Electric Industry Deregulation:
A Look at the Experiences of Three States
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Executive Summary

In the late 1990s, several states, including Michigan, began deregulating their electric utility industry in the hopes that competition in
the generation and sale of electricity would drive down prices to consumers. The enthusiasm for deregulation had waned in Michigan
in recent years, but interest in electric market choice is now rising again.

Public Sector Consultants Inc. (PSC) was hired to review the experiences of other states that deregulated their markets and identify
trends or issues that might be relevant to the current discussion of Michigan's energy policy. PSC conducted case studies of Texas,
lllinois, and New Jersey—three states that represent a range of geographies, political leadership, and deregulatory approaches and
policy frameworks. The case studies looked at the success of these states' deregulatory efforts through the lens of:

How reliability and affordability changed
Whether deregulation provided for adaptable energy policy

In our analysis, PSC found that while there were some benefits of electric market competition, particularly for larger industrial custom-
ers, broad success for deregulation has either not materialized or has come with other regulatory and financial costs. Specifically, the
case studies found that:

Deregulation does not necessarily lower electricity rates
Rates are often more volatile under deregulation

There are significant challenges with pricing default electric service—the service provided to residential customers who do not
opt for, or cannot obtain, competitive electric service

Electric capacity and reliability can be a substantial challenge

Deregulation can reduce a state’s control of its energy policy because of the stronger role regional transmission organizations and
the federal government play in where electricity is generated

New forms of market/government intervention to address market failures often have been necessary

Introduction

Impetus and Purpose of the Research

The focus on electricity deregulation waned considerably after the price spikes, rolling blackouts, and utility bankruptcies that accom-
panied California’s energy crisis in 2000-2001! and as other states experienced similar challenges. By the early to mid-2000s, some
states had repealed electric choice laws or otherwise pulled back such efforts, while others stayed the course, hoping to capture the
potential benefits of deregulation. A third group of states had little choice on changing direction, since power plants had been spun off
from utilities to other companies, as required under the deregulation legislation.

While there was considerable media coverage of state deregulation activity up through the mid-2000s, there has been little research
on recent experiences. Since the U.S. has been experiencing a cycle of low prices for natural gas (which is a major fuel source for elec-
tricity generation) and wholesale power, there has been renewed interest in some states, including Michigan, to look at deregulation
again in an effort to increase competition and reduce prices for more customers. Michigan’s administration and legislature have sought
input on whether Michigan should revisit its market structure, including the 10 percent cap on electric customer choice instituted
in 2008. As a backdrop, Gov. Rick Snyder has called for energy decisions that provide for reliability, affordability, and environmental
protection. He wants the state’s energy policies to be adaptable—a “no regrets” approach.

Many of the deregulated states now have at least a decade of experience, which can help to inform the policy debate in Michigan.
Accordingly, PSC was asked by Consumers Energy and DTE Energy to review key deregulated states through the lens of:

How reliability and affordability changed
Whether deregulation provided for adaptable energy policy

Using these as a guide for our research, we reviewed the experiences and impacts in three key deregulated states: Texas, lllinois, and
New Jersey.

1 California partially deregulated its electricity industry in 1996, and subsequent market manipulations by energy companies such as Enron created artificial shortages that caused substantial
wholesale electricity price increases. The high wholesale prices squeezed the revenue margins for utilities because of the deregulation-required customer price caps, bankrupting or nearly bankrupt-
ing the state’s two largest utilities.



Study Approach

In choosing states to evaluate, PSC picked three that represented different regions (South, Midwest, and East Coast), included a range
of deregulation systems and policy frameworks, and reflected different political leaderships (Democratic and Republican).

PSC conducted literature reviews of deregulation generally in the United States for comparison of approaches and implementation
issues; reviewed and analyzed primary and secondary documents on the implementation approach, prices, competition, reliability, and
regulatory changes in each of the three states; and conducted interviews with state energy regulatory staff in Texas and lllinois. The
information was compared to national trends on prices, generation capacity, reliability, and rates of residential and commercial switch-
ing. PSC also reviewed any energy policy or regulatory changes that were made subsequent to deregulation in order to fine-tune or
correct deficiencies in deregulation policies.

Although environmental protection is part of the governor’s energy policy platform, PSC did not include it within the scope of this
analysis because it would have required significant additional analysis to isolate the effects of deregulation on the environment from the
effects of other state and federal policies.

It is difficult, if not impossible, to document what would have happened in states that implemented electric choice had they maintained
their regulated utility system (and vice versa). But looking at trends and patterns among states over time can help policymakers identify
factors that affect the success, or lack of success, of electric choice programs and shape future energy policy decisions in Michigan and
elsewhere. These cases studies attempt to highlight some of these issues and contribute to the ongoing dialogue about the merits of
electric industry deregulation.



Deregulation in Illinois has—
iIronically—relied heavily on
significant government intervention
to control costs and encourage
customer switching.



Summary

lllinois is an important state to review in the context of state experiments with
electricity deregulation for two reasons. First, the deregulation process was pro-
tracted and highly controversial, and included years of legislative debate as well as
a high-profile complaint and intervention by the state attorney general. Second, the
turmoil associated with deregulation in lllinois—political, legislative, rate volatility,
and other—reflected a lack of confidence in the ability of deregulation to ensure
affordable, reliable power.This led lllinois policymakers to create new public entities
and expanded roles for government in the purchase and sale of electricity in lllinois,
essentially adding more regulation. Furthermore, it is not clear whether the recent
price trends in lllinois are the result of deregulation, these new roles for government,
or simply the result of current low natural gas and wholesale power prices.

History and Profile

Deregulated in 1999 with commercial and industrial customers

Regional transmission organization (RTO)/independent system
operator (ISO): PIM and MISO

Organized wholesale energy and capacity markets (PJM) and
energy market (MISO), both under FERC jurisdiction

Electricity sales (MWhs): 144,760,674 (#6 in nation)
Average electricity price (cents/kWh in 2010): 9.13 (#24 in nation)

Issues
Protracted Deregulation Process

Like many other states, lllinois went through a protracted process to deregulate its
electric industry. It began in 1997 when the initial deregulation law was enacted and
required the state’s two investor-owned utilities, ComEd and Ameren, to spin off
their generation to affiliated or unaffiliated companies. ComEd and Ameren con-
tinued to provide delivery of power and serve customers that did not select an
alternative supplier. Retail access was initially limited to commercial and industrial
customers in these service areas but expanded to residential customers.!

Deregulation did not take off as expected in terms of customer participation. The
decade-long rate cap mandated in lllinois (which ended in January 2007) was one of
the longest lasting rate caps in the nation, and it effectively discouraged alternative
suppliers from entering the market. Through 2011, switching among residential cus-
tomers was nearly non-existent. There was, however, a notable increase from 2011
to 2012—from 2% to about 22%, respectively—due in part to municipal aggrega-
tion efforts as discussed further below. Initial participation by small to medium-sized
non-residential customers was also limited. In 2005, the state cautioned that the
rate of switching among these customers was only around 5%. Participation among
all types of customers has grown over time, however, particularly since 2011, and
current levels are quite high in lllinois. According to the ABACCUS report for 2012,
22% of residential customers, 81% of medium-sized non-residential customers, and
93% of large customers had switched.?

- Nuclear

- Coal

- Natural gas

I Renewables
Other

Generation by source (MWh)

SOURCE: EIA, lllinois Electricity Profile, 2010

TIMELINE
1997—Electric deregulation law passed

1999—Retail access available to some
commercial and industrial (C&I) customers

2001—Retail access available to all C&I
customers of investor-owned utilities

2002—Retail access available to residential
customers

2007—Rate cap expires and prices surge;
state attorney general files complaint against
wholesale suppliers for market manipulation
and excessive power prices; new legislation
enacted that mandates $1B in rate relief for
customers and creates lllinois Power Agency
to procure power

2008—Residential customers first switch to
alternative suppliers (participation low)

2010—Local governments authorized to
aggregate load and solicit bids for sale and
purchase of electricity

2012-13—500+ local governments pass
referendums for municipal aggregation



Expanded Role for Government

In addition to mandating rate freezes, discounts, and customer re-
funds during the transition to deregulation, the lllinois legislature
stepped in to create a new independent state agency, the lllinois
Power Agency (IPA), to oversee the “electricity planning and pro-
curement processes for residential and small commercial custom-
ers of Ameren and ComeEd.”® The IPA was created “in response to
significant consumer electricity cost increases resulting from a util-
ity-managed reverse auction process” The utility auction process
was eliminated as part of this reform and the new agency became
responsible for procuring power; ensuring reliable, adequate service
at the lowest total cost over time; and developing new resources,
including coal, renewable energy, and others financed with state
bonds. The legislative charge of the IPA is strikingly similar to the
role of a regulated electric utility (see below), including the ability to
develop generating facilities, except that the IPA is not permitted to
sell directly to retail customers.

The IPA credits itself with lowering and stabilizing electricity prices
in lllinois> The agency reported in 2011 that its procurement ac-
tivities have resulted in $1.64 billion in total savings for consumers
since 2009.°

Role of IPA vs.Typical Regulated Utility

Develop electricity procurement plans

Provide adequate, affordable, efficient, and
environmentally sustainable electric
service at lowest cost over time
Conduct competitive procurement
for supply resources

IPA (state agency)

2@ O O

Develop and finance electric
generation facilities
Sell electricity to other entities
(e.g., municipal utilities)

Serve retail customers with electricity

0 00 060
Annn payenbau reartdAL

‘ ®Yes ® Yes, but not always O No ‘

SOURCE: Public Sector Consultants using information on IPA’s mission and objectives
from the Annual Report FY 2012 and Public Act 095-0481.

Although proponents of deregulation argue that one of the key
benefits is providing customers the ability to choose their sup-
plier, many deregulated states have seen limited participation by
residential and small commercial customers.” In the first decade
under deregulation in lllinois, participation by such customers was
almost non-existent. In response to these trends and recognizing
the need to make deregulation “work;” lllinois enacted legislation
to promote the ability of local governments to arrange for the sale
and purchase of electricity. These municipal aggregation programs
effectively allow the local government to make the “choice” on
behalf of their residents (and sometimes small businesses). That s,
local governments aggregate customers in their respective jurisdic-
tions in order to supply power. Individuals must proactively “opt
out” of the program in order to avoid switching their service. The
IPA facilitates municipal aggregation by negotiating and supplying
the power.

Municipal aggregation in lllinois has been widely adopted but is
still new. As of May 2013, a total of 529 communities (including
Chicago) passed referendums for municipal aggregation® The 2012
ABACCUS report states that an estimated 60% of “switching” by
residential customers in the state was due to municipal aggregation,
according to the lllinois Commerce Commission. That percentage
appears to have increased since 2012, given the number of local
governments with active municipal aggregation programs initiated
since 2012 and their associated populations. The state publishes
the total number of customers that switch providers, but does not
break down switching rates for customers under aggregation versus
those that switch suppliers on their own. Nonetheless, there are
more households in areas with municipal aggregation (with a sup-
plier under contract) than the total number of residential custom-
ers that have switched as of the first quarter of 2013.° This suggests
that municipal aggregation is driving a large portion of the current
switching activity in lllinois.

Of those local governments that have selected suppliers, the rates
appear attractive (averaging 4.55 cents/kWh),*° but these rates
were negotiated during a time of depressed wholesale prices and
they have limited terms. While the experience with aggregation to
date appears positive and has improved the customer “switching”
statistics in lllinois, the track record is short. Moreover, aggregation
raises important policy questions: Is this an appropriate role for
local governments?* Will this approach stay in favor once market
conditions fluctuate? And will these customers simply return to the
incumbent utilities when that happens?



Rate Shock in Illinois
Prices soar from 2006 to 2007 following
expiration of rate cap.

ComEd

Ameren

Affordability

Cuts in retail rates of up to 20% were mandated as part of the
transition to deregulation in lllinois, and rates were frozen for a de-
cade.*® Prices surged when price caps expired in 2007, resulting in
considerable political turmoil. Customers experienced double- and
triple-digit increases in their electric bills in 2007, with allegations
from the state attorney general that customers would be paying
an extra $4.3 hillion from 2007 to 2009 because of manipulation
of prices by wholesale suppliers (including affiliates of ComEd and
Ameren) in the electricity auction used to set the utility rates un-
der deregulation.The state’s complaint alleged that the deregulated
generation affiliate of ComEd was charging the utility three times its
actual cost to generate electricity to serve the utility's customers.**
After considerable
squabbling in the
state legislature over
how to handle the
rate increases, the
state eventually bro-
kered a deal in 2007
for major rate relief
and other reforms
with  ComEd and
Ameren to provide
consumer  refunds
and credits totaling
$1 billion. This was
used to help offset
some of the price
increases.

26-56% jump in residential prices
from 2006 to 2007

60-70% increase for large
commercial and industrial customers
with some very large customers
experiencing increases of over 100%

49-125% jump in residential prices

80-130% increase for large commer-
cial and industrial customers
lllinois has seen elec-

tricity prices come
down, hovering around the national average—Ilikely a function of
the surplus capacity in wholesale markets and low commodity pric-
es.15 As seen elsewhere, including Michigan, the prices are largely a
function of the initial rate freezes/caps and commaodity prices, not
the market structure (i.e., deregulation). The lllinois Power Agency
also purports to have played a key role in stabilizing prices.

“Five million lllinois residents are
unnecessarily paying electricity prices
that are double the actual cost of
generating electricity...”

—Lisa Madigan, IL Attorney General, March 15, 20072

As generation supplies tighten in the eastern United States with
the retirement and retrofitting of older coal plants and if natural
gas prices increase, regional wholesale prices could escalate and
increase retail rates in lllinois.*’

Conclusion

State and local governments have taken on expanded roles related
to the purchase and sale of electricity in lllinois that suggest a fair
amount of government intervention under deregulation. The gov-
ernment is essentially serving in critical roles traditionally provided
by a regulated utility. This intervention is in response to what appears
to be a perceived inability or lack of confidence in deregulation to
ensure affordable, reliable service and bring about real competition.
The initial trigger for state intervention in power procurement was
the alleged market manipulation and excessive prices of wholesale
suppliers in 2007. The state played a key role in investigating these
issues and ultimately mandated refunds to customers in order to
temper these rate increases. For local governments, the lack of
customers electing to switch suppliers and the desire to stimulate
competition has led to local governments effectively making this
decision and negotiating prices for their residents. These state and
local government roles bring into question whether this is a truly
deregulated industry. Rather, it appears that the framework in lllinois
has relied on new forms of market-based regulation, some of which
have not been fully tested under alternative market conditions.
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Deregulation in New Jersey

has not resulted in electricity
price decreases or desired
In-state generation. This has led

to tensions between state and
federal authorities over control
of the state's energy future.




Summary

New Jersey is an important state to review in the context of electricity deregulation
for four reasons. First, the reason stated most often for the enactment of the legisla-
tion that deregulated New Jersey’s electricity market was high electricity rates. After
almost 14 years of deregulation, however, electricity rates continue to be high com-
pared to those in other states, and New Jersey's relative position nationally hasn't
changed. Second, New Jersey is an example of a state that has relied on a “capacity
market” pricing system designed and operated by the federally regulated regional
transmission organization (RTO) to induce needed new generation capacity. The
ability of this pricing model to actually attract the investment necessary to build this
new capacity has been questioned, as little new generation has been built to meet
New lersey’'s growing energy needs. Third, dissatisfied with the results of the RTO
capacity market system in terms of both the price of power and its availability, New
Jersey enacted new legislation in 2011 designed to create its own incentives for the
construction of new generating capacity within the state—that is, a new form of
state regulation and intervention. This attempt, however, has been contested by the
RTO, the Federal Energy Regulatory Commission (FERC), and energy providers that
want to import electricity into the state from outside New lersey. This has led to the
fourth key feature of the New lersey deregulation experience: a dispute regarding
who will control New lersey’s energy future—the state or the federal government
via the RTO and FERC.

History and Profile

New Jersey passed its Electric Discount and Energy Competition Act (EDECA) in
early 1999, one of a number of states to enact similar legislation in the late 1990s. As
with many of these states, the legislation deregulated the energy generation sector
but maintained a traditional cost-of-service regulation approach for the transmission
and distribution segments of the industry.* Under this deregulated system, the state’s
four main utilities continued to own distribution systems, regulated by the state
Board of Public Utilities (NJBPU), and regional transmission firms were regulated
by the FERC. Beginning in August 1999, customers in all classes had access to retalil
competition, and the legislation established a four-year transition time during which
electricity prices were capped at 10% below the 1999 prices.

For the first decade of deregulation, New Jersey saw very little participation, or
“switching,” among residential or commercial customers. Initially, the price cap
imposed by the EDECA did not provide much opportunity for new suppliers
to make a profit, so there was little new offering of competitive prices. Even
after the price cap was lifted, consumers were generally apathetic about switch-
ing and participation remained below 2% until about 2008. Recent declines
in natural gas prices have brought additional providers offering lower prices
into the market, and by July 2013 the number of customers that had switched
service from their incumbent provider was approximately 17.5%.2 This partici-
pation rate, however, is still well below rates in other deregulated states.

Deregulated in 1999

Regional transmission organization (RTO)/
independent system operator (ISO): PIM

Organized wholesale energy and capacity markets (PIM)
under FERC jurisdiction

Retalil electricity sales (270 trillion BTUSs): (#20 in nation)
Average electricity price (cents/kWh in 2011): 14.3 (#6 in nation)

of customers

TIMELINE

1999—Electric deregulation law passed:; retail
access available to residential, commercial and
industrial (C&I) customers

2003—Rate cap expires; minimal residential
or commercial switching has occurred

2008—Natural gas prices begin to decline
in late 2008, and forward electricity prices
correspondingly drop

2010—Percentage of residential participation
in alternative provider services increases from
less than 1% to almost 10% with decline in
market prices

2011—New lersey Legislature passes Long-
term Capacity Agreement Pilot Program
(LCAPP) (PL. 2011, Chapter 9), which
promotes development of ~2,000 MW

of new baseload or mid-merit generation
facilities in New lersey

2011—FERC approves PIM’s proposed
modifications to its Minimum Offer Price Rule,
making the LCAPP more financially challenging

2012—Two of the proposed LCAPP
generating facilities clear the PIM Base Residual
Auction price, and one does not clear

2013—PIM’s Markets and Reliability
Committee abandons effort to add a long-
term capacity auction or alternative multi-year
mechanism to the revised PIM charter

Market Share Served by
Alternative Providers

of load (based on
total MWh)

SOURCE: New Jersey Board of Public Utilities, New Jersey Electric Switching Statistics
July 2013

Generation by source (MWh)

- Nuclear

- Natural gas

I coal

I Renewables
Other

SOURCE: EIA, New lersey Electricity Profile, 2010.



New Jersey, unlike Michigan, is fairly dependent on energy imports,
with over 25% of its electricity bought on the wholesale market
and transmitted to New Jersey from plants in other states. This has
influenced the success of deregulation, as discussed further below.
New lersey's in-state generation mix is largely made up of nuclear
and natural gas, with a modest amount of coal, renewables, and
other sources.*

New Jersey is a member of PIM, which is the RTO that coordinates
the movement of wholesale electricity in all or parts of 13 states
and the District of Columbia. In order to assure that adequate gen-
eration capacity is available in the region to meet potential peak
demand—that is, an adequate supply of electricity at all times—PJM
established a “capacity market” and a capacity market pricing model
in 2007 called the Reliability Pricing Model (RPM). According to
PIM, its RPM capacity market is supposed to:

...Create long-term price signals to attract needed
investments in reliability in the PIM region...and stimulate
investment both in maintaining existing generation and in
encouraging the development of new sources of capacity—
resources that include not just generating plants, but
demand response and transmission facilities.®

Unhappy with the results of this capacity mechanism in terms of
both its inability to stimulate new generation sources within the
state and the price of electricity, the New lersey legislature, with
the support of Governor Chris Christie, enacted new legislation in
2011, the Long-term Capacity Agreement Pilot Program (LCAPP).
This legislation represents a new form of state regulation and inter-
vention designed to ensure adequate capacity generated by in-state
facilities at acceptable prices.

The enactment of this legislation has sparked an ongoing battle be-
tween the State of New Jersey and the PIM, the FERC, and various

out-of-state electricity providers that continues to this day both in
federal court and at the FERC.

Issues
Affordability

New lersey has historically had some of the highest electricity
prices in the nation, consistently ranked 6th or 7th highest in the
nation in the years just prior to deregulation. Lowering the cost of
electricity was, in fact, one of the driving forces behind deregula-
tion. Legislators and the Board of Public Utilities hoped that greater
competition would drive down prices for New lersey residents and
businesses. When the EDECA passed the state legislature, electric-
ity cost 9.98cents/kwWh.®

Like other states that deregulated their electricity industry, New
Jersey instituted a transition period during which electricity prices
would be reduced and capped for a number of years in order to
protect consumers from price increases while a new competitive
market was developing. Although mandated price reductions or
freezes obviously help consumers in the short term, they often
deter new competitors from entering the market to compete with
incumbents because there is not enough profit at the lower prices.
In addition, dramatic price increases often occur once the caps are
removed.This is precisely what occurred in New Jersey.

As the transition period ended in 2003, electricity prices in New
Jersey began to climb again,going from 9.3 cents/kWhin 2002 to 14.3
cents/lkWh in 2011—a 54% increase. New Jersey’s electricity prices
are highly correlated to natural gas prices, so the prices have dipped
slightly during the last two years as natural gas prices have declined.”
However, the state is still ranked 6th highest for electricity prices in
the nation, and New Jersey electricity prices have been an average
of 3.3 cents/kWh higher than the U.S. average price over the last
15 years.

New Jersey Prices Consistently Higher than Other States
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State Concern about the “Capacity Market” Pricing Model
and Dependence on Out-of-State Electricity Imports

It has been the contention of the Christie administration and the
NIBPU that PIM’s capacity market and its RPM have not worked as
intended or to the advantage of New lersey because they have not
resulted in new generation and keep New Jersey overly reliant on
the transmission of expensive power from outside the state. Net
electricity imports since 1999 have consistently been more than 20
million MWh/year, more than a quarter of its electricity use.

New Jersey contends that the capacity market is biased toward ex-
isting or expanding generators because it does not accommodate
the need for long-term or multi-year price contracts. PIM allows
capacity prices to
be locked in for
only one year, and
therefore genera-
tors of new proj-
ects are unable to

New Jersey
Electricity Imports

to obtain financing at
bl t
over the last decade boome of

certain future rev-

enue® According
to the state, this inhibits new generation in areas where it is most
needed, such as in northern New lJersey where the grid is most
congested.

New lJersey also points to the fact that clearing prices in the
capacity market for New Jersey (and Maryland) are often quite
a bit higher than those for unconstrained areas of PIM. For the
2016-2017 delivery year, for example, the clearing prices for the
Public Service Electric and Gas (PSEG) Locational Deliverability
Area (LDA), which covers New lersey, rose 31% from the pre-
vious year, while all other PJM regions saw substantial decreases
in prices (down 29% in the mid-Atlantic region and 68% in the
northern Ohio area, for example). The New Jersey area was over
$160/MW-day higher than the rest of the PIM area. PIM's sum-
mary of the 2016-2017 auction notes that the only LDA that
saw price increases in the auction was PSEG, which has histori-
cally been transmission constrained. The PSEG area did not attract
much of the new generation entry, and accounted for over half
the electric generation facility deactivations since the last auction.®

A New Kind of State Regulation and
Intervention Attempted

Dissatisfied with the results of deregulation and PIM’s capacity
pricing model in terms of reducing prices or stimulating new in-
state capacity, the state created a new program, the LCAPR which
was designed to encourage new in-state generation. The LCAPP
requires the state’s regulated distribution-only utilities to enter into
long-term contracts for new generation at a price that justifies
the investment. The state issued a request for proposals to select
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generation projects and chose three gas-fired combined-cycle fa-
cilities that together would provide New Jersey with almost 2,000
MW of new capacity. The program allowed for contracts from the
state that pay the new generators a subsidized minimum long-term
price—one that is likely to be higher than the prices available on
the PJM capacity market.

It is New lersey’s position that expanding in-state generation—by
constructing or replacing power plants—would be cheaper and
more reliable than depending on the PIM capacity pricing model
and the transmission of electricity from western areas of PIM into
New Jersey101

State vs. Federal Control of New Jersey Energy Policy

New Jersey policymakers want generation sources located in New
Jersey for additional reasons beyond attempting to lower electricity
prices. The state wants to meet its electricity needs with a more
diverse and “clean” portfolio of energy sources than the predomi-
nantly coal-fired generation sources that are currently imported
into the state through the PIM market. New Jersey has also cited
the value of more than 2,400 temporary and about 80 permanent
jobs that would be created by the construction of the new LCAPP-
awarded generation facilities.

PJM and its network of incumbent generators have opposed New
Jersey’s efforts to encourage new in-state generation through
LCAPRThey argue that New Jersey would, in effect, be subsidizing
these facilities, therefore artificially depressing prices that would cre-
ate an unfair economic advantage for them compared to others in
the PJM region. Critics have also claimed that New Jersey is just us-
ing a work-around of the PJM system, leaving perceived deficiencies
of the system in place. They have argued that New Jersey should
instead be working with PJM to evaluate and modify the system
as a whole to make it more effective. However, PIM’s Markets and
Reliability Committee recently abandoned efforts to add a long-
term capacity auction or alternative multi-year mechanism to the
revised PIM charter, leaving New Jersey’s concerns about the RPM
unaddressed.*?

PJM has been successful in persuading the FERC to change vari-
ous rules regarding minimum price offers, which have kept the
LCAPP program from fully moving forward as planned.®® At the
same time, incumbent PJM generators have filed suit in federal

“New Jersey is opposed to a FERC-imposed
paradigm that impedes in-state generation
development while simultaneously
Imposing on our ratepayers an investment
premium for transmission projects that
import power from out-of-state generation
sources far away from the state's loads.”

—State of New Jersey




court challenging the constitutionality of LCAPP under the federal
supremacy clause.** The FERC rule changes and federal court chal-
lenges have limited New Jersey’s ability to feasibly pursue its own
energy policies as represented by LCAPP

Conclusion

New lersey’s experience with deregulation has undoubtedly not
been what the state had either desired or anticipated. Price de-
creases—the primary reason for enacting the original legislation
in 1999—nhave not materialized. New Jersey began its experiment
with deregulation as the 6th highest priced state in the nation for
electricity prices, and it is still the 6th highest priced state in the
nation. The persistence of relatively high electricity prices led New
Jersey to the conclusion that it would be better to rely on new in-
state generation rather than the transmission of power from other
areas of the PJM region. Because PIM's capacity markets and the

associated pricing model have not resulted in the development of
this in-state generation, however, the state attempted a new type
of government intervention to control electricity prices and sup-
ply—the LCAPP This state policy effort has, however, been suc-
cessfully opposed by both the regional transmission organization
and the federal government (FERC). It is also being contested in
federal court by out-of-state energy providers that have an interest
in continuing to export power to New Jersey. Because of PIM rule
changes, the two LCAPP-funded power plants that have gone for-
ward cleared the capacity market at a price well below their state-
guaranteed rate, requiring the state to subsidize the difference.This
will cost New Jersey taxpayers over $40 million in the first year.

What began as an attempt to reduce prices with deregulation has
resulted in further government intervention and a struggle between
the state and the federal government over control of state energy
policy, without the desired price reductions.
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