;acts of
running units at their offer caps. It is clear that the resulté cited by Reliant are the

direct result of aggregate PIM market conditions and not the result of PIM

capping Reliant’s offers.

WHAT WERE THE PRIMARY DETERMINANTS OF THE FINANCIAL
PERFORMANCE OF THE REFERENCED RELIANT UNITS_IN:'ZG}OZ?

The primary de’;efminants of the financial performance of the referenced Reliant
units in 2002 were market conditions in the energy markets and in the capacity
markets. As reported in the PJM Interconnection State of the Market Report; load

weighted energy prices declined by 13.8 percent in 2002 over 2001 while capacity

- market prices declined by 65 percent.
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"The MMU has calculated financial resulté for the 10 referenced units under

conditions equivalent to energy markets in 2001 and the three year average

capacity market prices. The results show that the performance of the Reli'ant units

is extremely sensitive to overall energy and capacity market conditions.

REDACTED

In other words, even using the Reliant proxy fixed costs,

" the 10 Reliant units would have more than covered their total costs under market

conditions that are reasonably reflective of historical conditions in PIM if the

units had offered their energy to PIM at cost plus the $3/MWh proxy variable

0&M in every hour.

These éalCuLations demonstrate that the performance of Reliant’s units is
extremely sensitive to market conditions, as one would expect for Combustion
Turbines. The real issue in this matter is not offer capping but the fact that
Reliant’s CTs, like those of other generation owners, suffered low revenues in

2002 as the result of aggregate market conditions.

Reliant’s filing can reasonably be seen as an effort to insulate the identified units
from the risks associated with markets rather than as about real flaws in the

system of market power mitigation.
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RELIANT HAS REQUESTED THAT A PROXY METHOD BE USED TO
DETERM]NE PAYMENTS WHEN A UNIT HAS LOCAL MARKET
POWER. PLEASE EXPLAIN RELJANT’ S: PROXY METHOD.

The proxy method is a method for determining the payments that Wmﬂd be made

to a unit that possesses local market power due to inadequate local competition.

The proxy method iS designed to detemﬁhe the total revenues required by a newly
constructed CT in order to cover its variable costs and its fixed costs including the
return on and of capital. The proxy method calculates the variable costs, including
fuel costs, based on the heat rate of a new unit as specified by the manufacturer as
well as the fixed costs based on the costs' of the turbine andr ancillary equipment
and a set of financial assumptions includ;ng capitél structﬁre, rate of return on

equity, debt costs, depreciation life, tax depreciation method and project life. The

-proxy method is, in effect, a generalized RMR (Reliability Must Run) approach.

The Reliant proxy method is designed to virtually ensure that all units with local
market power recover 100% of the revenue requirement associated with a new
unit. (The ISO-NE proxy method is not designed to ensul;e unit specific cost
recovery and is designed baséd on area-wide congested hoﬁrs rather than unit-
specific offer capped hours.) This revenue requirement bears no explicit
relationship to thé actual revenue %equirement of actual, existing units aﬁd can be

expected to exceed the revenue requirement of the actual, installed CTs at issue in

this complaint. The préxy method, applied to existing units, is eqﬁivalent logically
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‘to the application of a rate base — rate of return regulatory method 'using

replacement cost rather than book cost.

IS THE RELIANT PROXY METHOD A “MARKET-BASED” METHOD
OF ADDRESSING LOCAL MARKET POWER? '
No. The Reliant proxy method is a regulatory solution that would insulate

affected units from most market-related risks. It is significantly less market-based

. than other means of addressing local market power. The Reliant proxy me{hsd is

designed to virtually ensure the recovery of all the costs of a brand new CT and

thus, in general, provide for recovery in excess of the actual costs of existing CTs.

- The fact that unit costs are based on a small number of actual observed CT

*

purchases does not make the proxy method a market-based method.

WHY DOES THE PROXY METHOD USE THE COSTS OF A NEW UNIT
TO VALUE OLD UNITS?

The concept is that the use of a proxy method would provide an incentive to new
units to enter the market by providing a level of cost recovery based on the costs
of a new unit. It is unclear whether proponents of the proxy method bélieve that
the new unit would be offer capped upon entry. If ﬁew units are offer capped and
guaranteed cost recovery, it is inappropriate to use a proxy calculation that
assumes a unit facing competitive risks including higher levels of equity in the

capital structure, higher costs of capital and a short project life.
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DOES THE RELIANT PROXY METHOD IGNORE SPECIFIC SOURCES

OF VALUE ASSOCIATED WITH UNITS?

?es. The proxy méthod ignofes_ the option value of holding CTs in a portfolio of
generation assets. It is a common bidding strategy for é generator to offer some of
its units into the day ahead market at a price higher than the price at which it
expects the market to clear. The rationale for this approach is that the generation
owner wants to hold units as insurance in the event that one of its @ts; that is
financially committed in the day ahead market, trips in real tiﬁxe, thus requiring A
the owner to supply the energy from another source. Financial risk to the owner

arises if such an unexpected outage were to occur when the spot market energy

-~ price in real time is high relative to the day-ahead price and the generation owner

is required to provide the lost energy by purchasing from.the teal time spot
market. Units held out of the day ahead market via high offers serve as insurance
in such cases. The units serve as a hedge against high real time prices because the
units can generate energy at é price determined by the cost of fuel and the he_:at
rate of the unit. This limits the exposure of the owner in real time. This hedge
function has value and would have to be paid for if purchased in the market. This
value is ignored in the Reliant proxy approach and thus, even on its own terms, -

the Reliant proxy method overstates the required revenues.

%

- The proxy approach also ignores bilateral contracts. If, for example, a generation

owner has a long term bilateral arrangement to sell capacity and/or energy for a

- price that exceeds the current market price of capacity and/or epergy, then the

[= 24

proxy method would over compensate the owner. In fact Reliant’s filing indicates
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- -that they had such a bilateral capacity contract in prior years for at least some of

the referenced units:

ARE THERE OTHER ISSUES WITH RELIANT’S PROPOSED PROXY
METHOD?

Yes. Reliant’s proposed application of the proxy method is seriously ﬂéwed. For

‘example, Reliant’s proposed appli-cation of the proxy method uses the higher of

recent actual run hours or 500 hours as the denominator of proxy costs in order to

‘calculate the per MWh offer cap. Actual run hours are clearly a mismatch with the

expected run hours of a proxy unit with its associated relatively low heat rate.

The heat rates of the Reliant units are substantially higher than the proxy heat

) rate meamng that the variable costs or dispatch rates of the Reliant umts would

be substantially higher, meaning m.tum that their expected run hours would be
less than the run hours of a proxy unit. Thus, the annual run houfs'that Re]iaﬁt
used to calculate its proxy-based adder are unjustiﬁably low. Reliant’s use of tI;e
lower actual run hours inappropriately inflates its calculated offer cap. The 506
hours is apparently intehded to be based in some way on the ISO-NE proxy
method where the denominator of pr-oky costs is constrained to be between 500

and 2,000 hours.

Reliant’s proposed method relies upon CT costs derived from a study done in

New England using data ﬁ"am units purchased in when the market for gas-

fired turbines was very tight. Demand for turbines is lower today, indicating that
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the fixed equlpment costs on whlch Reliant bases its proxy calculations, are

overstated. Given changed conditions in the capital markets the costs of debt and

eqmty are also overstated in Reliant’s calculations. In addmon, the proxy method

relies upon key financial assumptions premised on the unit being built and

financed as a competitivé, merchant unit without the protections afforded by the

application of a proXy method. Thus, there is a rela;ively large amount of equity
in Réliant’s proxy capital structure and Reliant’s assumed project life, over which
all costs must be recovered, is relatively short. In fact, ﬂie_ application of the PrOXy
method would effectively make these units regulated units and the financial

assuniptions should reflect the associated reduced level of risk.

Reliant’s version of the proxy method, regardless of the broader issue with thé_

proxy method, is fatally flawed and should not be implemented in PIM. .

RELIANT EMPHASIZES THAT THE COMMISSION HAS ACCEPTED
THE PROXY METHOD FOR ISO NEW ENGLAND (ISO-NE) AND THE

MIDWEST INDEPENDENT SYSTEM OPERATOR (MISO). DOES THIS

~ ESTABLISH THAT THE PROXY METHOD IS APPROPRIATE FOR

PIM?

No. There are significant differences between ISO-NE and PIM and between

MISO and PIM. ISO-NE has significant, structural market issues that result from
inadequate transmission infrastructure, that do not exist in PJM. Approximately
one third of the total load in ISO-NE is in areas where transmission is chronically

constrained, areas that ISO-NE terms Designated Congestion Areas (DCA). PIM
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has no areas that are equlvalent to DCAs ISO-NE has defined the threshold area
congestion hours at 2,000. ThevWest Med Ed area had 532 hours of congestion in

2001 and 653 hours of congestion in 2002, clearly well short of the ISO-NE

" definition of an area requiring application of the proxy method. ISO-NE has also

‘signed numerous RMR contracts directly with generation owners because market
revenues have not been adequate to ensure their viability. This has not been the

-case in the PJM markets where market revenues have been more than adequate, as

. measured by the Net Re{renue Test. In addition, ISO-NE has a capacity market

with very different features and ﬁmcﬁénality than the PIM capacity marketes.
ISO-NE has indicated in its market rules that it Would reconsider its proxy method
when, for example its capacity market is redesigned to include the deliverability
features of the PJM capacity markets. The ISO-NE is explicitly usmg the Proxy

method: as a way to make a transition to a more complete capacity market

construct.

MISO does not at present have any energy markets whatsoever, so it is difficult to
compare the functioning of the PYM markets with MISO markets. However, the
conceptual desigh of MISO markets on which the proposed proxy method is

presumably based, does not include a capécity market. The PIM market.'d'bes have

capacity markets that have been the source of significant net revenues in every

-year of PIM’s competitive markets.
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HOW DO THE RESULTS OF THE APPLICATION OF ISO-NE’S PROXY
METHOD COMPARE TO RELIANT’S PROPOSED PROXY METHOD?

The actual calculated adders in the ISO-NE market based on the application of the

-~ ISO-NE method are about $35 per MWh Thls is dramatlcally less than Reliant’ s

proposed adders « REDACTED _ Equally significant, the

 actual proxy-unit based adders are less than agreed to by the LMPMWG and

currently available to any generator in PJM meeting the criteria specified by the

LMPMWG.

PLEASE EXPLAIN THE “TO GO” METHOD ADOPTED AS THE
INTERIM SOLUTION BY THE LOCAL MARKET POWER
MITIGATION WORKING GROUP. ' |

The “to go” method provides an assurance to existiﬁg units that they will recover
the annual out of pocket -expenditures required to operate their units (“to go”
costs) and leaves recovery of the balance of unit costs to market forces. Revenues
from the energy markets, from the capacity markets, from ancillary 'services
markets, from black start and from operating reserves are market sources of

revenue that contribute to the recovery of costs by all units, including units offer

capped for reasons of local market power.

\

The MMU recognizes that the “to go” approach does not include an explicit
method for scarcity pricing under scarcity conditions in local areas. This is one of

the matters that will be addressed as we work to develop a long term solution for

~ mitigating local market power.
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DOES THE PROXY METHOD PROVIDE APPROPRIATE SCARCITY
PRICING? |

No. The proxy method is designed to base offer caps on pfoxy units’ full revenue
requirements recovery and has nothing to do with scarcity pricing. The Proxy
method not only overstates the appropriate price for units with local market powér
But may also understate the appropriate price under actual scarcity conditions. To
understand the appropriate method of addressing lécal market power, it is

essential to understand the simple fact that requiring a unit to operate for

' reliability does not mean that scarcity conditions exist.

In fact, it is much more likely to be the case that generation is required for |

reliability due to transmission constraints but there is no scarcity. That is the

~ generally the case for the referenced Reliant units. Reliant’s units are in areas

where the available generation in the constrained area generally exceeds load in
that area. Nonetheless, when local load exceeds the transmission import

capability, some of the generation in that area must run for reliability. There is no

 scarcity of generation, however. There is only the ability to exercise local market

power by generation located in an area constrained by transmission.

In such cases, it would be inappropriate to implément the proxy method to
provide scarcity pricing as an incentive for more generation entry. That would be

exactly the wrong price signal.

L
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‘1 Q. DOES THIS CONCLUDE YOUR TESTIMONY?

2 A Yes, it does.
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County bf Montgomery

AFFIDAVIT OF JOSEPH E. BOWRING

Jnsenh E. Bowring,’being first duly swom, deposes and says that he has read the
foreg‘oing “Prepared Direct Testimony of 3 oseph E. Bowring on behalf of PIM
interconnection, L.L.C.,” in FERC Docket No. EL03-116-000, that he is familiar with the
contents thereof, and that the material set forth therein are trué and correct to the best of

his knowledgc, information and belief.
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seph E. Bowring

Subscribed and sworn to before me this 24th day of April, 2003.
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Market Monitoring Unit

. April 22,2003 \

 Members Committee
Energy Market Committee
Local Market Power Mitigation Working Group

Dear Members:
RE: LMPMWG INTERIM SOLUTION IMPLEMENTATION

Based on recent votes of the Local Market Power Mitigation Workmg Group and the
Energy Market Committee supporting an Interim Solution for offer cappmg for 2003, the
PJM Market Monitoring Unit will agree to:negotiate offer capping agreements with

generation owners consistent with Operating Agreement, Schedule 1, Section 6.4.2 (iii),
consistent with the followmg terms.’ *

1 For any unit that:

a. Was offer capped in 2002 more than 80% of its operating hours;

b. Was offer capped in 2002 more than 50% and less than 80% of its operating
hours;

c. Operated more than 200 hours in 2002;
d. Was required for reliability; and
e. Did not cover its fixed costs with other revenues,
2. The Market Monitoring Unit will negotiate modified offer caps to include:
a. An adder of $40 per MWh for any unit that was offer capped more than 80% of
its run hours during 2002 and operated for more than 200 hours i in 2002; or
b. An adder of $20 per MWh for any unit that was offer capped more than 50% of
its run hours and less than 80% of its run hours during 2002 and operated for
more than 200 hours in 2002; or
c. An adder based on 200 hours for any units that was offer capped more than 50%
of its run hours and ran less than 200 hours; and

d. An agreement that the owner of the unit will maintain the unit consistent with
good utility practice.

These agreements will implement the Interim Solution for 2003 and will remain in effect,
subject to review by the Market Monitoring Unit of experience under such arrangements,

Service With Intesrity

955 Jefferson Avenue o Valley Forge Corporate Center  Norristown, PA 19403-2497 (610) 666-8800
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’Page 2

~ uniii 1mp1ementat10n of a permanent focal market 'oower mmgatmn qnhmnn fn be

. developed by the Working Group or, should the group fail to produce an agreement to be
filed with FERC by the Market Monitoring Unit, by the end of the year.

Any interested generator should contact me to set up a schedule for negotiating a contract
* consistent with the terms outlined above. :

Please let me know if you have any questions. You can reach me at 610-666-4536 or at
bowrij@pijm.com.

Sincerely,

Joseph E. Bowring -
Manager

JEB/VIf
DMS #208958v1 ' '

Service With Integrity

955 Jefferson Avenue e Valley Forge Corporate Center « Norristown, PA 19403-2497 » {610) 666-8800
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Source: Legal > Area of Law - By Topic > Energy > General News & Information > Platts Energy Business &
Technology D

Terms: turbine! and date(geq (01/01/2001) and leq (04/24/2003)) (Edit Search)

¢ Select for FOCUS™ or Delivery
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Platts Energy Business & Technology October, 2002

Copyright 2002 The McGraw-Hili Companies, Inc. www.mcgraw-hill.com
All rights reserved o
BUSINESS K TECHNOLOGY
Platts Energy Business & Technology

October, 2002
SECTION: GENERATION; Vol.'4, No. 6; Pg. 35
LENGTH: 1128 words
HEADLINE: How bad is business? Terrible, some new numbers confirm
g BYLINE: BY BILL HORTON; Bill Horton is a research analyst with Platts Research &

Consulting, a unit of The McGraw-Hill Companies, and can be reached at
bill _horton@platts.com. .

HIGHLIGHT:
Battered by slumping wholesale prices, slashed debt ratings, liquidity problems, and major

" hurdles to new financing, power generators are tabling and canceling projects at a record
pace

BODY: :

As the latest boom cycle in power plant construction wanes, the winter months could usher in
an acceleration of announcements as developers reassess when to attack markets. Reserve
margins nationally have risen back to historical average levels, making opportunities more
difficult to pinpoint. A result is that many companies are deferring their plans. This may have
a backlash in a dramatic slowing of new operating capacity coming on line, further
complicating the supply picture beyond 2004.

From January 2002 through July 2002, U.S. power generators' tabled capacity jumped 68%
year to date over 2001 and canceled capacity increased 30% year to date over 2001. Nearly -
190,000 MW were tabled and 87,000 MW were canceled (Fig. 1) between January 2000 and
July 2002, according to an ‘analysis using data from Platts' NEWGen power plant data base.

Compare those figures with what happened in 2001 and 2000. During 2001, 27,998 MW
were tabled and 32,408 MW were canceled. During 2000, 17,969 MW were tabled and
12,049 MW canceled. The trend manifests at Atlanta-based General Electric Co.'s Power
Systems division, which is currently forecasting an 80% decline in U.S. gas-fired turbine
order and shipment volume, according to CEO John Rice. GE Power Systems recently decided
to layoff 2,500 of its employees. ’

Declines are not only occurring in the U.S. Gas turbine deliveries worldwide are also

affected, according to Siemens USA (Orlando, Fla.) executive Melanie Forbrick. Siemens’
~global gas turbine deliveries are forecast to drop 50% over the fiscal periods covered by

- http://www.lexis.com/research/retrieve? m=00b50bb7 1e41904fdbdaSal4fc4c0bb6&docnum... 4/24/03
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2002 and -2003. Specifically, Forbrick"séys Siemens anticipates turbine shipment reductions
of 1% in 2002, 32% in 2003, and 57% in 2004, The numbers are reductions from last year's
anticipated schedule. One bright note says Forbrick, is that some orders are being deferred

- rather than canceled outright.

" Blame competition Power prices are not high enough to generate a return on capital and

fixed costs -- in some regions, spark spreads are negative -- and excess capacity forecasts
for the next several years all tend to put a damper on company construction plans, explains

_ Peter Rigby, a director of Standard & Poor's, a unit of The McGraw-Hill Companies. Weaker .

credit ratings and falling equity prices are creating an atmosphere that discourages banks
from lending for new projects. "Power contracts can mitigate risk; however, few load-serving
entities want to commit to long-term obligations right now," Rigby says.

Changes in the number of projeéts tabled and canceled are not evenly spread across the U.S.
(Fig. 2). For example, since December 2001, canceled projects within the Florida Reliability
Coordinating Council (FRCC) jumped nearly 450%. FRCC had just 1,395 MW canceled

- between January 2000 and December 2001, but since the start of 2002 the figure has surged
. to 7,661 MW, indicating that even in fast-growth states like Florida developers are revisiting
- plant economics. Other regions with high levels of canceled projects include SPP, with a

325% increase so far this year; SERC, with a 272% jump; MAAC (266%); Ercot (143%); and
NPCC (118%). ' o

- The figures for tabled projects are equally dramatic. MACC shows an 887% increase over

2001; SPP has seen a 634% rise; and the numbers for SERC, MAIN, and FRCC are 140%,
136%, and 106%, respectively. In general, most of the canceled projects are in the West;
the WECC region has tabled 23,167 MW since January 2000. SERC comes in a close second,
with shelved capacity of 17,292 MW over the same period.

‘A look at the data on a state-by-state basis (Fig. 3) reveals that California, which only*two

years ago experienced power outages and wild fluctuations in power prices, leads the country
with more than 9,000 MW of tabled capacity and 9,692 MW of canceled capacity, for a total
of 18,692 MW. Texas weighs in with 6,530 MW tabled and 7,549 MW canceled since January

2000. Illinois has tabled 6,435 MW of planned capacity and canceled more than 9,100 MW
since January 2000.

. Who's hurting most At the company level (Fig. 4), Mirant Corp., Atlanta, has tabled 7,800

MW since January 2000 -- 6,700 of them since December 2001. Reliant Energy, Inc.,
Houston, follows with nearly 6,500 MW tabled, 5,500 MW since December 2001. Houston-
based Enron Corp., AES Corp., Arlington, Va., and Calpine Corp., San Jose, Calif., round out

the top five with 6,304 MW; 4,190 MW; and 4,169 MW tabled, respectively, since January
2000. :

Canceled projects by holding company have grown dramatically since January 2000. The

‘holding company with the most canceled capacity is Calpine, with 6,671 MW, more than

3,800 MW since December 2001, However, Calpine officials maintain that 34 of the
company's projects are on "hot standby," meaning decisions on their status are pending. In a
statement, Calpine's CEO Peter Cartwright says the company postponed the projects to avoid
a credit crunch. Duke Energy Corp., Charlotte, N.C., follows Calpine with more than 6,500

‘MW of canceled capacity since January 2000 -- 3,820 MW of it since December 2001.

Constellation (Baltimore), Kinder Morgan, Houston, and PG&E Corp., San Francisco, round
out the top five with 4,585 MW; 3,750 MW; and 3,579 MW canceled since January 2000.

LE R e A LGS

projects. That's not surprising since gas is the fuel for more than 97% of planned generation
through 2050. Currently, natural gas powers about 36% of U.S. generating capacity.

Planned natural gas capacity represents 91% of all canceled capacity and 82% of tabled
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- Coal makes up 5.75% of the canceled and 6.77% of the tabled projects since January 2000.
It fuels about 34% of existing U.S. generating capacity. If there are no more canceled or

tabled projects until 2006 -- an unlikely event -- the gas/coal mix will shift to 48% gas and
28% coal. '

Finally, one number provides another insight into the ongoing changes within the U.S.
electric power industry. During 2001, for every 1,000 MW of tabled and canceled capacity,
980 MW of new capacity came online. The latter has since dropped to 600 MW for each 1,000
MW of tabled and canceled capacity. Fig. 5 shows that tabled/canceled capacity kept.pace
- with new operating capacity through December 2001. e

Future shock? To summarize, tabled and canceled capacity continue to rise quickly as
companies weigh the need to build more against the need to firm up their balance sheets.
This year, holding companies have seen their equity prices slide and-their debt ratings
~slashed. Selling assets to raise cash seems to be their strategy paying down debt and
repositioning themselves for the future. But cutting back may turn out to be a double-edged
sword, if today's needs end up mortgaging tomorrow's demands.
- URL: http://www.platts.com :

GRAPHIC: Table, Illustration: Graph: Cumulative capacity by the year, 2000 thruogh July
2002 ; Illustration: Graph: Cumulative capacity by NERC region, January 2000 through July
2002 ; THustration: Graph: Cumulative capacity, January 2000 through July 2002
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Not so long ago, energy companies like Enron, Reliant, Calpine, and others were market
darlings, well positioned to profit from a nearly insatiable demand for a product in short
supply. California, it was thought, had botched deregulation, but energy providers there
could profit anyway. In states like Texas, it was agreed, customers would soon line up to buy
electricity from merchant providers; other states would follow. The Vice President ofthe
United States even suggested that the nation's long-term energy strategy would require the

building of at least one new power plant per week for the next 20 years. What greater
endorsement could be had?

No one could explain the value of dot-corns, which were traded irrationally and exuberantly.
-These companies had no earnings, so old-fashioned frames of reference like P/E ratios could

not be used to evaluate dot-com investments. Still the rising stock market seemed to lift all
investment accounts.

In comparison, investors saw energy companies as safe investments, perhaps because of

their conservative utility pasts or perhaps because of the record earnings these companies
announced at regular intervals.

‘How could things have gone so wrong?

You know the gory details. The dot-coin bloom lasted most of a decade, and as the air went
out of that balloon, investors also soured on the once-safe energy stocks, which were now
perceived as tainted by the on-line energy-trading scandal. Enron was shown to be wearing
no clothes. Being forced to restate its earnings downward for a number of quarters, led
investors to lose confidence in the firm, which exacerbated a serious situation. The firm
declared bankruptcy, but things only got worse at the scandal-engulfed company. Allegations
that other firms had engaged in practices such as mark-to-market accounting, wash trades,

and market manipulation left the whole energy industry standing naked and accused by the
market. '

Standard and P’oors has wondered whether energy traders can ever be considered sufficiently
creditworthy to conduct bu_siness. Skilling, Lay, McMahon of Enron are all gone. Other top
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- executives have been forced out, and more than one person has taken his own life over the
industry scandals. I fully expect that California will be getting energy rebates because of the
.conduct of utilities in that state during its energy crisis. FERC has threatened a number of
energy marketers with loss of ability to compete in deregulated markets because of their

- failure to provide requested records.

The capital situation is so bad that merchant power providers have been canceling turbines
ordered for plants needed to meet demand that may never materialize. Somewhere between
150,000-160,000 megawatts of capacity has been cancelled, postponed, or tabled. Investor
.confidence in these former media darlings couldn't be lower, which deprives merchant
builders of the financing necessary for capital construction. Calpine's response has been

- typical; it is cutting capital costs by around $ 3 billion over the next two Years. This may be a
prudent step as some regions are forecasting overcapacity, in part due to overbuilding and in
part due to lower than expected loads. '

Only FERC's Pat Wood has been able to offer a defense of industry practice, and a tepid one
of that, saying that some of the wash trades may be legitimately viewed as price hedges. He
may be right, but no one is listening at this stage of the game. : ‘

Tom Boren, president and chief executive of PG&E National Energy Group, doesn't expect
‘things to improve soon. At the Deutsche Bank Electric Power Conference held recently in'New
York City, he said that the power industry may be near the bottom of its business cycle and
predicted that the trough would last at least three years, but no more than five. He also said

that he believed that revelations related to the trading strategies and demise of Enron were
“hurting other players. : ' '

.A few days after Boren's remarks, a jury found Enron's independent auditor, Arthur '
Anderson, guilty of obstruction of justice. The verdict makes it even more likely that Enron
will face a vigorous prosecution, practically guaranteeing that the drip-drip-drip of energy -
industry reyelations will continue for the foreseeable future.’

The loss of capital and reduced stock ratings may force utilities and energy traders to pare
operations even further. Investment-grade credit ratings are essential to the integrity of the
trading operation, so reduced investor confidence and downgraded ratings could force some
companies entirely out of the market. The ensuing lowered trading volumes, lack of liquidity
in the market, and reduced number of counterparties could increase electricity price
volatility, says FERC's Wood.

The energy industry may have booted away an historic opportunity to remake an entire
sector of the American economy and lost an opportunity at great profit at the same time, but
it has no one to blame but itself. ’

The market has always dealt harshly with this degree of corruption-and always will. The
- Industry may soon face a shakeout among the largest electricity suppliers, as companies

retreat from riskier endeavqrs or disappear entirely because of positions staked out in the
halcyon years. - . ’

~Itis human nature to want to punish those who cheat and deceive us. For these reasons,
compariies that compete hard but fairly, while offering the best products or services at the
best prices, do best in a free economy. They know that ethics are everything. The textbooks
are full of examples of what happens when that lesson is forgotten. The recent energy

industry scandals have already added more case studies to MBA * programs everywhere.
More, I expect, will follow. ' ' ‘

Let's resolve to learn from these sordid episodes and get back to competing to see who
meets the market need for power and energy services best, and by our actions ensure that
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no one mistakes us for the bad actors who once plotted to dominate our ihdusfry.
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With billions of dollars of potential penalties at stake, turbine manufacturers have decided to
lead with a conciliatory stance, negotiating deals with power plant developers rather than
insisting that they pay penalties for the turbines they no longer need.

Manufacturers say they are willing to renegotiate deals because they do not want customers
to cancel contracts that wouid be far more lucrative in the long run through development,
service and replacement parts and upgrades than taking payment of penalties for contract
cancellations. Also, turbine makers don't want to push their customers to a competitor.,
Developers are reworking deals to lessen what could be a significant financial hit should
penalty clauses for cancelled equipment kick in. '

- The potential dollars under negotiation are staggering. According to a year-end 2001
estimate by Platts/RDI, publisher of Generation Week, some 90,000 MW of capacity has been
deferred or canceled in North America. That figure has only increased within the last two
months. Estimates are that the attendant turbine-generator sets needed to generate that
now deferred or canceled capacity are worth more than $ 10-billion. '

Over the past several years, the big players in the merchant energy industry bought up huge
numbers of turbines to ensure that they would have enough equipment on hand to build out
their development programs. Calpine Corp. bought or ordered at least 80 turbines in 2001.
Calpine placed the orders with GE Power Systems, Siemens Westinghouse and Toshiba for

delivery between 2002 and 2005.

-A 'PG&E National Energy Group bought 44 turbines, representing 13,700 MW, in 2001. Mirant --
Southern Energy Internationalat the time -- bought 55 turbines from General Electric. And
- Entergy spent $ 1.9-billon for 4,000 MW of GE turbines.

Now, many firms are backtracking on those same deals. In the past two months, several
merchant energy firms have canceled or deferred projects totaling 26,275 MW. Calpine had
planned-to have 70,000 MW in Operation, under construction or in development by 2005, but

put 34 projects totaling 15,100 MW on hold in February in response to poor market
conditions.

O

been finalizing agreements with equipment suppliers to adjust delivery timing

almivas lom
Gipifi€ Nas
d related payment schedules to reflect its revised development timetable.

-an
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.Calpine has cancelled 34 turbine orders, at a cost of around $ 161-million, and deferred 81
‘more turbines. The San Jose, Calif.-based firm said it would save around $ 3-billion in capital
expenditures, $ 1.2-billion in 2002 and $ 1.8-billion in 2003, as a result.

Commerzbank estimated that Calpine's capital expenditure prior to the latest announcement
was about $ 5-billion for 2002 and 2003, so that the turbine cancellations would cut that
total by more than half. ‘

The deferred turbine orders have been re-worked with GE Siemens and Toshiba to adjust the
timing of delivery and related payment schédules. Calpine said it would not incur any’
additional cash charges as a result of these revised arrangements.

Calpine now has 127 F-type gas turbines on order for delivery between 2002 and 2007. The

company said it would not rule out the possibility of further delivery rescheduling, if market
conditions required it. :

The turbine plans are just one part of a larger strategy by Calpine to reduce spending and to
raise liquidity through securing debt facilities and several asset sales. Calpine said March 12

that it had secured a new $ 1-billion credit facility and renewed a $ 400-million credit facility
(GW 3/20).

Other major developers have downsized their development plans. They will likely have to
follow Calpine's example and rely on turbine manufacturers to renegotiate contracts for
payment and delivery in order to avoid millions of dollars in fines.

Entergy Corp. has contracts for 15 General Electric turbines siated for delivery by 2005.
.Failure to take delivery would result in penalties tied to the contracts and credit facilities in
the $ 200-million to $ 250-million range. ' : '

If renegotiations fail, developers also are looking at taking delivery of units and warehousing

- . them until conditions improve, marketing the new machines and/or the sites where projects
were planned to others and, in some cases, possibly taking units planned for unregulated
projects and repowering existing plants in a regulated utility.

Whatever the method of coping with oversupply, equipment orders are rapidly slowing.
According to a recent J.P. Morgan report, worldwide orders for gas and steam turbines in

2002 will drop by 50,000 MW to 60,000 MW, equivalent to roughly 33% of 2001 volumes,
due to the U.S. the market slow down.

While the options are many, industry watchers agree that negotiating is the least painful
choice for all parties. "Manufacturers are bending over backwards to work with people so

they don't cancel ordérs,™ said a small, West Coast-based developer who requested
anonymity.

‘GE officials acknowledge that disgussions are under way with several clients to.save deals.
"In some cases, we are pushing orders out or turning dollars into service annuities or service

‘work; we're trying to accommodate our customers," said Dennis Murphy, spokesman for GE's
Power Systems Division in Atlanta. -

Turbines and attendant long-term service agreements are a major money maker for GE. Its

Power Systems Division, of which turbines are a major component, in 2001 was the parent's

second-largest source of both revenues and profits. Power Systems reported $ 20.2-billion in
- revenues in 2001 against $ 14.9-billion in 2000; and $ 5.2-billion in profits against $ 2.8-

billion in 2000.

" "The manufacturers are looking to delay terms, restructure deals with the solid clientele, the
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_ developers they.know will be there for a long time, the FPLs, the Dynegys, the Calpines, the

Mirants,” said Joseph Umberto, vice president of business development for the engineering-
construction firm Burns and Roe, Oradell, N.J. ‘

"They [manufacturers] know that when confidence is regained in the economy, when Enron
is finally out of the news, that things will happen [in the generation industry]." Still,
accommodate to GE doesn't mean capitulate, according to Donald O. Swenson, senior
consultant with Black & Veatch, Overland Park, Kan. '

"It all depends on how well the buyer can renegotiate its deal," Swenson said. "GE contracts

are pretty tight."
\

_ Some companies forego renegotiating deals, instead taking delivery on schedule and placing

units in cold storage, like Mirant Corp., which on Jan. 30, announced it was suspending
construction on two plants and warehousing turbines for two additional projects.

- Rather than warehouse for its own use at a later date, a company might consider selling its
. hew turbine to a domestic player, which might have an attractive site, but be short the

hardware, or even ship that equipment out of the country, possibly to Mexico, Canada,
Taiwan, or Brazil, Umberto said.

- Another option for developers with regulated utilities is to take the new units and repower an

existing facility -- provided the idea can get through the affected state's public utility
commission.

New Orleans-based Entergy's Chief Executive J. Wayne Leonard raised some eyebrows when

‘he told analysts one option for at least some of his company's 15 soon-to-be delivered

turbines was to repower facilities at regulated sites.

Leonard, sources <aid, hinted that Entergy was getting pressure from personnel at the

Louisiana Public Service Commission to make up capacity shortfalls by repowering rather
than buying power.

Earlier this year, Leonard admitted that with the large amount of merchant capacity under
construction in Entergy's territory, it might even prove more economic for the company to
purchase power rather than to repower units and place the units in ratebase.
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"Rate - i : - : o ' 4
Rate of interest in money and capital markets '

Federal Reserve System

Short-term or money market

Private securities

.Bank loans to business

Prime rate

" " Not seasonally adjusted

" Monthly

THE PRIME RATE IS A 7-DAY RATE WITH WEEKENDS AND HOLIDAYS
CONTAINING THE PRIOR BUSINESS DAY'S VALUE. THE DAILY PRIME N
IS5 THEREFORE MORE - SUITABLE FOR MANY PURPOSES.

01/1949 2.00
02/1949  2.00
03/1949  2.00
1 04/1949  2.00
05/1949  2.00
06/1949  2.00

107/1949  2.00 :
08/1949  2.00
09/1949  2.00 ,
10/1949  2.00
11/1949  2.00
112/1949  2.00
01/1950 2.00
02/1950  2.00
1 03/1950  2.00

04/1950 2.00

05/1950 2.00

06/1950 - 2.00

07/1950 2.00

08/1950 2.00

09/1950 2.08

10/1950 2.25

11/1950 2.25

12/1950 2.25

01/1951 2.44 \
02/1951 2.50 :

03/1951 2.50

04/1951 2.50

05/1951 2.50

06/1951 2.50

07/1951 2.50

08/1951 2.50

09/1951  2.50

10/1951 2.62

11/1951  2.75

12/1951 2.85 :
01/1952  3.00 !
02/1952  3.00 '
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".03/1997  8.30
04/1997 8.50

05/1997 8.50
‘06/1997 8.50
07/1997 8.50

08/1997 8.50
. 09/1997 8.50

10/1997 8.50

11/1997 8.50 ' o
~'12/1997 8.50 B

01/1998 8.50
02/1998 8.50
03/1998 8.50
04/1998 . 8.50
05/1998 8.50
06/1998 8.50
07/1998 . 8.50
08/1998 8.50
09/1998 8.49
'10/1%98 8.12
- 11/1998  7.89
12/1998 7.75
- 01/1999  7.75
02/1999 7.75
03/1999 7.75
04/1999 - 7.75
0571989 7.75
06/1999 7.75
07/1999 8.00
08/1999 8.06
09/1999 8.25
10/1999 8.25
-11/1999  8.37
12/1999 8.50
01/2000. 8.50
02/2000 8.73
'03/2000 8.83
04/2000 9.00
05/2000 9.24
06/2000 9.50
07/2000 9.50
08/2000 9.50
09/2000 9.50
10/2000 9.50
11/2000 9.50
©12/2000 9.50
01/2001 9.05 .
02/2001 8.50
- 03/2001 8.32
04/2001 7.80
05/2001 7.24
06/2001 6.98
07/2001 6.75
08/2001 6.67
- 09/2001 6.28
10/2001 5.53

11/2001 5.10
12/2001 4.84

0172002 4.75 ’ !
0272002 4.75 '
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03/2002
04/2002
105/2002
06/2002
07/2002
08/2002
 09/2002
10/2002
11/2002
12/2002
01/2003
02/2003
03/2003
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4.75
4.75
4.75
4.75
4.75
4.75
4.75
4.75
4.35
4.25
4.25
4.25
4.25
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