Commonwealth of Massachusetts

Office of Consumer Affairs and Business Regulation

Market Monitor 2000
A Report by the Division of Energy Resources

An Annual Report to the Great and General Court on the
Status of Restructured Electricity Markets in Massachusetts

February 2002

Jane Swift Jennifer Davis Carey
Governor Director of Consumer Affairs
and Business Regulation

David L. O’Connor
Commissioner of Energy Resources



ACKNOWLEDGEMENTS

The Division of Energy Resources’ Market Development Team prepared this report under the
direction of team leader Joanne McBrien. Readers may obtain specific information concerning
the report from the Division at 617-727-4732.

The following individuals made primary analytical contributions:
Alvaro Pereira, Lou Sahlu, Michelle Moseley = Retail Prices and Price Disparities

Cliff Sullivan Retail Competitive Markets
Michael Swider Wholesale Competitive Markets
Zazy Atallah Electricity Demand

Production assistance coordinated by Jean Cummiskey and Karin Pisiewski.

Please feel free to convey to the contributors listed above your reaction to this report and your
thoughts with respect to future annual electric price, disparity and reliability reports.

This report is also posted on DOER’s website at http://www.mass.gov/doer.



TABLE OF CONTENTS

EXECUTIVE SUMMARY ..uucouiininneininsnissenssesssnssssssssssisssssssssssssssssssssssssssssssssssssssssssssssssssssssssss vii
INTRODUCGTION ..ccouuiiuiesnisensrecssessesssecssissasssessssssssssessssssssssesssssssssssssssssssssssssssssssssssssssssssasssassss xii
ICHAPTER I: RESTRUCTURING PROGRESS.......c.ccceeosuesnsuessssuesssnsssssnness 1]
Consumers Save 0N EICCIIICIEY .....coouvuiiieiuiiieeeeiiieeeeiieeeeeeeeeeeeeeeeeeeeeeeeee e eeeaeeeeenns 1
Retail Prices Increase Less than Inflation ...........coceeiiiiiiiiiiiiiiniiiieee 2
Prices Lower than Pre-Restructuring and Lowest in New England..............ccccccvveveennnnn...... 2
Cape Light Compact is First Municipal Ag@regation ................ooeeeeeeveeeeeeeeeeeeeeeeeeeeeeeeeeeeenenenns 2
New England Increases POWET CapacCIty..........cciivveeeuneiiiieiiiiieiiiiiieeeeeieeeiieieeeeeesesieenneeeeessenns 3
System Reliability Improves for Peak Demand Days..........coooovuvvviiiiiiiiiocieiiiiiiiiiieiineenne, 4
(Generation OWNership DIVEISITICS ......cccuveeeuiieeiiieeiieeeiieeeieeeeeeee e 6
Fuel Mix Remains Diverse for Electricity Generation.............cc.ueeevveeeveeeiveeeenveeerveeeveeennnen. 7
Massachusetts Avoids California’s Electricity Problems ..o 8
CONCLUSTON ...ttt ettt e st et e et e st e eteensesstenseessesseentesnsesseenseaneeseenseeneenns 10
CHAPTER II: PRICES AND PRICE DISPARITIES ........ccovinnirnreinsnnssnnsssecsssssssssssasossessns 11
A. RETAIL PRICES & PRICE DISPARITIES.......cevinrrninsuinrerssensaissensessanssassesssssssssssssans 12
Default Generation Rates INCrEase.........cocuieviiiiieiiieiie ettt 13
Standard Offer and Default Service Rates Uncoupled..........cceeveveieiiieiiiieeiiieeieeiee e 14
Price Disparity by Customer Class Increases Among LDCs ........ccccoceeveriieniininieneeniennne 15
Massachusetts Electricity Prices Remain High Compared to the United State ................... 16
B. WHOLESALE PRICES .....coiiiiininnecsnicsnnsenssecssissssssesssessssssssssssssssssssssssssssssssssssssssssssssns 18
Average Monthly ECP Rises 37 PEercent.........ccccoevvveeiiiieniiieciee et 18
Record High Price Spike Leads to Price Volatility........c.cccoeriiiiiieniieiiiiieciieieeceeees 19
High Natural Gas Costs Increase Wholesale Generation Prices.........ccccoecveeveveencieencieeennnen. 19
Price Volatility Increases Reliance on the Spot Market...........ccccooeviiiiniiniiininiiiene 20
Spot Market Transactions INCIEASE ........ccueeecuiiieiieeiiie ettt e eeeeeeesaee e 21
CONCLUSION ...ttt sttt ettt sttt et b ettt sb e bt et e ebe et eatesbee bt estesaeenees 22
CHAPTER III: THE RETAIL COMPETITIVE MARKET.......ccceecenvernuinrunsrensessanssessacsnnes 23
A. CUSTOMER MIGRATION ...cuciruicseisrensuecsenssncssecssessasssncssssassssssssssasssssssssssssssssssssassssssassans 23
StANAATd OFFET ...ttt et 23
TOLAL ..ttt b et b et h et et sh ettt ae et 23
Competitive Supply Customers and Consumption Dwindle............ccceeveiieniiiencieencieee. 24
Default Service Customers and Consumption Grow Substantially ...........ccccceeevierieriiennens 25
B. COMPETITIVE SUPPLIERS ......coiiiiininnuisensaissnissesssisssssssssassssssssssssssasssssssssssssssssssssass 25
Competitive Suppliers Withdraw from the Market.............cccoviiiiiiiiiiiinnieceeeeee 25
One Retail Supplier Expands its Retail Market Base...........ccccceeeiiiiiiieiiiieccieciee e, 26
CONCLUSION ...ttt ettt sttt et a ettt sb e bt et e sb e et et e sbe e bt estesaeenees 26
CHAPTER IV: MARKET DEVELOPMENTS .....ccovinvininsensensnissanssessanssssssessssssassssssssssssssess 27
A. RETAIL MARKET BARRIERS AND INITIATIVES TO OVERCOME THEM.......... 27
Customers Need Appropriate Price Signals for Cost of Default Service..........ccccveeeveeneen. 27



Standard Offer Service Prices Need to Reflect Extraordinary Fuel Costs...........ccccuvennenee. 28
Competitive Services for Metering, Billing and Information Services

Need to Be EXAMINEd .....cc.oovuiiiiiiiiiiiiiiiiieeeeetee ettt s 29
Distribution Companies Costs Need to be Reduced, But Reliability Maintained ................ 31
B. WHOLESALE MARKET BARRIERS AND INITIATIVES TO OVERCOME THEM
End-Use Customers Need a Voice in Wholesale Market Changes...........cccccocvveeviveeineennnen. 33
Wholesale Market Flaws Need Corrections and Market Participants Need More Certainty
About the Rule Changes..........cc.ooouiiiiiiiiiie ettt et e saeeeevee s 33
Consumers Need to See Future and Real-Time Cost of Energy Consumption and the
Financial Benefit of Responding to Price Signals..........cccccuveeiiieiiiieniiicciie e 35
CONCLUSION ...ttt ettt sttt e b ettt sbe ettt e sbe e bt et e sbee bt eatesaeenees 39
CHAPTER V: ELECTRICITY DEMAND .....ccocieiiirinninsensessaissasssessasssssssssssssssssssssassssssasssssss 40
A. OVERVIEW OF DEMAND ....cuciniinininsnicsensnsssicsssssesssessssssesssssssssssssssssssssssssssssssssssssssassane 40
Massachusetts’ Electricity Demand Differs from United States’ Demand........................... 40
B. DEMAND BY SECTOR ......uitiiiirtinnicseisecssissesssecssissssssessssssssssssssssssssssssssssssssssssssssssans 43
Massachusetts’ Electricity Demand Lags New England’s and that of the United States .....43
C. MASSACHUSETTS’ ELECTRICITY DEMAND .....uconieninsensnncsacssecssecssessesssecsassssssecssses 44
Local Distribution Companies Deliver Most of Massachusetts’ Electricity, but
Customer Bases Differ Among Distribution COmMpanies.............cecueerveerieerieeieeneenveenneennns 44
D. PEAK DEMAND ....uucoviiiininsnnsesssissensesssssssssasssssssssssssssssssssssssssssssssssssssssssasssssssssssssssssssssaes 45
Peak Demands and Load Factors Vary by Sectors (rate class) and Other Conditions.......... 45
(010003 518 (0 ) ST SR 51
OUTLOOK FOR 2001 ....cuuiiviisuecseissecsecsaessenssncssnssasssesssssssssssssssssssssasssssssssssssssssassssssasssssssassssssas 52
APPENDIX c.cctiiuiiiininsinseissenssissssssesssesssnssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssess A-1

vi



TABLES

1 Savings from Mandated Rate Reductions, 1998-2000 ...........cccceoverieeiiienieeiieiieneenns 1
2 Average Prices for Local Distribution and Municipal Electric Companies ................. 2
3 New England 2000 Capacity Additions...........cceeeeveeeeeieicieeiiee e eeeeeesveeeeeeeseee e 3
4 New England Summer Capacity and Peak Load OVerview .........c.cccocceevvevveennenneenne. 5
5 OP 4 Events, 1991-2000 ......c..ccceririminiienienienenieniesteseeste ettt 6
6 Price per kWh for Massachusetts Electric Companies, 2000 vs. 1999....................... 12
7 Comparison of Distribution Company & Municipal Company Prices....................... 13
8 Residential Customer R-1 Rate Structures, 2000 ...........ooooiiiiiiiniiiieeeeeieeiieeeeeeeen 14
9 2000 and 1999 Price Levels for Distribution Companies (cents/kWh) ...................... 15
10 2000 & 1999 Price Disparity Among Distribution Companies (cents/kWh) ............. 16
11 Peak Load Demand on May 8th ..........ccccoeiiiiiiiiienieeeceeeeeee e 19
12 Distribution Company CUSIOMETS ..........ccccveereurieririrerreeesreeessreeeseeesseeesseesssseessseeens 23
13 DTE Metering and Billing Services Defined..........ccccoceeveiiiiciiiiiciiiiieceeeeeeeees 30
14 Electricity Demand as a Percent of Total Electricity Demand............c.cccooceeviennnenne. 41
15 Population & Per Capita Energy Consumption, 1990-2000............ccceeeeveeecireeennens 41
16 Location Quotients-Massachusetts, 2000 ..........cccceoeevriieiiiiiieeeeiieee e e 42
17 GRP/kWh, Massachusetts and U.S. 1990, 2000............cccooveiiiiiiieeiiiiiiieeeeee e 43
18 Average Annual Growth Rate of Electricity Demand by Sectors, 1990-2000........... 43
19 Composition of Massachusetts Demand, 2000............cceeoveviiienieniieeiienie e 44
20 Massachusetts Demand by LDC & Customer Group, 20001 ..........ccccceeveerieeeeenneenne. 45
21 Residential Load FACLOTS ........cccuieiiieiiiiiieie e 46
22 Small Commercial and Industrial and Streetlighting Demand Load Factors.............. 48
23 Industrial Load FACtOrS ......ccoviiiiiiiiiiiiieeece e 50
FIGURES
1 New England Retail Electricity Prices by State.........cccocveveiiiiiiiiiciiieciieeieeeieeeieees 2
2 New Massachusetts POWer Plants...........cccovciveiiieriiiiieeiiese e 4
3 New England Summer Capacity and Peak Load OVerview ...........cccocceevvvevieenveenenne. 5
4 New England Summer Capacity OWNership. ........cccceeceevienieniieeiienieeeesee e 6
5 New England Electric Generation Capacity Mix, 2000...........cccceevrerieerieereeneeesieennes 7
6 New England Electric Generation Fuel Mix, 2000............cccooierieniiienienieeeesieeeenne 8
7 Wholesale Versus Retail Prices in 2000...........cooverieriiiinieniienieieeieeieesee e 12
8 2000 Average Overall Electricity Prices by State (cents/kWh)........c.cccccvvveevvieennenns 17
9 Historical Electricity Prices for all Customer Sectors: MA, New England &

TRE INALIOM ..ttt ettt sat e et e sbe e sateebeebeesineeas 17
10 Weighted Average Wholesale Spot Market Price .........cccovevciiiiiiiiiniieeieeeieeeees 18
11 Wholesale Electricity and Natural Gas Cost..........cccveeverriierieniieenieeieeee e 20
12 Peak Hour Electricity Price MOVEMENLt .........cceevieriieiieiieeieeieesee e 21
13 New England Wholesale Energy Purchases (1999-2000) .........cccccoeeeiveveencieesieennenns 22
14 Composition of Distribution Company Sales (kWh): December 2000...................... 24
15 July 2000 R-1 L0ad CUIVES ....eevvieeiiieiiesiieeie ettt ettt sae e e nnee e 47
16 January 2000 R-4 L0ad CUIVES .....c.eeeeeuiiieiiieeiieeeieeeie e et e eveeeireeenveeessveesnnee e 47
17 January 2000 G-1 Load CUIVES ....ccuveeecuiiieiiieeiieeieeeiteeeieeeireeeeveesreeessseeesneesnneeenes 49
18 January and July 2000 S-O Load CUIVES........ccveeriieeiiieeiieerieeevee e eree e e eenee e 49
19 January 2000 G-2 L0Ad CUIVES ....ccuveieuiieeiiieeiieeeieeeiteeeieeesereeeeeeeeseeessseeesneesnsneenns 50
20 January 2000 G-3 LOAd CUIVES ....ccuveeeeeiiieiiieeiieeeieeeiteeeieeeeereeesveesreeessseessneesnsneenns 51

vil



EXECUTIVE SUMMARY

With the passage of the Electric Industry Restructuring Act (the Act) in 1997, Massachusetts set out
on an historic mission to use competitive market forces to reduce prices and provide customers with
choice of their retail electricity supplier. The year 2000 marked the third year of electric industry
restructuring in Massachusetts. Thus far, the results have been positive, though issues and challenges
remain. For example, Massachusetts’ electric customers have saved $1.7 billion through the
transitional rate reductions mandated by the Act. However, wholesale market price volatility and
uncertainty about market rule changes left retail competitive suppliers unsure of what strategies to
pursue in Massachusetts. Several market initiatives need to be implemented to overcome market
barriers and alleviate problems preventing a more competitive, robust wholesale and retail market.
In this Executive Summary, the Division of Energy Resources outlines the highlights and significant
events of 2000.

The Act requires the Division of Energy Resources (DOER) to monitor the changes in the electric
industry each year. As prescribed by the Legislature, DOER reports on electricity prices and price
disparities, competitive market developments, and electric system reliability (M.G.L. ¢ 25A §§ 7,
11D, 11E). Below are the major findings for calendar year 2000.

2000 HIGHLIGHTS

1. Consumers Saved $775 Million in 2000.

As mandated by the Act, each local distribution company met the required fifteen percent rate
reduction by September 1999. These reductions provided continuing savings to Massachusetts
customers in 2000, even with inflation pressures. In 2000, customers saved $775 million over pre-
restructuring rates. Residential customers saved $292 million, commercial customers $362 million,
industrial customers $112 million, and other customers saved $9 million. When added to savings
realized since March 1998, total savings are almost $1.7 billion.

2. Cape Light Compact Became First Approved Municipal Aggregation.

The Act allows municipalities to aggregate electricity purchases for their public buildings and
interested electricity customers, including residential, commercial, and industrial customers. In
2000, the Cape Light Compact’s plan was the first municipal aggregation plan approved by the
Department of Telecommunication and Energy. The Cape Light Compact consists of 21 towns on
Cape Cod, Barnstable County and Martha’s Vineyard, representing approximately 185,000
customers. Using an aggregation approach to consolidate energy purchases into larger buying blocks
will help many small consumers obtain lower prices and help suppliers reduce marketing and
education costs.

3. New England Increased Power Capacity.

New England’s electric generation capacity increased significantly in 2000, adding 1,466 megawatts
at six new power plants. In Massachusetts, power plant development has been vibrant, in part, driven
by a liberalization of power plant siting procedures. The restructuring legislation made it easier for
merchant generation companies to enter the state. Maintaining sufficient generation capacity is
critical for the electric system’s reliability.
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4. Massachusetts Avoided California’s Electricity Problems.

During 2000, California confronted unprecedented electricity shortages, wholesale price spikes and a
financial crisis among its electric distribution companies. Despite years of dramatically increasing
demand for electricity, no new power plants were built in California after 1990. Instead, the state
relied on electricity imports from adjacent states. New England avoided similar problems for several
reasons. New England states, particularly Massachusetts, fostered a more stable and competitive
electric marketplace, which encouraged developers to build new power plants and the natural gas
pipelines necessary to supply fuel to the plants. Furthermore, Massachusetts encouraged utilities to
divest generation assets and allowed its utilities to determine how best to buy power for their
standard offer and default service consumers.

5. Wholesale Prices Exceeded Retail Prices.

The nationwide increase in the cost of natural gas in 2000 contributed to higher wholesale electricity
prices. In New England, the monthly weighted-average price of wholesale electricity was $46.15
per megawatt-hour in 2000, a 37 percent rise over the 1999 monthly average price of $33.78. At the
same time generation prices rose in the wholesale market, retail market generation prices for standard
offer and default services barely increased. For most of 2000, the weighted-average of these prices
was $41 per megawatt-hour.

6. Competitive Suppliers Withdrew From the Market.

During the first two years of restructuring, Massachusetts experienced an immature yet promising
retail competitive market with a handful of retail competitive suppliers selling electricity. The
number of competitive choices declined in 2000, although a few competitive suppliers continued
doing business in the state. Contributing substantially to the contraction of the retail market was the
fact that regulated generation prices (in retail rates) were lower than wholesale electricity generation
prices.

7. Default Service Customers and Consumption Grew Substantially.

As competitive suppliers withdrew from the market or curtailed enrollment of new customers, the
number of competitive supply customers fell from 9,471 to 5,682, during 2000. Default service
customers represented 19.6 percent of total customers at the start of 2000, and 13 percent of
electricity consumption. However, the number of default service customers grew each month. By
December 2000, their number grew to 25 percent of total customers and their consumption grew to
20 percent of total demand.

8. Standard Offer and Default Service Rates Were Uncoupled.

During 2000, the utilities’ costs for default service contracts increased, due to higher electric
generation prices. As a result, default service was priced below cost. Under this condition,
competitive suppliers could not sustain their retail offerings to beat default service prices. To
compound the problem, the utilities saw the number of default service customers increase. As a
result, utilities deferred the cost difference (known as deferrals) for default service and the deferrals
grew. In 2000, the Department of Telecommunications and Energy allowed utilities to uncouple
standard offer and default service rates and base the default service price on market-based costs.
(Default service had been priced the same as standard offer service.)
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9. New England Forms A Regional Transmission Organization (RTO) Plan.

In 2000, the Federal Energy Regulatory Commission (FERC) called for the creation of Regional
Transmission Organizations (RTOs) in FERC Order 2000. They believed that large RTOs would
foster wholesale market development, provide increased reliability and ultimately result in lower
wholesale electricity prices. Even before Order 2000 was issued, New England already met many of
the required characteristics and functions of a RTO. New England has the only competitive power
pool in the United States with the characteristics of an interstate power pool where incumbent
utilities have ceded control over the energy markets. Nonetheless, New England electric industry
participants collaborated throughout the year to propose changes needed to satisfy all of FERC’s
RTO required characteristics and functions.

2000 MARKET MONITOR REPORT FOCUS

This is DOER’s third annual assessment of electric restructuring progress in Massachusetts. It
includes a discussion of electricity price and price disparities for each customer sector in
Massachusetts. DOER closely examines the retail effects of high wholesale prices and low retail
prices, and provides an overview of the resulting changes in customer migration on standard offer,
default service, and competitive supply. The report highlights initiatives and regulatory actions taken
to address and eliminate market barriers to competition at both the retail and wholesale levels. In
addition, DOER presents an analysis of electricity demand in Massachusetts, New England, and the
United States.

REPORT OUTLINE

Chapter I introduces the restructuring success stories that occurred during this year’s transition
toward more competitive markets.

Chapter II includes a review of wholesale electricity prices, overall retail prices, and regulated
standard offer and default service generation prices. Price information shows that the companies
continued to meet the mandated rate reductions and retail prices rose less than the rate of inflation.
This chapter also places the Massachusetts retail prices within the context of the United States.

Chapter III provides a review of the retail customer migration in 2000. Data collected by DOER is
presented to show how customers moved among standard offer, default service and competitive
supply. This chapter provides an account of competitive suppliers’ withdrawal from the market in
2000.

Chapter IV identifies retail and wholesale market barriers, and initiatives undertaken to overcome
them. In this chapter, attention is given to changes in the acquisition and price of default service.
Another section focuses on the need to examine whether or not some electric distribution companies’
services such as metering and billing should be provided through the competitive market. Other
issues include reducing distribution companies’ cost while maintaining reliability; changes in
wholesale market rules and design; and New England’s proposal to create a Regional Transmission
Organization.



Chapter V presents, for the first time in DOER’s Market Monitor reports, an analysis of electricity
demand. This evaluation presents the differences between the Massachusetts, New England and
United States electricity markets. It also highlights the variations in electricity consumption among
various sectors —residential, commercial, and industrial. The demand analysis illustrates what load
profiles are attractive to marketers.
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INTRODUCTION

This report reviews and analyzes electric restructuring activities during calendar yeﬁr 2000, year
three in the implementation of Massachusetts’ Electric Restructuring Act (the Act).~ Passed in 1997,
implementation of the Act began in March 1998. The original proponents of this complex and far-
reaching reform suggested a timeframe of seven years for full implementation. The Act directs the
Massachusetts Division of Energy Resources (DOER) to report annually on the progress of
restructuring. To that end, the Market Monitor 2000 report is the third such report.

Energy events in California last year underscore the importance of continuing to monitor our
restructuring efforts in Massachusetts. Though not the primary focus of this report, significant
differences between Massachusetts’ and California’s restructuring processes are offered as the
context for the Market Monitor 2000.

Despite years of dramatically increasing demand for electricity, no new power plants (capacity) were
built in California since 1990. Instead, the state relied on power imports from adjacent states. These
states also saw electricity demand grow quickly, reducing their ability to export power to California.
Last winter, natural gas prices increased dramatically nationwide, driving wholesale electricity prices
even higher. Problems resulting from capacity shortages were also compounded by high electricity
demand during one of the hottest summers on record. By year-end, California faced “rolling
blackouts” and few short-term solutions.

California’s problems reflect weak energy policy decisions, bad weather and serious financial
difficulties. In contrast to California, Massachusetts and New England witnessed a dramatic increase
in new power plant construction, resulting in a 12% increase in regional power supplies for the year,
almost six times the annual increase in demand. Massachusetts’ restructuring process provided
fertile territory for this new plant development in several ways. As restructuring began, incumbent
local distribution companies (LDCs) sold existing plants to new competitors, thereby reducing
concerns that LDCs would continue to control the power market. Also, the permitting process for
new plants was streamlined. The resulting increase in power plants is the fundamental reason why
Massachusetts is unlikely to see reliability problems or exploding wholesale prices, like California.

In addition, Massachusetts LDCs are allowed to enter into long-term electricity contracts to supply
their customers rather than remain restricted to short-term “spot” purchases, as was the case in
California. This provides Massachusetts’ customers with greater stability in wholesale prices and
supports several of the goals of restructuring.

The primary goals of restructuring in Massachusetts are lower prices for all customers, choice among
competitive suppliers, improved air quality and increased fuel diversity. The law embraces a
competitive market model to achieve these goals, while transitioning away from a regulated
monopoly model. As highlighted in the Market Monitor 1998 and 1999 reports, considerable
achievements occurred during the first two years. These include:

" Chapter 164 of the Acts of 1997: An Act Relative to Restructuring the Electric Utility Industry in the Commonwealth,
Regulating the Provision of Electricity and Other Service, And Promoting Enhanced Consumer Protection Therein
[hereinafter the Act].
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e Mandated rate reductions saved retail consumers almost $1 billion on their electric bills.

e Vertically integrated utility companies sold power generation assets over book value, using the
proceeds to reduce “stranded costs.”

e Distribution companies merged, realizing cost efficiencies through economies of scale.

e New power plants were built in Massachusetts and New England, enhancing reliability and
wholesale competition.

e Redesigned wholesale electricity markets opened, rectifying many market imperfections and
identifying others to be addressed. Wholesale market participants continue to work on the
remaining market flaws.

Unfortunately, New England’s wholesale markets stability was not sustained during 2000 and
wholesale electricity costs rose. In December 2000, the Department of Telecommunications and
Energy (DTE) allowed some of these costs to be passed on to consumers as DTE approved retail
price increases, which had been dropping steadily for two and a half years. The price increases are
directly attributed to electric generation fuel cost increases. Most Massachusetts LDCs’ power
contracts include provisions allowing suppliers to pass along extreme fuel price increases.

During 2000, natural gas prices throughout the United States increased more than four-fold, as did
other fuels used to generate electricity. Given the extraordinary fuel price increases, most
competitive suppliers were unable to purchase wholesale power at enough of a discount to compete
with incumbent LDCs’ low standard offer and default service rates, which had not yet incorporated
the increased wholesale costs. Many competitive suppliers could not sustain their retail offerings and
withdrew from serving retail customers. Some suppliers focused their efforts only on large industrial
customers and aggregations of commercial and institutional customers.

Further discussion on these issues can be found in the body of this report. Though this report
presents a snapshot of year 2000, it should be noted that the full promise of restructuring in
Massachusetts, though not far off, requires continued and deliberate attention to a host of issues,
including:

Maintaining and improving power system reliability.

Keeping proposed new power plants and natural gas pipelines on schedule.

Increasing the use of renewable energy.

Further refining of wholesale power markets.

Upgrading of power transmission systems.

Protecting customers against price and supply problems.

Maintaining and strengthening energy efficiency and peak demand reduction programs.
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CHAPTER I: RESTRUCTURING PROGRESS

While a robust competitive retail market did not emerge in 2000, restructuring delivered several
benefits. Mandated rate reductions provided continuing savings to customers, even with fuel
adjustment charges and inflation pressures. Given the rate reductions, overall electricity prices in
Massachusetts remained among the lowest in New England. An aggregation plan was approved for
twenty-two Cape Cod communities and Martha’s Vineyard, which holds promise of added savings
for the aggregation’s customers.

The addition of new power plants helped meet New England’s increasing electricity demand. With
this growth in electric generation capacity, the region was able to maintain wholesale electric
reliability even during peak demand days. The substantial increase in new power plants was one of
the fundamental reasons why New England did not suffer from the reliability problems that
California experienced, starting in 2000. This chapter highlights those and other restructuring
success stories that occurred during this year’s transition toward more competitive markets.

Consumers Save on Electricity

Consumers saved $775 million in 2000 for total savings of almost $1.7 billion since March 1998. At
the outset of restructuring, Massachusetts investor-owned distribution companies were required to
reduca standard offer rates for each customer class at least 15 percent on or before September 1,
1999.% These reductions only applied to standard offer rates. Given that default service rates were
equal to standard offer rates until December 2000, default service customers also benefited from rate
reductions for most of the same time period. Table 1 presents cumulative savings attributed to the
mandated rate reductions from March 1998-December 2000.

Table 1: Savings from Mandated Rate Reductions, 1998-2000

Millions of Dollars
Residential Commercial Industrial Other All Customers

Mar-Dec 98 142 160 9 R¥[
Jan-Aug 99 120 135 52 7 314
Sep-Dec 99 101 39 5 235
Jan-Dec 00 292 362 112 9 775
Totals, All 758 268 30 1,700
Years

Net Savings* 638 754 262 29.9 1,684

Source: DOER, 1998-1999 Market Monitors; U.S. DOE/EIA, “Electric Power Annual,
2000”; Bureau of Labor Statistics
* Includes Default Service Price increases in December 2000.

? The Act required a 10 percent rate reduction from August 1997 rates on standard offer customers bills in March 1998
and an additional 5 percent on or before September 1, 1999. However, the Act allowed companies to adjust rates for
inflation from the August 1997 rates or another date determined by DTE as representative of 1997 rates for a company.



Retail Prices Increase Less than Inflation

Statewide retail electricity prices increased about 2 percent (ﬁ/er 1999 prices (Table 2). This
compares to an overall rate of inflation of about 3.4 percent.” Hence, prices actually decreased in
real terms. Much of this change is likely explained by the LDCs’ inflation adjustments to their rates,
which are permitted under the Act. Municipal utilities’ pﬂces reflected similar increases, while
remaining slightly lower than distribution company rates.

Table 2: Average Prices for Local Distribution and Municipal Electric Companies

2000 1999
Utility Type (cents/kWh)  (cents/kWh)  Percent Change

Distribution Companies 9.1
Municipal Companies 9.0
Entire State 9.1

Sources: U.S. DOE/EIA, “Electric Power Annual, 2000”; Municipal Utilities Annual
Reports to Massachusetts Department of Telecommunications and Energy

Prices Lower than Pre-Restructuring and Lowest in New England

In 2000, Massachusetts
reversed its declining retail
electricity price path from
previous years. Although the

Figure 1: New England Retail Electricity Prices by
State

Massachusetts LDC average 15 . _
electricity price increased in 11 —— CoTlnectlcut
2000 over the 1999 level, the £ 105 - Maine

9.3 cents per kilowatt hour < 40 | —&—Massachusetts
(kWh) price was less than the T 951 a New Hampshire
pre-restructuring (1997) 10.5 ° 9 —*—Rhode Island
cents per kWh price. Also, 85 —@— Vermont
despite the increase, 8 : : : : ‘ ‘ ‘

Massachusetts’ average price 1994 1995 1996 1997 1998 1999 2000

in 2000 remained the lowest

(same as CT’s price) in New Source: U.S. DOE/EIA, “Electric Power Annual, 2000”

England (Figure 1).
Cape Light Compact is First Municipal Aggregation

The Act allows municipalities to aggregate electricity purchases for their public buildings and
interested electricity customers in all classes, including residential, commercial and industrial

* Consumer Price Index-Northeast Urban, Bureau of Labor Statistics.

* Seven investor-owned local distribution companies (LDCs) served Massachusetts customers —Boston Edison,
Cambridge Electric, Commonwealth Electric, Fitchburg Gas and Electric Light, Massachusetts Electric, Nantucket
Electric, and Western Massachusetts Electric during 2000—and 40 publicly owned municipal utilities, all with distinct
service areas. In May of 2000, National Grid, USA purchased Eastern Edison and merged it into Massachusetts Electric’s
territory.



customers. Municipalities can also E]ct jointly with other municipalities to consolidate their energy
purchases into larger buying blocks.™ Using such an approach can help many small consumers obtain
lower prices and help suppliers reduce marketing and education costs. In 2000, two municipal
aggregators consulted with DOER and presented municipal aggregation plans to the DTE for
approval — the Cape Light Compact and the unified plan of the Cities of Haverhill and Easthampton.

In August 2000, the DTE approved the Cape Light Compact’s plan.IZI Based on a two-year
competitive solicitation process, the Compact chose Select Energy as the competitive supplier for
their Power Supply Program. Under the Power Supply Program schedule, consumers will be
phased-in to the program. Large commercial/industrial and municipal accounts will be first,
followed by additional municipal accounts, small commercial customers, and finally residential
customers. The Plan allows Select Energy to delay the date on which the first group of customers
receives generation service, if the market is not conducive to savings. However, once service is
initiated for the first group, all customers must be phased in within a 24 month period. Under its
Consumer Education Plan, the Compact will provide 60-day advance notice to electric consumers in
its service area prior to the phase-in date for each customer class. It should be noted that under the
Act, consumers are allowed to “opt-out” of an aggregation.

El

New England Increases Power Capacity

New England’s electric generation capacity increased significantly in 2000, adding 1,466 megawatts
at six new power plants (Table 3).

Table 3: New England 2000 Capacity Additions

Summer
Unit Name State Fuel Capacity Date
(MWS)
Maine Independence Gas 470 5/1/2000
Berkshire Power Gas 267 6/19/2000
Tiverton Power Gas 256 8/18/2000
Rumford Power Gas 266 10/16/2000
Androscoggin #3 Gas 38 12/28/2000
Bucksport Energy Gas 169 1/1/2001

1,466

Total New Generation
Source: ISO-NE

*M.G.L. c. 164, § 134 (a) authorizes any municipality or any group of municipalities acting together within the
commonwealth to aggregate the electrical load of interested electricity consumers within its boundaries; provided;
however, that the load is not served by a municipal lighting plant. Upon approval by its local governing entity, a
municipality or group of municipalities may develop such an aggregation plan in consultation with DOER, providing
detailed information to consumers on the process and consequences of the aggregation. M.G.L. c.134 (b) requires that a
municipal aggregation plan provide for universal access, reliability, and equitable treatment of all classes of customers and
meet any requirements established by law of the DTE concerning aggregated service.

% DTE remanded the plan for the Cities of Haverhill and Easthampton for further improvements.

" DTE-00-47. The Cape Light Compact is a municipal aggregation of 21 geographically contiguous

towns on Cape Cod, Martha’s Vineyard representing Barnstable and Dukes counties, representing approximately 185,000
customers.



Power plant development in Massachusetts has been vibrant, in part, driven by a liberalization of
power plant siting procedures. The restructuring legislation has made it easier for merchant
generation companies to enter the state. Figure 2 shows the locations of new and proposed power
plants.

Figure 2: New Massachusetts Power Plants

the Mew Mystic Skation
My, Sthe Fore River Stakion

Betshire POy .
In-service or Under
Construction

Milford Power
ArP Bellinghan
aMP Blackstare

u Approved, Not
Built

Dartrmouth Power *

Source: ISO-NE

System Reliability Improves for Peak Demand Days

Maintaining sufficient generation fuel diversity and generation capacity is critical for the electric
system’s stability. Two events in 2000 kept New England’s capacity margins higher than the
previous two years’ margins. First, more generation was added to the region, as mentioned above.
Second, despite continued economic growth in the region, summer demand did not reach forecasted
levels, due to a cooler summer. The actbal peak load of 21,912 MW for 2000 was 2.9 percent less
than the 1999 peak load of 22,544 MW.

Based on new capacity and peak load assumptions, the Independent System Operator of New
England (ISO-NE) forecasts that capacity margins should continue to increase in future years. Figure
3 and Table 4 show actual and forecasted summer capacity, the weather-adjusted peak load, and
capacity margins by year (1998-2004). As shown, the generation capacity reserve margin was 2,337
MWs in 2000, or about 10 percent of the load. The margin climbs to over 32 percent in 2002,
assuming proposed power plants are built and come online as scheduled.

¥ For planning purposes the ISO-NE considers the “adjusted” peak load, which represents weather-normalized demand.
Weather normalized load demand is a better gauge of capacity margin because the system must be planned to meet normal
demand, and not demand caused by unusual weather patterns.



Figure 3: New England Summer Capacity and Peak Load Overview
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Table 4: New England Summer Capacity and Peak Load Overview
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Historically, New England has benefited by having more generating capacity than is required to meet
electricity demand and still maintain ggserves. The ISO-NE is charged with the reliable operation of
the New England bulk power system.” To accomplish this objective, ISO-NE and the New England
Power Pool (NEPOOL) adhere to national and regional reliability criteria. Reliable operations
require that sufficient electricity be generated and moved through the bulk power system to satisfy
consumer demand and maintain sufficient reserve margins. Margins are maintained so that a failure
of generation or transmission does not cause interruptions in service to customers.

However, there are times when available capacity is insufficient to meet customer demand, reserve
requirements, and maintain adequate reserves. In these cases, the ISO-NE implements Operating

? ISO-NE is also charged with administering the energy and ancillary services markets efficiently and effectively.
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Procedure Number 4 (OP 4) to increase system capacity.
This allows ISO-NE to procure emergency power from
other power pools. It also allows additional actions,
including public conservation appeals, to increase supply
or decrease demand.

During 2000, ISO-NE implemented OP 4 procedures on
six days. The ISO used different OP 4 measures each time
because the system conditions and problem severity varied
on each day. For example, on January 14, 2000, ISO-NE
implemented only step 6 (emergency purchases from other
power pools) for the state of Maine only. However, on
May 8, 2000, ISO-NE called for steps 1-11. On May 8th
and 9th, the New England and Northeast areas
experienced record breaking temperatures, resulting in
high loads. Simultaneously, 8,400 MWs of generation
were unavailable due to maintenance. (Chapter II
discusses the events of May 8th and 9th in-depth.) Table
5 lists the number of OP4 events from 1991-2000.

Generation Ownership Diversifies

Figure 4: New England Summer Capacity Ownership
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Table 5: OP 4 Events, 1991-2000

Year Number of Events
1991 5

1992

1993

1997
1998
1999 11

2000 6
Source: ISO-NE

2
1
2
1995 9
2
5
5

Restructuring encouraged LDCs to
divest their generation assets in
Massachusetts and other New
England states. Therefore, the
ownership of generation has changed
dramatically. During 2000, Northeast
Utilities, through its subsidiaries,
retained the largest generation
portfolio in New England with 26
percent of the region’s capacity. The
second largest power generating
company in New England is PG&E
with 17 percent. These percentages
reflect a slight decrease from 1999
because other companies with smaller
generation portfolios added new
generation capacity in New England.
Figure 4 shows the 2000 generation
capacity ownership.

' OP 4, “Action During a Capacity Deficiency”, includes 16 steps that can be implemented by ISO-NE, depending on the
emergency situation. ISO-NE can implement any action necessary to resolve the problem and does not have to implement

the actions in sequence.



Diversification of generation ownership is an important element in restructuring. Sufficient
competition in generation is necessary if customers are to benefit from competitive wholesale
markets. Otherwise, there is continuing potential for market power abuse. This year, some
companies that invested in power plants or built merchant generation plants resold their investments.
For example, Energy Management Inc. (EMI) announced it was selling plants in Dartmouth and
Pawtucket (both 67 MW plants) to El Paso Merchant Energy Company, a business unit of El Paso
Energy Corporation. El Paso is also the majority owner of a new 267 MW generator in Agawam,
Massachusetts and has interest in two Connecticut plants. El Paso is also a major supplier of natural
gas to other power plants in the region.

In October, EMI announced the sale of its shares in three recently constructed plants (a 170 MW
plant in Dighton, Massachusetts, and 265 MW units in Tiverton, Rhode Island and Jay, Maine), to
Calpine Corporation. In August 2000, Pennsylvania Electric (PECo) announced plans to buy a 49.9
percent share in Sithe Energies’ North American electric generation businesses. Sithe owns major
power plants in Massachusetts, including those in South Boston, Medway, North Weymouth,
Framingham and Everett, which they purchased from Boston Edison two years ago. The purchase
terms give PECo the option to buy the rest of the company within 2-5 years. The deal coincides with
PECo’s merger with Chicago based Unicom Corp. to form Excelon.

Fuel Mix Remains Diverse for Electricity Generation

Nearly all the new generation capacity in

New England uses natural gas as its fuel. Figure 5 New Eng.land Electric
Several commercial advantages of gas-fired Generation Capacity Mix, 2000
generation drive this trend. First, with low

emissions, gas generation has lower Pumped

environmental compliance costs than oil and Storage her Coal

coal. Second, owners of gas generation can 7%

easily arbitrage between the gas and
electricity markets by selling gas
entitlements back into the pipeline when
electricity prices are low. Third, more gas
pipeline capacity into New Englanﬂ.'has
created a trading hub in the region—and
lowered the price spread relative to the rest
of the country. Increased gas-fired capacity Source: ISO-NE
1s a national trend, with more than 342,000

MW of new gas capacity either in Oﬁration,

construction or active development.

" Generation ownership will become increasingly important in the future as locational pricing within “zones” is
implemented. Limited transmission capacity in the Boston area will create a sub-market dominated by Sithe/PECO, which
currently owns two-thirds of the capacity in the zone. Because of the potential for a higher priced sub-market in the
Boston area, NEPOOL agreed to fund $35 million in transmission facility upgrades to increase transmission capacity into
Boston.

"2 Dracut Hub connects the Tennessee pipeline, which brings gas from the South, with the new Maritimes pipeline, which
brings gas from Canada.

" Tracking the Boom of New Power Plants in the U.S., Energy Venture Analysis, June 2001.



While gas-fired generation is increasing, oil-fired generation remains the largest source of capacity in
New England. Figure 5 displays the region’s generation capacity mix. As shown, if duel fuel (oil
and gas) units are included, oil-fired generation constitutes 47 percent of the capacity internal to the
region. Only 5 percent of the region’s capacity is gas-only. Building sufficient and diversified gas
transmission capacity becomes more important as the use of gas increases in the region. Figure 6
shows New England’s actual fuel mix used to generate electricity in 2000.

Figure 6: New England Electric
Generation Fuel Mix, 2000
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Massachusetts Avoids California’s Electricity Problems

During 2000, California confronted unprecedented electricity shortages, wholesale power price
spikes and a financial crisis among its electric distribution companies. A mix of factors, some
physical or financial and some attributable to California’s electric restructuring legislation, caused or
compounded their problems. Essentially, electricity demand exceeded supply, resulting in soaring
wholesale costs, while a state-imposed retail rate freeze prevented utilities from passing the costs on
to consumers.

Due to rapid population growth and a strong economy in recent years, California’s electricity use
grew dramatically. However, no new major generating plants were built in about a decade to
accommodate the rising demand. Moreover, California became more dependent on neighboring
states for electricity supplies. Meanwhile, demand in those states also increased thereby reducing
California’s ability to continue importing from its neighbors.

California’s demand/supply problem came to a head when a series of heat waves sent summer
demand soaring. Existing power plants ran at capacity limits throughout the summer as the
Independent System Operator implemented emergency conservation measures and customer



interruptions many ‘[imes.E| By fall, roughly 30 percent of the state’s generators were offline for
maintenance and repairs because they had run so hard in the summer. The state looked to its
neighbors for more power, but they too experienced capacity problems. Dry weather reduced
hydroelectric power supplies across the Northwest. Wholesale market electricity prices soared for
the remaining supplies. Skyrocketing natural gas prices also increased California’s wholesale
electricity prices.

While wholesale prices increased, retail prices were frozen. California’s restructuring law capped
utilities’ retail rates until 2002; therefore, utilities were unable to pass on rising wholesale costs to
consumers. The original intent of California’s electric restructuring was that utilities would buy
cheap power in the competitive wholesale market, sell it to customers at higher fixed prices for a few
years, and use the difference to pay down stranded costs on old investments. This may have worked
when wholesale prices were low. However, when wholesale power prices increased, consumers
were insulated from the increases at the retail price level and therefore had little reason to react to the
situation.

During the summer, 50-60 percent of California’s electricity needs was purchased in the spot market.
(In comparison, New England purchases only about 20 percent of its electricity in the spot market.
Furthermore, Massachusetts utilities can sign fixed price contracts to hedge against price volatility
and price increases.) By not entering into long-term contracts, California utilities were overexposed
to price volatility of the spot market and could do little to manage the risk.

During the first 9 months of the year, power on the Exchange averaged $90/MWh, triple the price of
a year earlier. California’s utilities lost money on that power because their retail rates were frozen at
$54-65/MWh. The deficits exceeded $5 billion from June-September. By year-end, California’s two
largest utilities, Southern California Edison (SoCal Edison) and Pacific Gas and Electric (PG&E)
estimated that they had not recovered approximately $9 billion.

In the fall, state and federal officials, industry representatives and others convened several times to
manage and develop solutions to the crisis. The impending financial insolvency of distributionEI
companies became a top priority. Securing electricity supplies also required immediate action.

New England avoided similar problems for several reasons. New England states, particularly
Massachusetts, streamlined the approval process for new power plants. New procedures
concentrated on minimizing a generating plant’s environmental impact, but left market forces to
determine the need for new plants. As a result, the states eliminated years of delays and disputes,
which typically plagued these proceedings when government predicted the need for new plants.
California, on the other hand, did not change its permitting processes.

In addition, although both California and Massachusetts encouraged utilities to divest generation,
Massachusetts allowed its utilities to determine how to buy power for their consumers. Options

"* In summer 2000, ISO implemented Stage 1 emergency 32 times and Stage 2 emergency 17 times. In the
November/December period, ISO implemented Stage 1 emergency 11 times, Stage 2 emergency 9 times and Stage 3
emergency once.

"* In January 2001, California experienced rolling blackouts. To alleviate the situation, the state purchased about $500
million of electricity for utilities through the state’s Department of Water Resources; implemented retail rate increases of
about 7-15 percent; filed legislation for a comprehensive $10 billion plan to keep the state’s utilities financially solvent;
and implemented a comprehensive conservation program.



included fixed price and long term contracts as well as buying incremental needs off the spot market.
As noted earlier, California discouraged such long-term contracts.

In New England, these changes fostered a more stable and competitive marketplace, which
encouraged developers to build new plants. From May 1999 through 200%‘1ine plants were built in
New England, increasing the region’s power supply more than 12 percent.

Another difference between New England and California is that New England built natural gas
pipelines to deliver fuel to the new gas-fired generation plants. In fact, developers built two gas
pipelines from Canada to bring gas supplies into New England and another company in
Massachusetts increased its capacity to import more liquefied natural gas from Trinidad. In
comparison, California saw no expansion of its gas import capabilities. While prices for
natural gas rose nationwide in 2000, they rose less quickly in New England because of these
new supplies.

CONCLUSION

There were several restructuring success stories in Massachusetts in 2000. While California’s
restructuring attempt failed, Massachusetts saw its efforts proceed fairly well. However,
restructuring of the electric industry is a complex and far-reaching reform that will take time to
complete. Despite successes, several areas still require attention and improvement.

One of the primary goals, the development of a robust, retail competitive market, remained elusive in
2000. A main reason for this situation was that wholesale generation prices were higher than
regulated retail generation prices. Under these circumstances, competitive market suppliers could
not make a profit and started to retreat from Massachusetts’ retail market. The next chapter
compares the difference between wholesale and retail generation prices and discusses factors
contributing to the disparity. Subsequent chapters will discuss steps taken to provide for greater
competition.

' At least 8 more plants will be completed in the next few years adding another 23 percent to New England’s generation
capacity. When these plants are all producing power, wholesale electricity prices are likely to fall.
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CHAPTER II: PRICES AND PRICE DISPARITIES

As mentioned, Massachusetts experienced several positive benefits of electric restructuring in 2000.
Nevertheless, some retail competitive suppliers withdrew from the market when their contracts
ended, while others stopped accepting new retail customers. As a result, competitive supply
customers returned to the LDCs’ default services. A key reason for the reversion was that wholesale
generation prices were higher than regulated retail generation prices.

As prices rose in the wholesale electricity market, the DTE continued to regulate standard offer and
default service prices in the retail market.~~ Wholesale price increases were not immediately
reflected on standard offer and default service customer bills under these regulated prices. LDCs that
incurred higher wholesale costs in their standard offer and default service procurements were unable
to immediately pass on the increases. Moreover, in the absence of a working competitive market
during the first years of restructuring, the DTE directed LDCs to price default service the same as
standard offer. Given this situation, competitive retail suppliers were generally unable to beat the
LDCs’ retail standard offer and default service prices.

This chapter discusses wholesale electricity prices, overall retail prices, and regulated standard offer
and default service prices. First, an overall picture of wholesale vs. retail electricity prices is
presented, outlining differences between the two and revealing a lack of a direct relationship between
the two markets. A detailed examination of retail and wholesale prices follow.

Wholesale Prices Exceed Retail Prices

The wholesale electric generation spot price, or energy clearing price (ECP),Elincreased in 2000 by
37 percent over 1999 levels. The weighted average monthly wholesale ECP rose from $33.78 per
MWh in 1999 to $46.15 MWh in 2000. At the same time generation prices rose in the wholesale
market, retail market generation prices for standard offer and default service barely increased. For
most of 2000, the weighted average of these prices was $41 per MWh. Figure 7 showtt_'he monthly,
weighted average ECP compared to the standard offer and default service retail prices.

7 The prices for these retail services are regulated by the DTE. Standard offer prices are governed, in part, by the
Act and, in part, by various settlement agreements and DTE approved regulatory cases. DTE approved standard
offer and default service prices of LDCs through approved settlements or filings.

'® See DOER’s Market Monitor 1998 and 1999 for explanations of wholesale markets.

" DOER uses the ECP as an indicator of wholesale energy prices because wholesale prices in bilateral contracts are
not publicly published. Also, it should be noted that there are other price components in the wholesale electricity
prices, such as costs for ancillary services. However, the energy market is the largest of all the wholesale market
products and therefore, DOER uses the ECP in its retail and wholesale generation price comparisons. Standard offer
and default service retail generation rates include all wholesale generation related costs.
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Figure 7: Wholesale Versus Retail Prices in 2000
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A. RETAIL PRICES & PRICE DISPARITIES
As reported in Chapter I, retail prices did not increase substantially in 2000. Over 1999 levels, they
increased a mere 2 percent, lower than the overall rate of inflation of about 3.4 percent. Table 6

compares 2000 prices to 1999 prices for each investor-owned distribution company and the
municipal utilities as a whole.

Table 6: Price per kWh for Massachusetts Electric Companies, 2000 vs. 1999

2000 Average 1999 Average

Price Price % Change

(cents/’kWh) (cents/kWh)
Boston Edison | 98 | 10.1 -2.30%
Cambridge Electric “ 7.6 -14.90%
Commonwealth Electric 10.5 4.90%
Eastern Edison “ 8.6 -0.30%
Fitchburg Gas & Electric 10.4 4.80%
Massachusetts Electric 8.0 8.00%
Nantucket Electric 11.8 6.00%
Western Massachusetts “ 9.2 3.20%
Electric
Total: Distribution Company 9.1 2.00%
Total: Municipal Company 9.0 1.80%
Total of Entire State 9.1 1.90%
Sources: FERC Form 1, EIA Form 861, Municipal Reports to DTE, DOER, “1999
Market Monitor”
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Table 7 provides more detail for the comparison of distribution and municipal company prices. As
was shown in the /998 Market Monitor, municipal utilities hold price advantages over the LDCs for
residential customers, but feature higher prices than the LDCs for commercial and industrial
customers. In addition, the comparison between 1999 and 2000 also shows that, in general, the
municipal utilities’ advantage in residential rates has increased.

Table 7: Comparison of Distribution Company & Municipal Company Prices

Small Large
Residential Commercial Commercial Overall
or Industrial or Industrial
Average LDC 10.7 8.7 7.8 9.3
Company Price
Average Municipal
Utility Price 10.1 92

Municipal Utility Difference -14.70% 13.70% 8.50% -1.00%

Sources: FERC Form 1, EIA Form 861, Municipal Reports to DTE

Default Generation Rates Increase

Except for default service rates, overall electricity rates did not change dramatically in 2000. Despite
the rise in wholesale electricity prices, LDCs’ retail rates did not reflect the wholesale market costs.
(The wholesale market is discussed later in this chapter). The mandated rate reduction imposed by
the Act is one reason for continued regulation of the competitive generation portion of the electricity
rates. With the notable exception of default rate changes in December 2000, there were fewer rate
changes in 2000 than in 1999 for all companies, except Western Massachusetts Electric.

Table 8 identifies the components of an unbundled residential (non-electric heating) billE| Most
notable is the change in the generation portion of the bill, especially for default service. Using an
example of 600 kWh (the average monthly use for a residential customer) default service customer’s
bill, the generation (or competitive) portion of the bill increased from 30-42 percent of the total bill
to 41-54 percent of the bill.

Standard offer rates also increased, but by a much lower percentage. For six of the eight LDCs, rates
equaled those in the original trajectories found in restructuring settlements or approved plans.
Western Massachusetts Electric showed the highest percentage increase in standard offer rates, due
to a move from artificially suppressed rates to market (competitively-procured) rates.

Conversely, most transition rates declined. This was the result of an inverse relationship between
changes in generation and transition-cost rates—, however; transmission rates rose due to changing
congestion levels or constraints on the transmission system.

%0 Unlike the commercial and industrial classes, there is much more uniformity in the rate class definitions for
residential customers among distribution companies, thus making a comparison more valid.

2! Transition rates are required to decrease proportionately to increases in the Standard Offer rate. They do not apply
to default service rates.
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Table 8: Residential Customer R-1 Rate Structures, 2000

Boston Cambridge Comm  Eastern FG&E Mass Western
Edison Electric Electric Edison Electric Mass
Generaton [N B I
N1 1] 9/1/99 cents/kWh KX T 35 35 3.1
SOS/DSPUITRETIAIN 45 38 38 4.557
1IN 12/1/00
6.28 628 [N 5206 4557
Transition I . . .
2.546 2.998 1.236 2.677
1.891 2.856 PEEER 0.196 1.598
Transmission [ ] N N
0312 0372 (IS 0743 0318
0.367 0.481 [ZIPRE  0.819 0.318
Distribution [ R R R
6.43 3.65 BEINN 279 8.33
3.9 4517 EEEGE  4.81 2.936
6.43 373 EIEE 2.84 8.53
3.9 4524 [ 4.002 2783
Efficiency
031 IR 031 BRI 0.31 0.31
0.285 BRIPEEE  0.285 [IPLEEE  0.285 0.285
Renewables [ B |
0.1 NEEEE o1 PRNEEEN o1 BRNERE 01
0.125 0.125 0.125 0.125
o B B I
SOS/DS LIRS 6.43 3.65 2.79 8.33
10.858 11.797 10.699 9.441
6.43 3.73 2.84 8.53
SOSFUIINEETAME 11.068 12.071 9.227 9.666
N 1/1/00 cents/kWh VNI 12.071 9.227 9.666
12/1/00
12.848 14.551 N/A 10.633 9.666

** 719 from Jan-Apr; .687 May-Dec ***.2.511 from Jan-Apr; 2.459 May-Dec
Source: Distribution Company Filings

Standard Offer and Default Service Rates Uncoupled

Standard offer and default service rates were separated during 2000, the first time since restructuring
began. The Act considers standard offer and default service as distinct generation products. The Act
defines “default service” as provision of electricity to customers who are not receiving generation
service either as part of standard offer service or from a competitive supplier. While standard offer is
considered a transitional service, default service is intended to ensure that all customers have access
to eleﬁﬂicity, regardless of competitive market conditions. When standard offer service expires in
2005, all standard offer service customers not receiving competitive supply will be eligible for
default service.

M.G.L. c. 164 § 193, Section 1(B)

—

b).



In implementing the Act, DTE required that default service rates not exceed the average monthly
market price for electricity. However, in the absence of a fully developed market, DTE directed the
LDC:s to use their standard offer price as a proxy for the market price and as the basis for their
standard offer price. Thus, standard offer and default prices were the same in 1998, 1999 and most
of 2000.

However, dgjr December 2000 the two products were priced and offered differently. Through a series
of Orders,~DTE allowed the decoupling of default service from standard offer prices. On October
19, 2000 DTE issued a letter to MECo, NSTAR and FG&E, allowing default price increases to
reflect actual market-based costs. The increases took effect December 1, 2000, marking the first time
standard offer and default service customers saw different prices on the generation portion of their
bills (Chapter IV discusses the price separation in detail.)

Price Disparity by Customer Class Increases Among LDCs

Unlike 1998 and 1999, it is likely that price disparity increased among the LDCs during 2000. This
is not unexpected, given the diverse methods LDCs use to reduce transition costs and procure default
service. Table 9 presents the data used for the disparity analysis, comparing 1999 and 2000 rate
changes within companies, for each customer types. Residential customers received relatively larger
increases in prices and relatively smaller decreases in prices.

Table 9: 2000 and 1999 Price Levels for Distribution Companies (cents/kWh)

. Residential Commercial Industrial

1999 [Change’ 2000 [F19994 Change §20008 1999 Change’
11.8 9.1 T -3.00% RN 8.9 RN
6

Massachusetts Electric m
Nantucket Electric
Western Massachusetts
Sources: FERC Form 1, EIA Form 861

Boston Edison 5

Cambridge Electric n JUR N -12.10% 0 15 ‘;O%H (XN -15.40%
Commonwealth Electric BEEEEY  11.9 FUHIZN 10.0 PEER 5.30% BEE 7.7 BONIEZ
Eastern Edison 93 I 8.0 FEHEY -0.80% REY 7.9 REILA

Fitchburg Gas & 1.9 A 119 4.80% L 8.9 UNINIA

Electric

8.8 [NIHIMA 8.3 7.30% 6.8 LAl
11.5 AT 13.0 4.30% WA -11.60%
105 [RIZN 93 NN 3.30% A0 7.5 DERURNZ

Table 10 weights the disparity calculation by kWh sales. The 1999 data were recalculated from the
Market Monitor 1999, rPE_ajllting in slight changes but not altering the basic finding that price disparity
did nat change last year.* However, in 2000 price disparity increased from 2.1 to 3.8 cents per

kWh.= Price differences were greatest for the industrial customer group (after removal of Nantucket
Electric as an outlier). Increasing price disparity is not necessarily positive or negative. Prices

** See DTE Orders 99-60-A; 99-60-B and 99-60-C.

** Massachusetts LDCs filed revised FERC Form 1, EIA-861 after the publication of the 1999 Market Monitor
Report.

 Applying the F-Test to the unweighted data yield the following probabilities that price disparity did not change:
80 percent for Residential, 62 percent for Commercial, and 62 percent for Industrial.
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among LDCs differ for a number of justifiable reasons, such as different customer bases and different
restructuring trajectories.

Table 10: 2000 & 1999 Price Disparity Among Distribution

Companies (cents/kWh)
2000 1999
2.4 1.8

5.5 3.7
1.6
3.8 2.1
Sources: FERC Form 1, EIA Form 861, DOER

*Industrial does not include Nantucket Electric; Inclusion results in values of
12.7 for 1999 and 8.6 for 2000.

Massachusetts Electricity Prices Remain High Compared to the United States

Although Massachusetts’ electricity prices have decreased during restructuring, Massachusetts’
average price (9.5 cents/kWh) is among the higher Northeast states, and well abo
average of 6.69 cents/kWh. Figure 8 provides the electricity prices for each state
historical electricity prices for Massachusetts, New England and the Nation.

t%lthe national
.~ Figure 9 depicts

26 The 2000 data in this figure and subsequent figures in this chapter were taken from preliminary data from the EIA.

Hence, these data will probably be updated at a later date and may be different from the data collected and analyzed
by DOER.
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Figure 8: 2000 Average Overall Electricity Prices by State (cents/kWh)

Il 9 and above
[ 89
= 7-<8
[ 6<7
[ o-<6

US Average Overall Price:
6.69 cents per kilowatt-hour

Source: U.S. DOE/EIA “Electric Power Annual 2000

Figure 9: Historical Electricity Prices for all Customer Sectors:
MA, New England & the Nation
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B. WHOLESALE PRICES

The re-designed New England wholesale electricity market completed its second year of operation in
2000. In the revamped market, Ellyers and sellers trade electricity at market prices, rather than
traditional cost-of-service rates.

The wholesale market showed Eﬁ:ater trading on the spot market and fewer market price correction
problems in 2000 than in 1999. However, as previously mentioned the wholesale electricity prices
increased dramatically in 2000, much higher than retail generation (standard offer and default) rates.
These increases were largely the result of higher natural gas costs that increased because of greater
demand from gas-fired generators, and consumer demand during a cold fall coupled with tight
natural gas supplies. Nationally, natural gas prices rose from about $2.50 per MMBTU™ in
December 1999 to more than $10 per MMBTU a year later.

Higher wholesale energy clearing prices also reflected market uncertainties regarding several market
rule changes and continued market volatility. This market volatility increased prices in the spot
market anﬁﬂalso increased the value of bilateral contracts, because of the increased price risk
premium.” The following section discusses factors affecting 2000 wholesale energy prices.

Average Monthly ECP Rises 37 Percent

The weighted average monthly Figure 10: Weighted Average Wholesale Spot Market Price
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Source: ISO-NE

7 See DOER’s Market Monitor 1998 and 1999 reports regarding the newly designed wholesale electricity market
and its products.

* There were 620 administrative price corrections from May-December 1999 compared to 493 from January-
December 2000.

* MMBTU means million british thermal units. A BTU is the heat required to raise the temperature of one pound
of water by one degree Fahrenheit at or near 39.2 degrees Fahrenheit.

* A risk premium is the additional amount over the expected spot market price that a buyer will pay in order to
insure against paying a higher price in the spot market because of volatility. The risk premium is a function of the
amount of price volatility.
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Record High Price Spike Leads to Price Volatility

A significant factor influencing wholesale prices in 2000 was a record high cost of $6000 per MWh
for wholesale spot market electricity (the ECP) on May 8, 2000. The ECP stayed at $6000 for more
than four hours, compared to an ECP between $30 and $40 per MWh for most May 2000 afternoons.
There are several reasons for the high ECP. Unseasonably warm weather in the Northeast and New
England on May 8 and 9, 2000 led to extremely high demand. The hot weather coincided with more
than 8,400 MWs of unavailable capacity due to maintenance and capacity reductions. In addition, a
market rule allowed a price that was tied to a capacity contract to set the ECP, rather than a lower
cost resource to set it. (To remedy another such occurrence, NEPOOL changed several market rules;
however, market uncertainty remained until such action was taken.)

Table 11 shows the historic loads during the week of May 8" in past years compared to May 8 and 9,
2000 demand.

Table 11: Peak Load Demand on May g™

Time Period Peak Load (MWs)
May-97
May-98
May-99

8-May-00
9-May-00

Source: ISO-NE

High Natural Gas Costs Increase Wholesale Generation Prices

Due to an increased number of natural gas fired generators in New England and the flexibility of
running the new gas turbines, bids from gas fueled units often set the ECP in 2000. Thus, the price
of electricity in New England is now more dependent on the cost of natural gas. The nationwide
increase in the cost of natural gas therefore also contributed to the high 2000 ECP.

In the Boston area, the average monthly wholesale natural gas price rose from $2.81 per MMBTU in
December 1999 to $6.93 per MMBTU in December 2000, a 246 percent increase. Generally, as
natural gas prices increased, so did wholesale electricity prices, although electricity prices were more
volatile. In December 2000, natural gas costs rose as high as $12 MMBTU, but electricity prices
stayed in a range of $60-80 per MWh. Many dual-fueled (gas/oil) units switched from gas to oil in
December 2000, thus the divergence in natural gas and electricity prices. Figure 11 shows the
comparison of changes in wholesale electricity prices and natural gas prices in 2000.

—_—
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Figure 11: Wholesale Electricity and Natural Gas Cost
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Price Volatility Increases Reliance on the Spot Market

Spot market price volatility for electricity was very high in 2000. With the $6000 per MWh pricegn
May 8th as significant outliers, the volatility of energy prices during peak hours was 365 percent.
Figure 12 depicts peak hour electricity price movements in 2000. Even with the May 8th outliers
adjusteddownward to $1000 per MWh (a later FERC imposed cap price), peice volatility was 83
percent. This compares to price volatility of 43 percent in the gas market, —which is considered as
highly volatile.

3 Volatility defined as the coefficient of variation, which is the standard deviation divided by the mean.
32 The Federal Energy Regulatory Commission later imposed a $1000 price cap on the ECP.
3 Henry Hub Price, Source Gas Daily
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Figure 12: Peak Hour Electricity Price Movement
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Spot Market Transactions Increase

This year, energy buyers increasingly relied on the spot market rather than the bilateral market.ﬁ|
Spot market transactions increased as a share of total energy transactions from 12.6 percent in 1999
to 23.56 percent in 2000 (Figure 13). This increase was caused, in part, by the expiration of some
bilateral contracts and growing demand from the increasing pool of default service customers. (By
not buying a bilateral contract to cover its obligations a load serving entity takes the risk that the
future spot price will be less than the current bilateral market price.) Any buyer that does not cover
their energy demand with bilateral contracts pays the energy clearing price for the difference, plus
the load's share of the proportionate ancillary services and other costs. Thus, with higher and more
volatile spot market prices this year, wholesale electricity prices increased.

** Buyers and sellers of electricity may contract for energy through short and long-term bilateral contracts or they
can trade energy on the “open” spot market at market prices. Although ISO-NE administers spot market
transactions, it must also know about bilateral contracts. Physical delivery of electricity is important for system
reliability. Therefore, NEPOOL participants selling bilateral contracts must submit this contract information to ISO
New England. If the electricity seller is not a NEPOOL participant, then the NEPOOL participant’s buyer must
submit the contract. Bilateral contracts usually specify price, quantity and time, and whether it is dispatchable (price
sensitive) or non-dispatchable. Bilateral price data is difficult to obtain because most NEPOOL contracts are not
traded on an open exchange.
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Figure 13: New England Wholesale Energy Purchases
(1999-2000)

E Bilateral Transactions COSpot Market Transactions
14,000 -
12,000 I
10,000 - I II II I I
s o DERIRRRRNLURDLLRIL
= 8,000 -
£
5 6,000 -
o
4,000 -
2,000
0,
LSS S SSs
F 9SS FFFsSs
Source: ISO-NE
CONCLUSION

Retail electricity customers were, for the most part shielded, from the volatility and price increases in
wholesale electricity markets. Rate caps and other regulatory decisions insulated retail generation
prices from higher, market-based wholesale generation costs.

Those retail competitive suppliers who purchased generation on the wholesale market immediately
experienced the higher wholesale costs. They were unable to purchase wholesale power at enough of
a discount to compete with the local distribution companies’ standard offer and default service prices.
They also faced some market rule uncertainty in the wholesale markets. As a result, retail
competitive suppliers withdrew from the market and choices available to consumers during the first
years of restructuring declined in 2000. The next chapter describes the retreat of some retail
competitive suppliers and customer migration movement in the retail markets.
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CHAPTER III: THE RETAIL COMPETITIVE MARKET

During the first two years of restructuring, Massachusetts experienced an immature yet promising,
retail competitive market with a handful of retail competitive suppliers selling electricity. The
number of competitive choices declined in 2000, although a few competitive suppliers continued
doing business in the state. As discussed in the previous chapter, regulated retail generation prices
were lower than wholesale electricity generation prices, contributing substantially to the stagnation in
retail competition.

This chapter more closely examines the retail effects of low retail and high wholesale prices,
providing an overview of changes by customer class--standard offer, default service or competitive
supply. It highlights growth in the number of default service customers, some formerly customers of
retail competitive suppliers. A general discussion of some retail suppliers’ retreat from the
Massachusetts market follows. Subsequent chapters will further clarify the reasons for the
withdrawals and describe actions taken to restart the competitive market.

A. CUSTOMER MIGRATION

There was a steady increase in the number of default service customers during 2000. At the same
time, the number of competitive electricity supply customers declined. Table 12 shows statewide
totals of the number of customers on standard offer, default service and competitive service for
distribution companies. (Company specific numbers are in Appendix A.) Table 12 also displays the
electricity sales (kWhs) of the sectors and the state total. Figure 14 presents a graphic representation
of LDC electricity sales.

Table 12: Distribution Company Customers

January 2000 December 2000
Customer Class Total Total Total Total
Customers kWh Sales Customers kWh Sales

Standard Offer PIRITRESS 3,004,174,345 P REERTIEY 2,859,629,603
Default Service 497,319 484,884,404 632,854 782,479,292

Competitive Supply 9,471 320,460,740 5,682 209,313,997
Total Ry A 3,809,519,489 AR RN RS 3,851,422,891

Source: DOER 2000 Customer Migration Numbers
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Figure 14: Composition of Distribution Company Sales (kWh): December 2000
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The total number of electric customers decreased during 2000 from 2,537,628 in January 2000 to
2,514,250 in December. Eighty percent were on standard offer at the beginning of the year,
declining 5.4 percent to 74.6 percent of total customers by year-end. Based on January 2000 kWh
sales data, standard offer customers consumed 79 percent of total electricity sales, declining to 74
percent by December.

Competitive Supply Customers and Consumption Dwindle

The total number of competitive supply customers peaked at 9,471 (.37 percent of the market) in
January 2000. As suppliers withdrew or curtailed enrollment of new customers, the number of
competitive supply customers dwindled to 5,682 customers or .2 percent by December 2000. These
customers consumed 8 percent of total sales in January, decreasing to 5 percent by December.

Default Service Customers and Consumption Grow Substantially
Default service customers represented 19.6 percent of total customers at the start of 2000, and 13
percent of electricity consumption. The number of default service customers grew each month. By

December 2000, their number swelled to 25 percent of total customers and their consumption also
grew from 13 percent to 20 percent over the year.
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B. COMPETITIVE SUPPLIERS
Competitive Suppliers Withdraw from the Market

Shortly after restructuring began, several companies entered Massachusetts’ retail electricity market,
using theElj.ﬁlternet as their business platform. Some offered retail electricity service and other
products, — while others acted as information “facilitators,” selling consumer information on
electricity prices and energy-related products. These companies, commonly called “dot.coms”
generally targeted residential and small commercial customers.

Essential.com and Utility.com were among the Internet companies offering products and services in
Massachusetts and other deregulated states. Initially, they offered a 10 percent discount off the
utility company’s power generation rate of a customer’s monthly bill. In April 2000, Utility.com
doubled its discount from 10 to a 20 percent discount. However, rising fuel costs for electricity
generation in 2000, led to tighter profit margins, preventing them from offering consumer savings.
By end of the year, Essential.com stopped offering electricity to new customers and Utility.com
limited the number of new customers it would accept. Both companies were assessing whether to
leave the Massachusetts retail market.

Other Internet companies, such as ServiSense.com used a different sales strategy. ServiSense
organized customer-buying groups and then purchased services from providers for the pool. The
company coupled electricity with other services, such as long distance telephone service, providing a
discount on the entire product bundle. In 2000, they guaranteed 5 percent savings off the cost of
buying electricity and other products separately. They were still marketing in Massachusetts at the
end of the year.

Other Internet based companies offered information on electricity and energy-related products. For
example, Nexus EnergyGuide operates the Energyguide.com website. The company does not sell
retail electricity directly, but gives price comparison information on energy. It also provides links to
suppliers and retail sites for energy-related services. The company is compensated based on the sales
generated by energy-related service retailers and energy suppliers using its Energyguide Network and
Merchant Partner Program service. Energyguide.com also develops licensing pacts with distribution
companies, who then offer their customers the information.

Although Internet sales declined in Massachusetts, the reselling and bundling of consumer services
via the Internet is prevalent in other deregulated states. Consumers who are interested in the
convenience of one stop shopping and/or one bill for an array of services find these products
attractive. Once price signal issues between the retail and wholesale market are fixed, it is very
likely that Massachusetts consumers will see a variety of energy and energy related services. These
services may include energy efficiency, home security, and real time pricing packages based on
consumption. Consumers will need to compare the price and value of each service offered in such
packages.

3% These companies are commonly referred to as either “resellers” of electricity or “bundlers” of electricity and
other products. “Resellers” purchase services from suppliers and resell them as their services. The concept is to
offer consumers a choice of “name brand” providers’ products and offer a discount on prices. Often, resellers
provide one bill, one-stop-shopping and a menu or a bundle of services for such items as Internet, electricity,
wireless telecommunications, etc.
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In addition to the Internet companies, PECO Energy Company, one of the first companies to sell
power in Massachusetts, also withdrew from the market. Through contracts negotiated by the
Massachusetts Education and Hospital Facilities Authority (HEFA), PECO agreed to sell electricity
to non-profit institutions, such as colleges and hospitals. The contracts gave HEFA members
discounts on their electric rates until 2001 or 2003, depending on the individual contracts. It is
estimated that these contracts saved participating members $70 million in electric charges since
deregulation began in March of 1998.

However, in February 2000, PECO announced it would no longer serve HEFA contracts once its
contracts expire. The company did not attribute their withdrawal to a lack of retail success in
Massachusetts. Rather, the company said it never committed to competing in the electric market
here, but wanted to remain active in retail markets in other deregulated states.

HEFA issued a formal request for proposals in the last quarter of 2000 and received eight responses.
However, increased fuel costs for electricity appeared to threaten HEFA’s ability to offer participants
future savings. In the event the HEFA aggregation fails to receive a satisfactory proposal for 2001, a
substantial percentage of the state's competitive generation customers will likely return to default
service.

One Retail Supplier Expands its Retail Market Base

NewEnergy, the successor to National Energy Choice, LLC, expanded operations in Massachusetts in
2000. The Massachusetts High Technology Council chose NewEnergy as its exclusive supplier of
electricity and energy-related services for participants in the council’s energy buying plan.
Furthermore, the Chamber Energy Coalition, a group of 10 chambers of commerce in western
Massachusetts, also chose NewEnergy to market electricity to their business members.

CONCLUSION

The retail competitive market contraction in 2000 led to a substantial increase in the number of
default service customers. Default service customers, especially residential default service
customers, were left with few, if any, competitive supply offers. As previously mentioned, wholesale
market price volatility and uncertainty about market rule and design changes also left retail
competitive suppliers unsure of their next strategies for Massachusetts.

Despite these setbacks, several initiatives were implemented to overcome market barriers and
alleviate problems preventing a more competitive, robust wholesale and retail market. The next
chapter discusses these market developments and their potential for achieving Massachusetts’ goals
of providing competitive choices to all customers and lowering electricity prices.
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CHAPTER 1V: MARKET DEVELOPMENTS

Progress was made during 2000 to eliminate market barriers to competition at both the retail and
wholesale levels. Efforts undertaken dealt with expanding the range of competitive options available
and with correcting market flaws. In addition to market problems identified earlier in this report, this
chapter identifies further problems and highlights initiatives and regulatory actions taken to address
them. Further, this section considers several steps taken in both markets to increase market
efficiency, thereby laying the groundwork to lower costs and ultimately electricity prices.

A. RETAIL MARKET BARRIERS AND INITIATIVES TO OVERCOME THEM

For Massachusetts, there were several retail issues that were addressed that will have a large impact
on the future development of the retail market to make the market more competitive.

Customers Need Appropriate Price Signals for Cost of Default Service

One issue was that default service was priced below cost. During the year, the LDCs’ costs for
default service contracts increased as the result of higher electric generation prices. To compound
the problem, the LDCs also saw the number of default service customers increase. Yet, under current
DTE default service pricingﬁl-:ﬁlllles, LDCs charged default service customers the same generation price
as standard offer customers.™ As a result, LDCs deferred the cost difference (known as deferrals) for
default service and these deferrals grew.

This was problematic for several reasons. First, it impedes the development of a robust, competitive
market and the ability of competitive suppliers to develop attractive products. In the absence of
competitive options, default service customers would likely stay on default service, which
perpetuates the under-recovery (deferral) problem. Second, deferrals would grow to a level that
might threaten the financial viability of LDCs. Third, costs not recovered now would likely be
recovered from all future customers through increases in distribution rates.

1. Default service set at market based rates
Ultimately, DTE seﬁrated standard offer and default service and based the default service price on

market-based costs.— Through a series of Orders, DTE set new guidelines for default service
pricing and procurement, including:

% During the first years of restructuring, in the absence of a competitively workable market, DTE directed LDCs to
price default service the same as standard offer. Default service, however, is intended to be a basic service that
provides consumers with the appropriate incentives to turn to the competitive market for more sophisticated or
advantageous service offerings. It was thought that customers would compare the price and terms of default service
to other generation service options made available to them by competitive suppliers. When restructuring began,
LDCs entered long-term contracts for standard offer customers through much of the standard offer period. For
default service, LDCs generally solicited short-term contracts more reflective of market-based prices.

7 The Act required LDCs to competitively procure default service, but to not exceed the average monthly market
price of electricity. DTE and other interested parties, such as DOER, wanted to satisfy the Act's requirement, while
ensuring that the availability of default service not inhibit the development of a robust retail market for generation
services.

* DTE 99-60-A, B, and C.
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e A six-month fixed price option, available at the beginning date of each six-month supply term,
for default customers or those who move into the territory after the beginning date.

e A variable price option (changes monthly).

e A provision ensuring that customers who take fixed price default service and leatg]part way
through the six-month term are charged the full costs of service during their stay.

Another important aspect of the guidelines is that LDCs solicit default service proposals with
separate bids for three customer groups: 1) residential 2) commercial and 3) industrial. DTE
concluded that the cost of risk associated with customer migration should be allocated to the
customer classes associated with the risk. DTE directed tlﬁla companies to submit their proposed
default service solicitation schedules by end of July 2000, for power to be delivered on or after
January 1, 2001. (DTE also accepted many working group recommendations for default service
customer education about the changes.)

2. DTE allows default service prices to increase in December

Prior to the new guidelines, some LDCs filed new default service tariffs with DTE. They petitioned
the Department to allow the tariffs to go into effect before the January 1, 2001 effective date of DTE
Order 99-60-B. DTE allowed the early increases in October, believing there was no advantage to
maintaining default prices below market rates. (As noted in Table 7 in Chapter II, the default service
prices for Massachusetts Electric Company, NStar and Fitchburg Gas and Electric Company changed
in December 2000.) In its ruling, DE also acknowledged that default prices did not reflect the
recent dramatic fuel price increases, —resulting in revenues significantly less than costs.*= These
under-recoveries were placed in a deferral account to be recovered, with interest, from customers at a
later date.

Standard Offer Service Prices Need to Reflect Extraordinary Fuel Costs

Many LDCs held supply contracts with fuel index adjustment provisions, allowing the power
supplier to increase its price for power when the price hits a fuel trigger, whereby natural gas and oil
prices increase significantly. As fuel prices increased throughout 2000, the triggers were met and
suppliers began charging the LDCs. However, under DTE rules, the LDCs were unable to recover
these costs by passing them on to standard offer customers. The question before DTE became
whether standard offer customers pay for these costs now or later (with interest).

3 The guidelines stipulate that the LDCs initially assign residential and small commercial and industrial customers
to the fixed price option. (Placing smaller customers on the fixed price option minimizes confusion for them.)
These customers can then elect the variable price option if they choose. Medium and large commercial and
industrial customers, as well as customers receiving service under the street light tariff, will be assigned to the
variable price option and may also elect a fixed price option.

“ DTE set a minimum procurement period for default service of six months and a maximum of one year. It also
ordered the LDCs to stagger the solicitations. The goal behind this is that allowing more opportunities for suppliers
to supply default service will foster a more competitive market. In addition, staggered solicitations will avoid the
possibility of higher prices that may result from simultaneous solicitations for significant electrical load.

* Default service is supposed to be a pass-through cost of only those costs incurred to provide it.

2 For example, DTE stated in the October 19, 2000 letter order that Boston Edison Company’s total default service
cost under-recovery was increasing at a rate of approximately $10 million per month.
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1. DTE allows LDCs to implement fuel adjustment clauses.

In 2000, DTE received requests from LDCs to increase their standard offer service rates to account
for increased fuel costs. After investigating the matter,”~DTE issued an Order in December 2000,
recognizing that pricing standard offer below costs was undermining the development of a
competitive market. It also posed financial risks to LDCs and to all future customers, who will still
pay for these costs. For these reasons, DTE allowed the LDCs to implement the fuel adjustment, but
to delay standard offer rate increases to January 1, 2001, to give customers and competitive suppliers
time to adjust to the changes.

In its decision, the DTE found the Act’s 15 percent rate reduction requirement to be separate and
distinct from the fuel cost changes. Therefore, DTE treated the fuel adjustment as a surcharge, also
outside the inflation adjustment of the Act, and established a mechanism for calculating the charge.
DTE further directed the panies to adjust their standard offer service rates annually as part of
their reconciliation filing, - using the most recent twelve-month data available to calculate the fuel
surcharge. (DTE also requested the LDCs to report their deferral balances by July 1, 2001, so it
could determine the need for an interim adjustment.) And finally, DTE required all LDCs to file
anothﬁ report on their cost mitigation efforts undertaken since March 1, 1998 and planned for
2001.

Competitive Services for Metering, Billing and Information Services Need to Be Examined

Historically, the electric companies provided customers with a bundle of services with a single price,
including metering, billing and information services (MBIS). The Act directed DTE, in conjunction
with DOER,**to study traditional MBIS methods and determine whether these services should be
unbundled and provided through a competitive market. DTE was to assess whether unbundling these
services could produce substantive consumer savings without jeopardizing LDC staffing levels.
Additionally, the Act required DTE to analyze whether the exclusivity of service territories enjoyed
by distribution companies should be “maintained, terminated or altered.”

1. DTE considers metering, billing and information services (MBIS) and service
territories

DTE opened its investigation (DTE 00-41) into MBIS on June 12, 2000 by requesting written
comments from interested parties. DTE defined metering and billing services as follows.

“DTE Dockets #s 00-66, 00-67, and 00-70.

* Each year, the companies must submit their costs and revenues for standard offer service to DTE.

* DTE also noted that future decreases in natural gas and oil generation fuel costs will translate into adjustments or
elimination of the standard offer fuel adjustment.

“ DOER intervened in the proceeding and submitted comments to DTE.

29



Table 13: DTE Metering and Billing Services Defined

Metering Services Billing Services

Installation of metering equipment Bill calculation based on metered consumption
g equip data and the applicable prices

Periodic equipment maintenance/inspection Invoice preparation and distribution
. Billing data transmission to applicable
Equipment replacement o e . .
competitive generation suppliers
Account payables receiving and disbursement to
Meter reading LDCs and generation providers

Data inspection and error editing
0

Meter data transmission for billing
Data storage for customer access

Daily data reporting to ISO-NE for wholesale
load management in the Commonwealth

After reviewing comments and conducting a public hearing and technical session, DTE made four
recommendations to the Legislature in a report filed December 29, 2000:

Recommendation 1: DTE recommended no legislative action to allow competitive metering-
related services because no substantive savings would result to customers in the near term.

DTE determined that competitive metering would not produce substantive customer savings in the
near term. Competitive metering service would cause significant staffing disruptions at distribution
companies. DTE argued that long term savings would only be realized if competitive metering
suppliers could provide metering services more efficiently than distribution companies. Competitive
metering would also require the development of rules and standards. The Department reasoned that
the time needed to develop and implement such rules could delay advanced metering technology.
DTE also noted the lack of experience in other states undertaking competitive metering, including the
difficulty of unbundling metering charges on distribution company bills.

Recommendation 2: DTE will open a proceeding to establish terms and conditions for
distribution companies to offer advanced metering services.

While DTE acknowledged the potential of competition to spur technological advances and value-
added products, it also determined that potential alone did not justify moving away from time-
honored practices. Nevertheless, DTE intends to open a new proceeding to establish-the terms and
conditions by which distribution companies would offer advanced metering services* for customers’
homes and facilities.

Recommendation 3: DTE recommended no legislative action to allow competitive billing-related
services at this time. DTE will open a proceeding in 2001 to further study the issue.

In general, DTE rejected the prospect of competitive billing at this time. In this proceeding, DTE
considered whether a competitive billing framework was superior to the existing regulatory

7 Advanced metering equipment is capable of recording customers’ electricity usage at 15-minute intervals or less.
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framework.EI Supporters of competitive billing argue that it provides the opportunity for competitive
suppliers to send a single electric bill to their customers. DTE saw the value of a supplier single-bill
option in assisting the development of a competitive generation market. Consequently, while
recommending against competitive billing now, the DTE intends to open a proceeding in early 2001
to look into allowing competitive suppliers the option of sending customers a combined bill.

Recommendation 4: DTE recommended no legislative action to alter the service territories of
distribution companies.

Historically, the investor-owned utilities distributed electricity within geographically defined service
territories. In exchange for this franchise type protection, distribution companies assumed certain
obligations, among them, the obligation to serve all customers within the territory who apply for and
are willing to pay for service. Further, the company will provide customers with safe, reliable and
adequate power. When DTE presented the issue of territory exclusivity, some commenters framed
the subject as one of market power and anti-competitiveness. One proposed amendment would allow
another utility or entity to build and operate a distribution system within an undeveloped section of
an incumbent’s system. However, DTE found merit in other commenters concerns that a developer
might not be willing or able to meet obligations to serve and that their financial incentives might be
inadequate to maintain such a system. DTE held that the legislature did not intend for there to be
“pocket” utilities.

Distribution Companies Costs Need to be Reduced, But Reliability Maintained

In order to reduce distribution company service costs, while maintaining reliability, the Act
authorized DTE to promulgate rules and regulations for establishing performance based rates (PBR)
for electric and gas distribution companies. Such a rate scheme would replace the current system for
setting distribution company rates, which guarantees that distribution companies recover their costs
plus a rate of return.

PBR is a structure to provide incentives to reduce costs. Under PBR, distribution company
efficiencies are rewarded, while poor performance is penalized. To judge or measure performance,
the DTE would establish service quality indicators (SQI) for a variety of service quality categories,
including customer satisfaction service outages, distribution facility upgrades, repairs and
maintenance, telephone service, billing service, and public safety.™ (SQI is used to insure that
services do not degrade as costs are reduced.) The indicators serve as a baseline or benchmark for
performance.

* Currently, distribution companies are required to offer two billing options to customers and competitive suppliers:
1) a complete billing option, whereby the customer receives a single bill from the company for both distribution
company-related charges and supplier-related charges or 2) a pass-through billing option whereby customers receive
one bill from their distribution company and another bill from their competitive supplier.

* The Act contains stipulations governing labor levels. Any affected company that makes a PBR filing with DTE
after the effective data of the Act cannot engage in labor displacement or reductions below staffing levels in
existence on November 1, 1997, unless such levels are part of a collective bargaining agreement or otherwise agreed
to by the DTE. DTE must hold an evidentiary hearing whereby the company must demonstrate that such staffing
reductions would not adversely disrupt service quality standards esta