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Introduction

The Ohio economy depends on an affordable and reliable supply of electricity. Electricity
literally powers modern life for Ohioans as we boot up our computers at the office, charge our
phones, and crank up the air conditioning on hot summer days. It’s also a key input for
manufacturers, which still make up nearly one-fifth of Ohio’s economy and provide hundreds of
thousands of Ohioans with good jobs. Manufacturers typically face tough global competition,
and rising electricity prices can contribute to a plant cutting its operations—or even closing.

That’s why it’s critically important to have good electricity policies that promote competition
and customer choice. By sticking to these principles, Ohioans will enjoy a reliable supply of
electricity at low cost.

Policymakers made key reforms in 1999 that opened up the electricity market for more
competition and customer choice. Traditionally, Ohioans were stuck with their local electric
utility and charged a price negotiated by the utility and government regulators. After the 1999
law, Ohio joined other states in a regional organization called PJM Interconnection, which
operates a wholesale market for electricity. Power plants compete to sell electricity on this
wholesale market and electricity providers buy wholesale electricity through PJM and sell it at
retail. Now, Ohioans can choose among these different electricity providers who offer market-
based pricing.

Unfortunately, the 1999 reforms didn’t go far enough. The playing field is still tilted in the favor
of big utilities and against their competitors, and the utilities can still stick consumers with too
many charges that they can’t opt out of by switching to another electricity provider.

In fact, the Ohio Consumer’s Counsel has tallied up $14.3 billion of subsidies to the big four
electric utilities—American Electric Power, FirstEnergy, Dayton Power & Light, and Duke—
from 2000 to 2016. Approximately $235.11 million more per year are currently approved or
pending going forward from 2017."

! Office of the Ohio Consumers’ Counsel, “Subsidy Scorecard.”


http://www.occ.ohio.gov/electric/subsidy-scorecard.pdf
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In the following Q&A, Dr. Joe Bowring—who is the independent auditor for PJM
Interconnection—explains why Ohio benefits from participating in the PJM market. Bowring
makes three key points that are especially relevant for Ohio:

1. Regulated utilities should only be in the business of distributing electricity through power
lines. They should not also own the power plants that generate electricity.

2. Government policies that favor one type of power plant over another make the market function
less efficiently and raise costs for customers. Ohio is guilty of favoritism in various ways, such
as a current law that forces customers to buy renewable energy and proposed laws that force
consumers to subsidize certain coal and nuclear plants.

3. Even though Ohio and the greater region served by PJM are experiencing many changes—
including power plant closures—there is plenty of extra power capacity, and many new plants
coming on-line. There is no legitimate concern that Ohio will have power shortages or blackouts.

Q&A with Dr. Bowring

BUCKEYE/R STREET: What electric industry structure and policies are best for economic
development?

BOWRING: The best electric industry structure is the one that results in the lowest possible
costs to customers. The best wholesale power market structure is a competitive structure that
includes a competitive energy, ancillary services and capacity market. A competitive energy
market by itself is not enough. A competitive capacity market helps ensure competition for new
entry and signals for exit when units are not profitable.

BUCKEYE/R STREET: How do merchants behave compared to monopoly utilities?

BOWRING: Merchant generators put private capital at risk, enter the market when it appears
profitable and exit the market when it is not profitable. The decisions are made entirely by
private investors and the consequences are borne entirely by private investors. Customer funds
are not used to fund the construction of merchant generation units and customer funds are not
used to guarantee rates of return to investors when units underperform.

BUCKEYE/R STREET: How does the improved economic discipline of competitive markets
affect innovation and consumers?

BOWRING: Markets provide a price signal and private investors and consumers decide how to
react to those prices. Consumers may invest in technologies that reduce energy usage if prices
are high, or shift energy usage to lower-price time periods. The private developers of power
plants compete with one another to build the lowest cost, most efficient power plants. The
developers put pressure on original equipment manufacturers to sell cheaper and more efficient
power plants. One result has been the significant increase in the efficiency of the dominant new
power plant technology: the gas-fired combined cycle. This technology would not have been
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invented but for competition and this technology would not have been improved but for
competition among equipment manufacturers, responding to the demand for new plants by
private power plant investors/developers.

BUCKEYE/R STREET: How does PJM remain a reliable electricity system despite the
retirement of power plants?

BOWRING: PJM is required to maintain a required margin of reserves in excess of forecast
peak load. That required reserve margin is a key determinant of the demand for capacity in the
PJM capacity market. Power plants earn revenues from a combination of energy markets and
capacity markets. When total net revenues are not adequate to cover the going-forward costs of a
generator, it is more economic to retire the unit than to continue to operate it. Based on these
market signals, more than 20,000 MW of coal-fired power plants have retired in PJM since 2011.
But PJM continues to maintain a reserve margin in excess of its required reserve margin as a
result of new entry by investors in new units that believe they can earn a profit. Developers
continue to build new generation in PJM based on the results of PJM's energy, ancillary services
and capacity market and based on the expectation that the investments will be profitable.

BUCKEYE/R STREET: Are PJM's markets actually competitive, considering the extent of
administrative rules?

BOWRING: As the independent market monitor for PJM, we continue to find that the PIM
markets are competitive. All markets include complex rules and the PJIM markets are no
exception. The fact that there are rules does not mean that PJM markets are less than markets or
are somehow administrative constructs. Cost-of-service regulation is an administrative construct.
The PJM markets are competitive markets governed by rules. The PJM markets continue to be
subject to regulation by the Federal Energy Regulatory Commission (FERC) because FERC
relies on competitive outcomes as a substitute for direct regulation. Market participants continue
to put their capital at risk and do not have recourse to customers when they lose money. Load-
serving entities continue to compete for customers in states where retail competition exists.
Customers continue to respond to price signals. Units and companies have gone bankrupt in PJM
markets. Both the energy market and the capacity market are markets that produce competitive
results for customers.

BUCKEYE/R STREET: You regularly note many areas for improvement in the way PJM
markets are designed and administered. Are electricity customers better served by PJM's
imperfect markets or without a regional transmission organization?

BOWRING: The energy market works well. The energy market relies on competitive offers
from generation owners equal to short-run marginal cost that result in locational marginal prices
that reflect both generator offers and constraints on the transmission system that is necessary to
deliver power to load. The energy market has local market-power-mitigation rules that work
effectively. There are some areas where the energy market could be made more effective,
including better and more locational scarcity pricing, less discretion for PJM in affecting prices
and better rules for purely financial participants. PIM does not need to find artificial ways to
increase energy market prices.
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The capacity market works reasonably well. The capacity market has had lower prices than
indicated by market fundamentals over the past few years, but PJM's recent changes to the
capacity market design (Capacity Performance) has created better and stronger incentives for
units to perform. The capacity market does not need rules to support specific technologies or
power plants.

In general, PJM has continued to improve the design of its energy, ancillary services and
capacity markets, although there is continued need for improvement.

BUCKEYE/R STREET: What is the best approach to handle shortcomings in PJM markets?

BOWRING: Continued improvements in market design are the best approach to handling any
perceived shortcomings in market outcomes. It is also important to distinguish between actual
shortcomings in market outcomes and corresponding market-design issues, and perceived issues;
for example, when a specific technology faces market challenges.

BUCKEYE/R STREET: How do competitive markets affect renewables and demand-side
resource investments (versus regulated monopoly)?

BOWRING: Clear and transparent price signals in the energy market and the capacity market
indicate to potential investors in traditional generation, renewables and in demand-side resources
whether investment is likely to be profitable and where the most profitable locations are. There is
no transparent price signal in a cost-of-service system. In that case, the regulated utilities decide
whether to invest in renewables or demand-side base on their overall impact on the profits of the
regulated utility. If renewables or demand side investments reduce the overall revenues of the
regulated utility, the utility will not invest. Despite the flaws in the PJM capacity market, a large
amount of demand-side resources have been built by private investors in response to market
signals, and renewables have sited where [they are] expected to be profitable.

BUCKEYE/R STREET: How do subsidies (e.g., bailouts) and resource mandates (e.g.,
renewable portfolio standards) affect market performance? How does this affect consumers and
economic development?

BOWRING: The market paradigm is an alternative to the quasi-market design, which relies on
cost-of-service regulation and guaranteed rates of return. The market paradigm, and its
associated customer benefits, cannot survive if there is intervention in the markets to save
specific units or technologies despite clear market signals. Subsidies are contagious. If one
owner receives special subsidies, it is the fiduciary duty of other unit owners to seek comparable
subsidies. Subsidies are fundamentally incompatible with competitive markets that rely entirely
on market signals for decisions about entering and exiting markets. Despite their good intentions,
central planners do not succeed and have a poor track record of beating the market.

Subsidies, particularly for mature technologies, result in customers paying more than they would
pay without subsidies.
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BUCKEYE/R STREET: What is the best role for regulated utilities within a restructured
state?

BOWRING: The role of regulated utilities is best suited, to date, to investment in transmission
and distribution assets, although there is an increasing role for competition in those areas.

One of the risks of vertically integrated utilities is that they can, under some circumstances, shift
risk from their generation side to their distribution side. That was the goal of First Energy and
AEP in seeking to require Ohio customers to pay a non-bypassable charge to fund a subsidy for
uneconomic generating assets. Despite the fact that FERC rejected the more egregious form of
these subsidies, it is not possible to separate the financial impacts of generation from distribution
in a vertically integrated company.

At the outset of wholesale power-market restructuring, many states required the divestiture, by
the transmission and distribution utilities, of their generating assets. That divestiture prevented
the types of cross-subsidies that were the subject of the FE and AEP filings.

The overall goal of power-market design should be to maximize the role of market forces, to
eliminate incentives for subsidies and cross subsidies, to ensure that risks are borne by those
making the investment decisions, to prevent market power of all types and to maximize the
degree of customer choice about the types of service that customers wish to purchase.

BUCKEYE/R STREET: What would be the consequences of re-regulating merchant assets?

BOWRING: The re-regulation of private merchant assets would likely be a drawn-out,
expensive litigation driven process that, at best, would significantly increase costs to customers.
Merchant generators would expect to be compensated for their investments as if they were
regulated assets, meaning a guaranteed return on and of capital. Given the observed history in
PJM markets, merchants have earned less than regulated utilities. As a result, the conversion of
merchant assets to regulated assets would increase costs to customers.

Longer term, re-regulation would mean the loss of market-based incentives for market entry and
exit. Re-regulation would mean abandoning the market paradigm and restoring the quasi-market
paradigm in which investment decisions are made by regulated utilities with guaranteed rates of
return. Re-regulation would mean that customers would be required to bear all the risks of
planning decisions about the type and location of new assets. Customers would be required to
pay for all investments, whether successful or not.

Conclusion

Utilities continue to lobby regulators and lawmakers for subsidies, because changes in the
electricity market have lowered prices—and their profitability. While these subsidies are good
for the utility companies, they are bad for the rest of the state’s families and businesses. Higher
electricity bills reduce the amount of money that families have to put food on the table and make
companies less confident about starting or expanding operations in Ohio.
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Policymakers should make three electricity policy reforms to let the market work and help
Ohioans save money on their energy bills:

First, Ohio should have full corporate separation, as is the case in Texas, of power generation
companies and the regulated monopoly utility companies that own the power lines. Utilities
should be prohibited from owning power plants through “affiliate” companies.

Second, Ohio should embrace market pricing and eliminate “electric security plans” (ESP). ESPs
are regulatory proceedings that become utility wish lists for extra charges and subsidies above
the market price.

Finally, Ohio law should enable the Public Utilities Commission of Ohio to issue refunds to
customers if utilities overcharge them.

As Dr. Bowring attests, the restructured electricity market is doing a good job of providing

Ohioans with reliable, yet low-cost electricity. These reforms are the best way to ensure that
continues to be the case.
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