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The Secretary of Energy
Washingten, D 20585

June 24, 1999

MEMORANDLUM FOR JAY HAKES, ADMINISTRATOR
ENERGY INFORMATION ADMINISTRATION

FROM: BILL RICHARDSON /7y, M

Subject Request fur Elestncity Restracturing Study

With increasing attention focused on the issue of efectnicity restructunng in both
the Adminisication and the Congress, assessments of the projected impacts of
competition will play an impoenant fole in ongeing discussions. The Depariment
has already provided Congress with its Suppurfing Analysis, which outlines the
likely benefis of competitinn for the economy, consumers, and the envirenment
under the Admirasiration’s proposal. This analysis relics on many Assumplions
found tn the Enerpy Information Adminislration's (E1AY Annual Encrgy Outlock
1929 1l was developed using the Policy Office Elecincity Modeling System
{FOEMS}, which combines megor sections of 1he ELA Watiooal Energy Modehng
Svstem OWEMNS) with & more detailed representation of the elecincily sector than
15 included in the standard NEMS model.

Motwithstanding our high level of confidence in the results presenied in the
Supporting Analvsis document, a paraltel analysis using the standard WEMS could
privvide further evidence tegaading the benefits of eompetition under the
Administzation's plan. Accordingly, T am requesting that you ust the NEMS to
cvaluate the effects of the Admiristration's restructuring praoposal using the
parameter seltings bad assumpiions from the POEMS analysis. Your repart
should also include a discussion of major differences between the elecinoity
madules ol 1he POTMS and the WEMS  Please consult directly with Mark Muzur,
Acting Dicector of Policy, regarding the gppropriate paramelers for the Reference
and Compelitive scenarios, a5 well ac the types of topics to be addressed in the
companson of the POEMS and MEMS electricity modules.

Giiven that electnicity reshiucturing is currently under aciive consideration, T am

requesting that your drafl repon be provided 1o the Pelicy Office by the first week
of Septemnber 1993, A reduction in the scope of your report may be preferable te

@ Faatip] &R lhopetin i



2

any significant delay in meeting this imetable  This isue should be included in
your discussions with the Policy Offce 1f sufficient resources to pravide a full and
Limely response are nod avallable,

Thank you for your prompt attentien Lo this reguest 1 am looking ferward to
recerving youe repott on this mpartant subjes




Depariment of Energy
Washinglon, DG 20585

Aungusl |8, 1959
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ecficity, and Natural Cias Analysis

TO: Mary Hutzler
Darector, Ofice of Integrat nal

,Jf
FROM: Howard Gruenspecht ',/
Director, Office of Economis,

SUBJECT:  Addintonal Information on Susporiing Areh sis Assumptions

This memorandum provides additional information regarding the assumplions used in the
Supporting Analysis for the Camprebeasive Electriciny Competition 4ot thatl was
published in May 159% You had ashed far this infarmation ta suppar vour efforts w
provide an analysts of the impacts of compelition requested by Scoretary Richardson,
wha asked that vou use the National Energy Modeling Svster NEMS) 1ogether with the
parameier setiings ard assumpiions from the modeling results presenled in the
Supparting Aralysis,

Additipna! Information on Assumpdions Used In the Supportivne dnalpsrs

1. Treaiment of Operation and Maintenance {O& M) Costs for new unets

The POEXS model results presenied in the Supporing dnafysis vie O&M cosns for new
generaning uAars that are below the levels assumed in the 1999 Annual Encrgy Ceclook.
This change, which &pplies o beth the Reference and Competitive scenanios, assures that
the O& M cost for new units is not assumed 1o be higher than the CHEN target
improvement levels for exizling plants established through a benchmarking analvsis of
exizling plams. While these target levels necessanly have wide uncertainty for
technologies where the number of existing plants is small (1.e. combined eyele gas planis)
we feel that cur approach retains a plausible relationship between new and exisling plam
L&A cgsts for 3]l technelegy types. 1o addition, we used relatively conservalive
aszumptions about bidding strategy, by including $0% of the wotal annual 04N in the
competitive bid price. Finaliy, we use the same O&M parameters for new units io both
the Reference and Coorpetitive scenanios, so that their impact 15 reflected in both of the
cases whose difference is examined,

2. Demand foresight

The PORMSE analysis incorporates a revised foresight algonthm which smoothes near
term cxpretations af demani grovwth, We feel that thas approach b appropmiare far the
purpises of capacily plasning in both the Reference and Competitive cases, since
canacily decisions invebve long-lived capital,
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3. Ancillary payments for capacity

As of yet, there are not clezr indications how deregulated markets will value capacity, as
distinet from energy. Various states have taken different appraachies, The Supparting
Arafysis asiomes an instituticnal structure in the Competitive scenaria that provides
paymerits to build capacity necessary 1o meet spacified reserve marging in thase regions
where energy markets slone would not pravide 2 sufficient incentive. In part because of
(he POEMS modeling structure, capacify for reserve purposes may ned compensaled
sufficiently throwgh high prices that might oceur when random events cause extremely
high peaks and short capacity, The paiments included in the Competitive scenaro are
designed 10 insure that new necessary ca pacity is mades whale and that eusteomers are
charged appropriately for this funcijon, The paymenls are larpeted 1o turhine and
combined-cycle plants to preclude a windfa'l 1o existin E bascload plants.

4. Existing powerplant D&M and post-operational capita) expendinores.

We have compared the & erage fixed plus vamable O&5 costs by plant type in POEMS
and NEMS and found them 1o be sery simitar. There are some differences in the piost-
aperational capital expenditures, because they are repeesenied at a mare diza ogregated
level in the POEMS than thass used it the AEOS9. The use of plani-specific capital
addition costs should |ead to beter identification of economic prami retirements, bur
would affect the Relerence and Competitive seenarias in the same manner. Becayse the
two models represent the same underlying cast strugrure for each plant thpe, analysis
uring the existing NEMS data should proside 3 sufficient degres of parallelism 1o meet
th= Sccretan s request.

5. Biomass (eofiring and preatustion tax eredin) and wind incentives.

The Supporting Awalysis references inclusion af the co-fring and produstion tex credits
that are putlined in the Administration FY2000 budger propozat. These propasals extend
and eapand a eredit regime estahlished in the 1952 Energy Policy Act. The Supponing
Analysis assumes that these credits, which are propased for extensian thra ugh 20034 in the
FY 2000 budget propesal, would be funher extanded through 20 5 throwgh subsequent
action.

b.  Retirement cost hurdle for nuclear plants

A retirement hurdle rate was incorparaed in POEMS for nuclear plamis in the Reference
scenano 1o represeat the hesitancy of utilities in retiting plants before the end of thair
licenses bevause of risks associated with the costs of decommissioning and cost recavery,
We think 11 is appropriale to draw a distinction Betwesn the strength of the eoonomic
faciors i driving retirement decisions for this fechnology betweon the Fefcrenee and
Compelifive scenaras.



7. Firm Sales Between Regions

Available inforraation on firm sales do=c not extend through the forecast horizon,
Because aprecments for firm sales will likely be negotizted or rencgotiatzd on an
cconomic basis as existing confracis expire, the FOEMS analysis dees not “focrce™ firm
rales 1o be maintained indefinitely beyond the last data poiot. Hawever, an assumpticn
that all pre-specified fiom sales contrazts were to lapse simultancously at the point where
our data runs ¢ul would also be unrealistic and distor deeisians in the capacity planning
module of the mode] by ereating a barges discontinuity 81 a single poind in time. The
POEMS analysis assuwned a gradual phase.out of pre-speeified firm sales.

B. Renewable Energy

Under the Adminigiration™s resiructuring proposal, the level of the renzwable portfolio
slandard (RPS) Yarpetl expressed as a pereentage of sales for years priec 1o 201015 to be
sel through a relemaking process. The Adminisization propesal also explicitly allows for
banking of renewable enerpy credils, so that excess credils frary renewa%le pereration in
ane year can be carried forward 1o satisfy the RPS requirgment in a Tuture year. For these
reasons, the POEMS aralysis does not impose a “cap” on rencwable electricity
production along & siraight-line path berween is projecied leved in 20053 and the 2010
tarpet level of 7.5 percent of retaif sales,

The Supporiing Aralyes also nofes that same consumers in Compelitive markets will
choose to purchase “preen power” at a cost exceeding the 1.5 cent per kilowat-haor cow
cap appled in the BPS program. We allow for this demand, whick in aur results equals
0.3 pereent of retail elesine saies m 2000, By relaxing 1he casl cap in the capazity
plarning module.

Funher Obsenalions

We recognize that even when the aysumptipns documented i the Suoporting Anzl s, es
¢lanfied by the prints lisied above, ame rellecied in the WEMS madel, there wall still be a
number of diftesences in assumptions berween WEMS and POEMS. Indeed, becavse of
differences in mods] structure and level af detail, there can never be exast comparahilicy
across models. For exemple, POERMS and NEMS handle inra-regienal transmission
¢emstraints and apporturities for economic interchanges in a different manrer. Also,
POEMS does not calibeate ta the Short-term Enerpy Outiook while ET4 oses such g
calibrstion in its delfault implememtatian of MEMS. In addition, POEMS as implemenied
in the Supporting Aralysis, did nat impose a retizerent burdle rate for foisil power
plants, while WEMS has lraditionally used such a rate, tegether with limits on
“overbuilding,” to significanly limit displacemnsnt af existing pencrating assa=is for
econonic TEASONS.

Motwithslanding the tack of vomplete cargruence, we feel 15at incurpuration of the
assuriptions docurmented inhe Sugpoarriog Anzl 5i5, 25 supplemenied By our previcos
communications and the numnbered paims cailined above, would provide an &y proprale



batis for carmying out the paralle] analysis. [1ic not necessary or feasible to um NEMS
o POEMS.

Of course, the ultimate decision regarding changes ipn NEMS assumptions to be made in
response 1 the Secrelary’s request rests with ELA.  However, whatever vour decision in
ihis regard, we would strongly sugpest that any chanpes that E1A makes in NEMS
assurnplions and‘or mode) sipueture Irem these used in the 1999 Annpual Energy Outlaok
[AEDYS) be thoroughly documented in your report. As noted in the memorandum from
the Seccretary requesting that E14 undertake this prajest, the Suppoerting Analyiis relies
heavily en AECQSY. The results of your parallel analysis will necessarily reflect changes
in NEMS since AEO99 as wiell ac the assumptions and parameicrs thal are dosumented in
the Surporting Analysis and this memarandum. For this reasan, docwwentation of all
chanpes since AEOQS9, many of which may be completely independent of the Suzporting
Analysis, will be essential 1o users of your analysis in understanding your resules.
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