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For energy use rs, the d riving force that makes renegot iating an elec­
tr ic con trac t realis tic is the deregula tion of the elec tric ut ility ind us try .
Mo numenta l cha nges are occurring that has the who le ind us try is chaos
at th e m om ent. Uti lities a re scrambling to retain or gai n m ar ket share.
New alternatives for power supplies wi ll become available. Regulat or y
age ncies are becoming more flexible.

Ma ny user s are finding the ut ilities very willing to cha nge fro m a
rigid approach to a customer orien ted attitude in an ticipa tion of further
cha nges in the deregul at ion process. Now is the time to renegotiate your
electric contracts!

STAIUS OF ELECTRIC DEREGULATION

Deregulation of the electric u tili ty indus try began wi th the Energy
Policy Act of 1992. It began a t a wh olesale level and is rap idl y gai ning
speed. Since many u til ity companies' tran sm ission systems cross s ta te
line s, wholesa le de reg ulatio n is managed by the Fede ral Energy Regula­
tor y Commi ssion. By con trast, retail deregulati on (Custome r Choice) is
regula ted at a state level by legislat ures and ut ility commissions .

As a consequence, re tai l deregulat ion moves a t a d ifferent pace in
each sta te. Less progress is usually expe rienced in states whe re the ut ility

'This ar ticle is from Paul Cunning ham's pending book, Guideto Reducing Electricity
Costs, 1998, The Fairmo nt Press.



41

companies have the greatest influence. It is reasonable to guess that most
states wi ll have some level of retail deregulation in the next thr ee to five
years.

NEW TECH NOLOGY

Just as in the telecommunications field, new technology is beginning
to impact the utility compan ies' traditional generation patterns. In the 60's
and 70's , large centra l coal or nuclear plants took up to 10 years to bu ild ;
cos t $1,000-$5,000 per kW; and required 10,000 Btu to genera te a kW of en­
ergy.

Now, gas fired turbines take one ye ar to build; cost $300-$500 per
kW; and require 7,000 Btu to gene rate a kW of ene rgy. These smaller units
can be easi ly loca ted ou t in the se rvice area, rather th an being concen­
trated in a few cen tra l spo ts. The distributed locati on of the new units ut i­
lizes the tran sm ission sys tem more efficiently.

Better m on itoring, con tro ls and com mun ication are a llowing th e
ut ilities to use the genera tion more efficien tly. Generating units are bein g
more fully u tilized.

UTILITY COMPANY REACTIONS

Utility company reactions to deregulat ion vary. Most are still oppos­
ing change . Othe rs are accep ting the inevitable and see many op po rtuni­
ties in providing new services in new terr itor ies. All are tak ing steps to
prep are for a future without the securi ty blanket of the reg ulatory p rocess.
There are mergers, downsizing , reinven ting, new purc has ing alliances,
man agement services between compa nies and d iversifying.

One is rem inded of the Ll.S, auto ind us try severa l yea rs ago whe n
eve ryone realized that they were no longer competitive with the Jap anese.
Some fou ght hard for trad e ba rriers to protect them whi le othe rs got busy
and marked ly impro ved their qu ality and manufacturin g pro ficienc y.
Now, most of them are quite compe titive .

The same will p rob abl y hold true with the u tili ty com panies. The
adap table wi ll survive. We cus tomers must change also, while taking ad­
vantage of their changes so tha t we can break free from the tightly limited
rate struc ture that we have faced for many decad es.
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REGULATORY AGENCY ATTITUDES

The state commissioners are curren tly charged with the respon sibil­
ity of adminis tering that port ion of the deregulation process tha t is intrast­
ate. As yo u mi ght guess, with fifty d iffer ent agencies, there is a wi d e
va riatio n of attitudes. Some say that the degree that they are favorable to
the dereg ula tion effort is strongly related to their ties to the u tility compa­
nies in their states. In some cases, there has been an exchange of personn el
that might raise eyebrows.

Commissions in states wi th h igh power cos ts are the most likely to
be aggressive in the deregulation process. The movement favorin g some
degr ee of ret ail wheelin g is impressive. Key dates are Janu ar y 1, 1998,
when a number of additional retail whee ling experiments began , and the
year 2001, whe n many think there will be full deregulation . In all states,
their legislature ha s a d irect effect on the deregulation process . Many
sta tes will see a strong legislative pu sh in the next few sessions of the leg­
islatur e.

IND EPENDE NT POWER PRODUCERS

A major change in the way that electric utilities do bu siness has been
brou ght about by the independent power producers (IPPs) wh o are more
agile, cost effective and less hampered by some of the regulat or y con­
stra in ts of the ut ility companies. The ir new un its ar e quicker to ins tall,
lower in firs t cost and lower in opera ting costs. As a conseq uence, they are
very com petitive with the utility companies' olde r, large r plants.

In sp ite of a considerable effo rt to hold them down, they are now
addi ng more gene ra tion than the old utilities. IPPs offer significa n t com­
pet ition that will be help ful for ind ustria ls in the future by driving down
power costs an d offering alterna tive sources of pow er.

POWE R MARKETERS AN D BROKERS

Ano ther major chan ge is being cau sed by a new breed of fast-mov­
ing opera tors wh o ha ve moved ove r from gas brokering and are now
making a market in who lesale power . Pow er marketers will bu y surplus
power from one utility and sell it at a profit to a seco nd, w ho wi ll save
money by backing down on some high cost gene ration or postpone con­
struc tion of new plants with the purchase. Power brokers do the same but
do not take title to the power.
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Utilities are selling or retiring their less efficient units and increasing
the capacity of their remaining units to meet growing needs. More are also
buying power from others rather than generating themselves. As a result,
their need of services, such as provided by brokers, is increasing.

Power marketers are doing for the electric utility industry what
Sprint and MCI did to the long-distance telephone industry by convincing
AT&T customers to change to their service. Some, such as Enron, are now
purchasing their own utility companies.

WHEELING OR TRANSPORTING POWER

FERC 888 provides that no utility can charge more for the use of
their transmission lines to wheel power than they charge themselves. This
prevents the possibility of a major surcharge that would make wheeling
uneconomical.

Currently, there are two types of wheeling charges under study.
Postage stamp rates, which charge the same regardless of distance the
power is moved, and the kW-mile rate which does consider the distance.
Transmission service charges are in the $1.00-$1.75 range. It is clear from
these figures why there is a rule of thumb stating that it is uneconomical to
wheel power more than two utilities away.

COMMODITIZATION OF ELECTRICITY

A very active futures market is another development caused by de­
regulation. Again, this addition is patterned after the natural gas futures
trading. The new market gives utilities a chance to make more money on
their surplus generation rather than leaving it idle. They can optimize
their generation and power purchasing to lower their costs .

Energy trading and risk management to dampen the effects of the re­
sulting price volatility present options not previously available to opti­
mize the pricing of electricity. Price discovery is also quite helpful in plan­
ning future management actions. Hedging strategies, future basis risk,
swaps, and related tools made possible by the market at the New York
Mercantile Exchange greatly improves flexibility of power utilization.

Gas is cheaper to move than electricity. Electricity is cheaper to move
than coal. There is a strong movement to lump all together as just energy
in different forms and buying the cheapest form available. For example, a
power plant might be located near a coal mine rather than using unit
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trains to move coal to the power plant. The transmission system would
move the electricity rather than the coal.

POWER COSTS

The United States is divided up electrically in regions called reliabil­
ity councils. The utility companies in each of these councils or power
po ols, band together to manage power availability within its borders and
the inter-ties with other pow er pools. Although there were power sales on
a wholesale basis among the members of each pool, the pricing of this
power wa s not generally known.

FERC mandated that this information be publicly available and we
now have access to wholesale power whose price is tracked on an ongoing
ba sis. Thi s is a useful tool in determining what the marginal costs your
utility com pany has to pa y for any power purchases. It is interesting to
compare thi s figure with that which your power company is charging
you.

STRANDED INVESTMENT

With deregulation, most utilities will have some generation and
power purcha se con tracts which are no longer cost effective due to lower
cost power from other sourc es. Writing off this investment is vehemently
op posed by many of them. Their preferred alt ernat ive is to pass these
costs on to thos e who exit their system in order to bu y power elsewhere.
Utility companies are making an extremely strong effort to be compen­
sated for all of this inve stment that will no longer provide them revenue.

Currently being debated is one mechanism to recover stranded costs
called "secur itization." It will allow a utility to recov er its stranded costs
up front in a single lump sum payment. The term means converting into
marketable securities ("securitizing") the present value of the revenue
stream anticipated to be produced by customer payments of stranded cost
recovery sur charges ove r a period of, say, five to ten years. Under th is
plan, the legislature or utility commission irrevocably orders that custom­
ers mu st pay a surcharge as part of their electric bill to complete the bail­
ou t of the utility with stranded costs .

Since the bonds are likely to be favorably rated, the y will bear inter­
es t at rat es less than the utility's other borrowings, and some of the pro­
ceed s of the stranded cost recovery bonds can be used to pa yoff pre-exist-
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ing debt and thus lower the utility's overall cost of capital. This may result
in a token reduction in electric rates but electric rates would be reduced a
greater amount and years earlier, if customers could buy electricity in an
open competitive market without paying stranded cost recovery sur­
charges in the first place.

Many say that there are strong indications that some utilities are in­
flating their estimate of stranded costs, now estimated at $135 billion. By
comparison, the gas industry originally estimated their gas restructuring
costs at $44 billion. The final number was around $13 billion. These costs
were finally allocated between pipeline companies and gas consumers.

There appears to be little interest among utility companies to follow
this pattern. Many prefer to delay retail wheeling until this investment
can be depreciated in their normal manner.

UTILITIES' WILLINGNESS TO NEGOTIATE NEW CONTRACTS

For the first time, utility customers are moving from a captive status
to having a choice in suppliers. Utility companies can see the day when
they must (like private industry) rely on price, good service, customer re­
lations and other benefits to keep their customers. The specter of competi­
tion is forcing them to make concessions that were unheard of just a few
years ago. Many utilities are attempting to realign their relationships
quickly with customers before they lose them to other suppliers.
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