uR O TURS3L
BATTOD Ryt igtelege)
A

>
qa90 ©03 8T BIY

iy
!

moo PUR aQQJnDD'B

i3T

a1
ddw sefout 94 eyl A

vy
-+

srnag Ieindex 9Y
e uc¥qon@o:dax an

*ﬁﬂfpaeaaaai& a8l

ot ot S
84 {30
LT3 28¥d ¥
e sXe HUTIEE

M

o

FILE

PUCO EXHIBIT FILING | @
Date of Hearing: _*] j 3«‘“ 015
CaseNo.___|H4-1297-£/. SS¢
PUCO Case Caption: J= ks Mallis f The &pg&af.w
4 Ohad &éw T Sowikaf Clectae Jﬂl«,..._,z:s
meﬂ—dn——\ a—J:ﬂM’ Tobeoly Cborr Conmpan

M b Py fr1a MG desd i
()4,,, Pu—uu-a..j 2 2.C. 493F. 1‘1’31-«-/"&/7
§om Clilic deeds Plan.

List of exhibits being filed: :
\V/[éigkxwvsaﬂ ;ii; l)

¢ ﬁm[flﬂﬁu/} 92,

l“
r;::,b [ap]
— -
om -
fC_D_) .!":"‘-
:} o
Lo
. oo \C—?)
oy -
= 2 T
— —
C:) —_—
. ]

AN

Repdrter’s Signaturem

Date Submitted: e~




FirstEnergy Volume XVII

3417
BEFORE THE PUBLIC UTILITIES COMMISSION OF OHIO

In the Matter of the :
Application of Ohio Edison:
Company, The Cleveland
Electric Illuminating
Company, and The Toledo
Edison Company for : Case No. 14-1297-EL-SSO
Authority to Provide for

a Standard Service Offer
Pursuant to R.C. 4928.143
in the Form of an Electric:
Security Plan. :

PROCEEDINGS
before Mr. Gregory Price, Ms. Mandy Chiles, and
Ms. Megan Addison, Attorney Examiners, at the Public
Utilities Commission of Ohico, 180 East Broad Street,
Room 11-A, Columbus, Ohico, called at 9:00 a.m. on
Thursday, September 24, 2015.

VOLUME XVII

ARMSTRONG & OKEY, INC.

222 Fast Town Street, Second Floor
Columbus, Ohio 43215-5201
(614) 224-9481 - (800) 223-9481
Fax - (614) 224-5724

Armstrong & Okey, Inc., Columbus, Ohio (614) 224-9481



Company Exhibit ] ‘Z_/

BEFORE THE
PUBLIC UTILITIES COMMISSION OF OHIO

In the Matter of the Application of Ohio
Edison Company, The Cleveland Electric
[luminating Company and The Toledo
Edison Company for Authority to Provide
for a Standard Service Offer Pursuant to R.C.
4928.143 in the Form of an Electric Security
Plan

Case No. 14-1297-EL-S80

R i g

SUPPLEMENTAL TESTIMONY OF
DR. LAWRENCE MAKOVICH
ON BEHALF OF
OHIO EDISON COMPANY

THE CLEVELAND ELECTRIC ILLUMINATING COMPANY
THE TOLEDO EDISON COMPANY

MAY 4, 2015

EXHIBIT

:
gmm

>

//

<

N



10
11

12

13

14

15

16

17

18

19

20

21

22

23

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Lawrence Makovich. My business address is 55 Cambridge Parkway,
Cambridge, Massachusetts.

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am employed by IHS Energy (“IHS™) as Vice President and Senior Advisor for Global
Power. IHS is a company that provides data, analyses and strategic insights to businesses
around the world with particular focus on the energy, automotive, chemical and defense
industries, and I am an energy economist specializing in the analysis of the electric power

industry.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND,
PROFESSIONAL QUALIFICATIONS, AND EMPLOYMENT EXPERIENCE.

I have an undergraduate degree from Boston College where I majored in economics. My
graduate degrees are both interdisciplinary and focused on economic policy. I earned a
masters degree from the University of Chicago and a doctoral degree from the University
of Massachusetts/Boston. I have been engaged in electric power research for over thirty-
five years. I[n the past ten years, I have worked for IHS after it acquired Cambridge
Energy Research Associates (“CERA™) in September of 2004, Prior to becoming part of
IHS, I led the research effort focusing on the power industry at CERA since 1994. Prior
to that, I was the senior economist for electric power research at DRI/McGraw Hill for
thirteen and one half years. I began my career by spending two years with National
Economic Research Associates as a research associate involved in research used to
support litigation in cases involving the electric power industry. A copy of my

curriculum vitae is attached as Attachment LM-1.
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I have testified numerous times before the U.S. Congress on electric power policy, and [
have given presentations on the electric power industry to PJM Interconnection LLC
(“PIM™), the Midcontinent Independent System Operator, Inc., the Edison Electric
Institute, the Energy Initiative Symposium hosted by the Massachusetts Institute of
Technology, Harvard Electricity Policy Group and the National Association of
Regulatory Utility Commissioners, among others. My current research focuses on
electric power market structures, demand and supply fundamentals, wholesale and retail
power markets, emerging technelogies and asset valuations and strategies. Among
other things, I have studied the competitive power landscape in North America and the
impact of deregulation on residential power prices. I also have extensively studied the

value of U.S. power supply diversity.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

My testimony addresses certain benefits that can be produced by implementing the
Economic Stability Program proposed by Ohio Edison Company, The Cleveland Electric
[lluminating Company and The Toledo Edison Company (collectively, the
“Companies™). The program involves a retail stability rider — Rider RRS — that flows
through credits or charges to retail customers derived primarily from the costs and
revenues associated with the energy, capacity and ancillary services of the Davis-Besse
Nuclear Power Station (“Davis-Besse™) and the W.H. Sammis Plant (“Sammis”)
{(collectively, the “Plants™). I will discuss the value of power supply diversity and explain
why preserving a diverse power supply is important to retail consumers. [ also will

address how existing base load power plants, such as Davis-Besse and Sammis, are
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necessary components of supply diversity and why the retirement of such plants can

increase electric prices.

PLEASE SUMMARIZE YOUR CONCLUSIONS.

The Economic Stability Program will produce benefits for retail consumers because it
will prevent the Plants from retiring before it is economic to do so. It makes economic
sense for Ohio policy makers and the Public Utilities Commission of Ohio (the
“Commission”) to protect power supply diversity in Ohio over the long-term by
approving the Companies’ Economic Stability Program. The probability exists that these
base load plants will retire prematurely because the value of fuel diversity is not being
properly compensated by power market cash flows and thus properly internalized in
current power plant decision making. Currently, PIM focuses on ensuring reliability by
generating market cash flows that are intended to be sufficient to cover certain costs of a
peaking unit. But cost effectively producing power supply requires more than simply
having enough peaking units installed to ensure reliability. Therefore, although the
theory behind the market design is that the lowest cost of capacity involves building a
peaking unit, the Jowest-cost reliable power supply portfolio is not made up entirely by
peaking technologies. Efficient power supply requires having the right kind of power
supply to provide customers with lower power prices and less variable monthly power
bills. This cost-effective power supply portfolio is made up of a diverse mix of
generation fuels and technologies. The problem is that inherent market flaws and
imposed environmental policies have caused market clearing power prices to chronically
fall short of covering the average total cost of efficient power supply — what I refer to as

the “missing money” problem. The missing money problem disproportionally affects
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cycling and base load power plant cash flows and causes uneconomic retirements of these
plants. These premature retirements reduce the fuel and technology diversity in the

power supply portfolio that produces benefits for consumers.

WHY IS MAINTAINING SUPPLY DIVERSITY IMPORTANT TO
CONSUMERS?

Consumers have a strong preference for not paying more than they have to for reliable
electricity. Consumers also prefer some degree of predictability and stability in their
meonthly power bills. If supply diversity is reduced — particularly by retiring existing coal
and nuclear generating facilities before it is economic and replacing them with a
combination of natural gas-fired units and renewable resources — consumers will see

electric prices that are both higher and more volatile.

WHEN IS IT ECONOMIC TO RETIRE A POWER PLANT?

Without a surplus of generating capacity, it is economic to retire a power plant when the
cost of continued operation exceeds the cost of closing the plant and replacing it with the
lowest cost source of equivalent power supply. Equivalent power supply involves the
production of electric capacity (kilowatts), electric energy (kilowatt-hours) and system
benefits (cost risk management, technology performance risk management, production
efficiency, environmental impact management, grid locational benefits) created as part of
a power supply portfolio. Wind and solar resources are not realistic substitutes because

they are not equivalent power supply sources in meeting power customer demands.
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HAVE YOU ANALYZED THE VALUE OF DIVERSITY IN A POWER SUPPLY
PORTFOLIO?

Yes. I directed research and analysis of the value of fuel and technology diversity in the
current U.S. power supply portfolio and released a report on this research in 2014. The
report explains the engineering and economic principles that lead to the conclusion that
an integration of different fuels and technologies produces the least-cost power
production mix. The analysis shows that the current diversified portfolio of U.S. power
supply lowers the cost of generating electricity by more than $93 billion per year
compared to a less diverse portfolio with no meaningful contributions from coal-fired or
nuclear power plants, a smaller contribution from hydro-electric resources (4% of
generation) and significant increases in wind and solar (22 percent of generation) and
natura} gas-fired power plants accounting for the remaining power production (74 percent
of generation). The less diverse power supply case produced monthly power bills that
were 25 percent higher, and twice as variable, as the current power bills reflecting the
costs of the current diverse power supply pertfolio. This study is attached as Attachment

LM-2 and incorporated into my testimony.

WHY DID YOU CONDUCT THE STUDY ON POWER SUPPLY DIVERSITY?

The value of fuel and technology diversity in the U.S. power supply portfolio is simply
being taken for granted because we inherited a diverse power supply portfolio reflecting
fuel and technology choices made decades ago. Current retirements are
disproportionately reducing coal and nuclear shares in the capacity mix. I conducted this
study because I believed that quantification of supply diversity benefits would help to

inform the current policy debates and enable policy makers to take corrective action.



10

11

12

13

14

15

16

17
18

19

20

21

WHAT IS THE “MISSING MONEY” PROBLEM?

Competitive markets fail to balance demand and supply at market-clearing prices high
enough to support the full cost of supply with the desired level of reliability. It should be
cost effective to retire and replace a power plant only when its continued cost of
operation becomes greater than the cost of replacement. In PJM, as in other markets,
market-based cash flows for energy and capacity ate chrorically and artificially too low
to cover the costs of a power supply portfolio that delivers reliable and efficient electric

service.

WHAT ARE THE CAUSES OF THE MISSING MONEY PROBLEM?

There are two root causes of the missing money problem. First, power generation
technologies have inherent characteristics that prevent electric energy markets from
delivering prices high enough to balance demand and supply in the long run. Second,
environmental regulations imposed on power supply created the unintended consequence
of further suppressing electric energy market prices. Both the inherent and the imposed
dimensions of this problem cause a persistent gap between energy market prices and

average total costs.

IS THE MISSING MONEY PROBLEM NEW OR UNIQUE TO THE POWER
INDUSTRY?

No. A nineteenth century French engineer and economist, Jules Dupuit, analyzed market
failure in the railroad industry resulting from the gap between market prices and average

total costs." Dupuit illustrated the root cause of the problem by developing the example

! Jules Dupuit. “De P'Influence des Péages sur 1’Utilité des Voies de Communication.” dnnales des Ponts et
Chaussées no. 207, 1849, p. 170--248.
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of a bridge—a technology with a large upfront capital cost and thus a positive average
total cost, but also a technology with a zero marginal cost for providing bridge crossings.
The incremental cost is zero because it costs the bridge owner nothing extra to let
someone cross the bridge.? Dupuit understood that in a marketplace, all rival bridge
owners would be willing to take any customer payment above zero in order to provide
some contribution to their fixed costs. He argued that a market for bridge services would
not work because competitive forces would logically drive the market price toward zero.
Thus, the market would inherently fail to provide cost recovery and thus fail to attract the

investment needed to produce a stable long run market result.

WHY DO YOU SAY THAT POWER TECHNOLOGIES HAVE THE INHERENT
CHARACTERISTICS TO PRODUCE THIS TYPE OF MARKET FAILURE?

Some power production technologies have cost characteristics similar to Dupuit’s bridges
with relatively large upfront costs and relatively low (or virtually no) marginal costs. The
most striking example is wind and solar technologies, which have significant upfront
costs and almost zero incremental generating costs. More generally, the technologies
employed to cost-effectively generate electricity do not have the incremental cost
characteristics needed to produce a textbook market outcome in which prices keep

demand and supply in long-run balance.

DO CONTEMPORARY ECONOMISTS RECOGNIZE THE MISSING MONEY
PROBLEM IN POWER MARKETS?

Yes. The missing money problem has been identified as a root cause of the California

power crists in 2000 and 2001. The term missing money was first used to describe fixed

2 Jules Dupuit. “De la mesure de l'utilité des travaux publics.* Annales des Ponts et Chaussees, second series, VIII,

1844
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cost recovery shortfalls in power by Cramton and Stoft in their 2006 paper, “The
Convergence of Market Designs for Adequate Generating Capacity,” written for the

California Independent System Operator’s Electricity Oversight Board.

HOW DO ENVIRONMENTAL POLICIES CONTRIBUTE TO THE MISSING
MONEY PROBLEM?

A power market with a well-designed energy and capacity market can produce prices that
will ensure enough capacity is built in a portfolio made up of peaking, cycling and base-
load power plants. However in most cases, very little of the cost-effective generating
portfolio will be made up of wind and solar technologies. This market outcome is at odds
with certain environmental policies such as programs intended to address global
warming. As a result, policy interventions, including subsidies and the imposition of
mandates for renewable power generation shares, have been imposed to override this
market outcome. These market interventions increase the amount of technologies with a
zero marginal cost in the market supply curve. The impact is that whenever these
resources are producing electric energy, the shift in the electric energy market supply
curve lowers the market-clearing electric energy price.

IS THE ENERGY PRICE SUPPRESSION FROM IMPOSING RENEWABLE

MANDATES THE REASON FOR MISSING MONEY IN COMPETITIVE
GENERATOR CASH FLOWS?

The chronic energy price suppression is only part of the problem. Mandates for
renewable power and subsidies based on renewable output depress wholesale prices. In
addition, on the supply side, mandates for renewable power reduce power plant
utilization rates and cause power plants in the supply portfolio to start up, ramp up and

down, and shut down more frequently to back up and fill in for the intermittent pattern of



renewable power generation. The combined effect is to depress energy market revenues
and increase variable operating costs for non-peaking power plants. As a result, the
market interventions impose missing money shortfalls in market cash flows and cause an
under-recovery of the cycling and base load costs needed in an efficient generation
supply portfolio. It is important to note, however, that renewable mandates and
renewable supply are only part of the missing money problem. There are other

contributors.

Q. IS THERE ANY EVIDENCE OF HIGHER OPERATING COSTS BEING
IMPOSED ON NON-PEAKING POWER PLANTS?

10

11

12

13

Yes. Figure 1 shows the results of a number of renewable integration studies that show
not only that intermittent renewable power imposes costs but that these integration costs

increase as the penetration of intermittent generation increases.
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IS THERE ANY EVIDENCE OF THE EXTREME CASE OF ENERGY PRICE
SUPPRESSION CAUSING NEGATIVE POWER PRICES IN THE PJM
MARKETPLACE?

Yes. When demand and supply conditions cause rival wind and solar generators to set
the market price, the price suppression from renewable power mandates causes the price

to clear at a negative level within the PJM system, as shown in Figure 2.

Figure 2
AEP-Dayton wholesale hourly prices, 2014
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WHAT HAS PJM DONE TO ADDRESS THE MISSING MONEY PROBLEM?

PJM recognized the inherent dimension of the missing money problem would prevent an
energy market alone from providing adequate cash flows to keep demand and supply in
balance over the long run. As a result, PIM designed its power marketplace to have a
capacity market alongside its energy market right from the start when the power market
opened in 1997. The goal of the capacity market is to ensure reliability by providing
enough cash flows from capacity and energy markets to cover the net cost of entry for the

lowest cost source of capacity. This addresses the inherent dimension of the missing

10
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money problem, but does not remedy the imposed dimension of the missing money
problem resulting from renewable energy mandates. Therefore, a persistent gap is likely
in the future between market-based cash flows and the cash flows needed to recover the

average total cost of power supply, particularly for cycling and base load units.

HOW GREAT IS THE SHORTFALL IN CASH FLOWS?

The cost recovery shortfall for a new base load power plant in PIM is more than ten
percent of the annual levelized cost of new entry (“CONE”). A new natural gas-fired
combined cycle power plant provides a cost benchmark for the cost of new entry for a
power generating technology in a base load mode of operation. Current market
conditions illustrate this cost recovery shortfall, with the current market providing
approximately $48/MWh to a replacement power plant requiring approximately

$55/MWh to cover its annual levelized costs.

Using IHS internal metrics, upfront capital costs would run at around $1,400/kW. With
an annual levelized carrying charge rate of 14%, the annual fixed cost would be
$196/kW. In a base load mode of operation with an 85% plant factor, this would be
equivalent to a $26/MWh cost. On the variable cost side, assuming a heat rate of around
7,000 Btu per KWh and using a delivered price of natural gas of around $3.50 per million
Btu, the fuel cost would be around $25/MWh. In addition, other variable costs would
include non-fuel operation and maintenance costs of around $4/MWh. Therefore, the
variable cost of generation would be roughly $29/MWh. Thus altogether, the

replacement power plant would need market prices to cover about $55/MWh.

In 2014, the average price of electric energy at the Dayton/AEP hub was $43/MWh. The

capacity price in PJM recently cleared around $40/kW per year. Again, using an 85%

11
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plant factor, this capacity price translates into a $5/MWh capacity payment. Thus,
market payments of approximately $48/MWh are coming up about 12% short of covering
the replacement costs of a base load power plant. This kind of base load cost recovery

shortfall has been chronic in PIM for over a decade.

WHY ARE YOU DISCUSSING THE MISSING MONEY PROBLEM IN THIS
CASE?

The missing money problem is a problem left for PIM and other markets to sort through
and attempt to correct. I discuss it here in my testimony to appropriately inform the
discussion on how the Plants at issue in this case can be exceptional assets from an

operations perspective but nevertheless be financially challenged.

BASED ON YOUR DISCUSSION OF THE MISSING MONEY PROBLEM, HOW
DO YOU VIEW THE COMPANIES’ ECONOMIC STABILITY PROGRAM?

The Economic Stability Program is a reasonable effort to address the missing money
problem by compensating the Plants for system benefits that are not explicitly
compensated for in the marketplace. One of those benefits is supply diversity, including
the system reliability and price stability benefits provided by coal and nuclear base load
plants with on-site fuel supply. Ohio may also decide that the Plants have value-of-
service attributes that include economic impact (jobs, tax basis) and environmental

externalities.

HOW DOES THE ECONOMIC STABILITY PROGRAM ADDRESS THE
MISSING MONEY PROBLEM AND PRESERVE SYSTEM DIVERSITY?

The Economic Stability Program addresses the missing money problem and prevents
uneconomic retirements of cycling and base load power plants that would move the

generation portfolio toward a more expensive fuel and technology mix. Power price

12
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increases would follow because power production costs would be higher. Cycling and
base load power plants are part of a cost-effective mix because of their relative operating
efficiency. These power plants have capacity costs in excess of the combustion turbine,
but they have a lower overall power supply cost because the expected value of the fuel
savings compared to a combustion turbine are more than enough to pay for the higher
upfront capacity costs. Thus, some of the additional capacity costs over and above
combustion turbine costs in a power supply portfolio are cost-effective investments in
production cost efficiency. At a time when current retirements are disproportionately
reducing the coal and nuclear shares in the capacity mix, the Economic Stability Program
preserves cost-effective coal and nuclear facilities that contribute to production cost

efficiency.

WHAT BENEFITS DOES A DIVERSE POWER SUPPLY PORTFOLIO
PROVIDE BEYOND GREATER PRODUCTION COST EFFICIENCY?

Investments in a diverse portfolio also provide production cost risk management. The
cost of generating electricity is inherently uncertain. Oil, natural gas, coal, and uranium
prices are difficult to predict and are prone to multiyear price cycles, short term price
volatility, and deliverability constraints. Since price movements of various fuels are not
highly correlated, a diverse portfolio of fuels and technologies provides the most cost-

effective way to manage the cost risk of power production.

Power generation technologies also have different performance risks. For example,
hydroelectric power plants are limited by drought and natural gas-fired power plants face
fuel deliverability risks from natural gas pipeline constraints (as we saw during the Polar
Vortex in 2014). Since performance characteristics of different generation technologies

are not highly correlated, a diverse portfolio of technologies provides the most cost-

13
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effective way to manage the risk of power technology performance. Quite simply, a
diverse fuel and technology mix in a generation portfolio creates benefits because “all

your eggs are not in one basket.”

WHY IS RISK MANAGEMENT IMPORTANT?

Electric consumers reveal a preference for stable and predictable power prices. In
addition, risk management reduces the variation in power producer costs, and thus the
variation in their market cash flows. The costs of power supply are lowered when more
stable cash flows lower the amount of working capital required to manage these
variations. In addition, a diverse power supply portfolio produces less volatile earnings
for power suppliers and thus lowers the risk of returns for investors. A lower risk profile
produces a higher credit rating for a diversified power supplier and a lower cost of
capital.

ARE THERE ADDITIONAL BENEFITS PROVIDED BY DIVERSITY IN
POWER SUPPLY?

Yes. Some investments in power plants manage the environmental impact of power
generation. For example, a nuclear power plant reduces the overall carbon footprint of
power system operations. Therefore, some of the fixed costs of a nuclear power plant
that are over and above those of a peaking technology pay for the production of fewer

€O, emissions compared to the natural gas-fired combustion turbine technology.

HOW DO THESE ISSUES RELATE TO THE PLANTS?

The base load plants involved in the Economic Stability Program are specific examples
of power plants that are at risk of retiring before it is economic to do so. The Plants

involve fixed costs to fund greater power production efficiency, and provide production

14
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cost risk management and technology performance risk management, as well as provide
environmental impact management. The Plants participate in the PJM energy market and
produce system-wide benefits for consumers. But these benefits are at risk of going away
because market interventions result in a missing money problem for the Plants.
Therefore, the Economic Stability Program addresses the missing money problem by
fully covering the additional costs associated with investments that produce cost-effective
fuel diversity and efficiency, fuel cost risk management, technology performance risk

management and environmental impact management,

ARE 15-YEAR COMMITMENTS TO PAY FOR THESE BASE LOAD POWER
PLANTS IN THE ECONOMIC STABILITY PROGRAM A VIABLE APPROACH
FOR THE MISSING MONEY PROBLEM?

Yes. Using long-term contracts to cover the total costs of economic cycling and base
load power plants is a reasonable approach we have identified as having a high
probability of meaningfully addressing the missing money problem and thereby

preserving supply diversity benefits for retail customers.

HOW DO YOU RESPOND TO THE COMPLAINT THAT COST-BASED
COMPENSATION FOR THE PLANTS IS AN UNECONOMIC SUBSIDY?

I reject this characterization as economically unsound. Ohio must face the conundrum
that the Plants are both economic (because the cost of continued operation is below the
cost of closing the Plants and replacing them with the lowest-cost source of equivalent
power supply) and at risk of retirement (because market compensation is chronically
below their average total cost). The Plants have not failed an efficient market test, so the
compensation the Plants receive for value-of-service attributes is not a subsidy. Indeed,

when PJM capacity and energy cash flows increase in future years to cover the costs of a

15
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diverse power supply portfolio, then customers will be further benefitted from the
Economic Stability Program in place. Because the Plants are not economic to retire,

adequate market cash flows would simply flow to retail customers through Rider RRS.

IF THE PERCENTAGE OF COAL-FIRED UNITS DECREASES WHILE THE
PERCENTAGE OF WIND, SOLAR AND NATURAL GAS-FIRED RESOURCES
INCREASES IN THE POWER SUPPLY PORTFOLICO, WON’T CONSUMERS
BENEFIT FROM THIS INCREASED DIVERSITY?

A cost-effective mix does not mean equalizing generation shares. Coal and nuclear base
load units with on-site fuel supplies have system benefits that cannot be duplicated by
wind and solar resources. In addition, a portfolio more reliant on natural gas-fired
generation will see higher prices and more price volatility. I would expect that, all else
equal, the retirement of Sammis and Davis-Besse in combination with thousands of
megawatts of other coal-fired generation in Ohio and elsewhere would result in retail

power prices in Ohio that are higher and more volatile than would otherwise occur.

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes. lreserve the right to supplement my testimony.

16
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Executive summary

Engineering and economicanalyses consistently show that an integration of different fuelsand technologies
produces the least-cost power production mix. Power production costs change because the input fuel costs—
including for natural gas, oil, coal, and uranium—change over time. The inherent uncertainty around the
future prices of these fuels translates into uncertainty regarding the cost to produce electricity, known as
production cost risk. A diversified portfolio is the most cost-effective tool available to manage the inherent
production cost risk involved in transforming primary energy fuels into electricity. In addition, a diverse
power generation technology mix is essential to cost-effectively integrate intermittent renewable power
resources into the power supply mix.

The current diversified portfolio of US power supply lowers the cost of generating electricity by more than
$93 billion per year, and halves the potential variability of monthly power bills compared to a less diverse
supply. Employing the diverse mix of fuels and technologies available today produces lower and less volatile
power prices compared to a less diverse case with no meaningful contributions from coal and nuclear
power and a smaller contribution from hydroelectric power {see Figure ES-1). In this less diverse scenario,
called the reduced diversity case,
wind and solar power make up

one-third of installed capacity TN LI IIE
{up from about 7% in the base wind  Solar Other

case) and 22.5% of generation; o M3 0% 1.5% Hydro
hydroelectric power capacity 0.1% - '
decreases from about 6.6% to
5.3% and represents 3.8% of
generation; and natural gas- cae
fired power plants account 26.6%
for the remaining 61.7% of
installed capacity and 73.7% of
generation.

FIGURE ES-1

Coal
40.4%
Power supply in the reduced
diversity case increases average
wholesale power pricesby about
75% and retail power prices
by 25%. Energy production
costs are a larger percentage
of industrial power prices, and
many industrial consumers buy
power in the wholesale power market. Thus a loss of power supply diversity will disproportionally affect
the industrial sector. These higher electricity prices impact the broader US economy by forcing economic

Nuclear
Source: INS Energy 20.2% 2014 IHS
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adjustments in production and consumption. If the US power sector moved from its current diverse
generation mix to the less diverse generating mix, power price impacts would reduce US GDP by nearly $200
billion, lead to roughly one million fewer jobs, and reduce the typical household’s annual disposable income
by around $2,100. These negative economic impacts are similar to an economic downturn. Additional
potential negative impacts arise from reducing power supply diversity by accelerating the retirement of
existing power plants before it is economic to do so. For example, a transition to the reduced diversity case
within one decade would divert around $730 billion of capital from more productive applications in the
economy. The size of the economic impact from accelerating power plant turnover and reducing supply
diversity depends on the deviation from the pace of change dictated by the undetlying economics.

Maintaining and preserving a diverse US power supply mix is important to consumers for two reasons:
» Consumers reveal a strong preference for not paying more than they have to for reliable electricity.

» Consumers reveal preferences for some degree of predictability and stability in their monthly power
bills.

The economic benefits of diverse power supply illustrate that the conventional wisdom of not putting all
your eggs in one basket applies to power production in much the same way as it does to investing. Thisis the
portfolio effect. In addition, diversity enables the flexibility to respond to dynamic fuel prices by substituting
lower-cost resources for more expensive resources in the short run by adjusting the utilization of different
types of generating capacity. This ability to move eggs from one basket to another to generate fuel cost
savings is the substitution effect. Looking ahead, the portfolio and substitution effects remain critically
important to managing fuel price risks because of the relative fuel price dynamics between coal and natural
gas.

The shale gas revolution and restrictions on coal are driving an increased reliance on natural gas for power
generation and provide strong economic benefits. However, this past winter demonstrated the danger of
relying too heavily on any one fuel and that all fuels are subject to seasonal price fluctuations, price spikes,
and deliverability and infrastructure constraints. The natural gas price spikes and deliverability challenges
during the past winter were a jolt for 2 number of power systems that rely significantly on natural gas in
the generation supply. These recent events demonstrated that natural gas deliverability remains a risk and
natural gas prices continue to be hard to predict, prone to multiyear cycles, strongly seasonal, and capable
of significant spikes. The root causes of these price dynamics are not going away anytime soon. The best
available tool for managing uncertainty associated with any single fuel or technology is to maintain a
diverse power supply portfolio.

Maintaining power supply diversity is widely supported—the idea of an all-of'the-above approach to the
energy future is supported on both sides of the aisle in Congress and at both ends of Pennsylvania Avenue.
Four decades of experience demonstrate the conclusion that government should not pick fuel or technology
winners, but rather should create a leve! playing field to encourage the economic decisions that move the
power sector toward the most cost-effective generation mix.

Maintaining a diverse power supply currently is threatened by three emerging trends:

e Awareness. The value of fuel diversity is often taken for granted because United States consumers
inherited a diverse generation mix based on decisions from decades ago.

July 2014 6 ©20141HS
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» Energy policy misalignment. Legislation and regulatory actions increasingly dictate or prohibit
fuel and technology choices. The resulting power supply is increasingly at odds with the underlying
engineering/economic principles of a cost-effective power supply mix.

¢ Powermarketgovernance gridlock. Market flaws produce wholesale power pricesthatare chronically
too low to produce adequate cash flows to support and maintain investments in a cost-effective power
generation mix. This “missing money” problem is not being addressed in a timely and effective way
through the stakeholder governance processes found in most power markets. As a result, the loss of
power supply diversity is accelerating because too many power plants are retiring before it is economic
to do so. Consequently, they will be replaced with more costly sources of supply.

US power consumers are fortunate to have inherited a diverse power supply based on fuel and technology
decisions made over past decades. Unfortunately, the current benefits of US power supply diversity are
often taken for granted. This undervaluation of power supply diversity means there is no counterweight
to current pressures moving the United States toward a future genexation mix without any meaningful
contribution from nuclear, coal, or oil and a diminished contribution from hydroelectric generation.'

The United States needs to consider the consequences of a reduced diversity case involving no meaningful
contribution from nuclear, coal-fired, or oil-fueled power plants, and significantly less hydroelectric power.
Areduced diversity case presents a plausible future scenario in which the power supply mix hasintermittent
renewable power generatjon capacity of 5.5% solar, 27.5% wind, and 5.3% hydro and the remaining 61.7% of
capacity is natural gas—fired power plants. Comparing the performance of current US power systems to this
possible reduced diversity case provides insights into the current nature and value of diversity in the US
generation mix.

IHS Energy assessed the current value of fuel diversity by using data on the US power sector for the three
most recent years with sufficient available data: 2010 through 2012. IHS Energy employed its proprietary
Power System Razor (Razor) Model to create a base case by closely approximating the actual interactions
between power demand and supply in US power systems. Following this base case, the Razor Model was
employed to simulate the reduced diversity case over the same time period. The differences between the
base case and the reduced diversity case provide an estimate of the impact of the current US power supply
fuel and technology diversity on the level and variance of power prices in the United States. These power
sector outcomes were fed through to the IHS US macroeconomic model to quantify the broader economic
impacts of the resulting higher and more varied power prices along with the shifts in capital deployment
associated with premature retirements that accelerate the move to the reduced diversity case.

The difference between the base case and the reduced diversity case is a conservative estimate of the value
of fuel diversity. The portfolio and substitution values would be greater over a longer analysis time frame
because uncertainty and variation in costs typically increase over a longer time horizon. In addition, the
estimate is conservative because it excludes indirect feedback effects from a higher risk premium in the
reduced diversity power supplier cost of capital. This feedback is not present because the analysis alters only
the generation capacity mix and holds all else constant. This indirect cost feedback would increase capital
costs in this capital-intensive industry and magnify the economic impact of current trends to replace power
plants before it is economic to do so by moving shifting capital away from applications with better risk-
adjusted returns.

The United States is at a critical juncture because in the next decade the need for power supply to meet
increased customer demands, replace retiring power plants, and satisfy policy targets will require fuel and

1. Oil-fired power plants account for about 4% of US capacity and 0.2% of US generation but can play a critical role in providing additional electricity when the system is
under stress,

©@ 2014 1HS 7 July 2014
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technology decisions for at least 150 gigawatts (GW)—about 15% of the installed generating capacity in the
United States. However, current trends in energy policy could push that power plant turnover percentage
to as much as one-third of installed capacity by 2030. The implication is clear: power supply decisions made
in the next 10-15 years will significantly shape the US generation mix for decades to come.

The results of this study indicate seven key factors that will shape US power supply diversity in the years
to come;

» Energy policy development. US policy heavily influences the US power supply mix. Implementing an
all-of-the-above energy policy requires propetly internalizing the value of fuel diversity.

+ Market structure, Market flaws distort wholesale power prices downward and result in uneconomic
retirement and replacement of existing cost-effective generation resources. This issue and any market
structure changes to address it will significantly shape future power plant development.

» Energy policy discourse. Preserving the value of fuel diversity depends on public awareness and
understanding. The extent and nature of public education regarding the value of power supply diversity
may strongly influence public opinion.

+ Planningalignment. Alignment of fuel and technology choices for power generation with engineering
and economic principles is critical to efficient and reliable supply. There is no single fuel or technology
of choice for power generation, and all forms of power production have economic, environmental, and
reliability impacts.

» Risk assessment, To incorporate system considerations into plant-level decisions, prudent fuel price
uncertainties must be used with probabilistic approaches to decision making.

» Flexibility. Flexibility and exemptions in rule making and implementation allow for the balancing
of costs and benefits in power supply systems and may help preserve highly valuable diversity in
systemwide decisions as well as on a small but impactful individual plant scale.

+ Scope. Including fuel price risk and additional storage and transportation infrastructure costs is crucial

when evaluating reduced diversity scenarios in comparison to the cost of maintaining and expanding
fuel diversity.

July 2074 8 © 2014 |HS
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The Value of US Power Supply Diversity

Overview

The power business is customer driven: consumers do not want to pay more than necessary for reliable
power supply, and they want some stability and predictability in their monthly power bills. Giving
consumers what they want requires employing a diverse mix of fuels and technologies in power production.
Employing the diverse mix of fuels and technologies available today produces lower and less volatile power
prices compared to a less diverse case with no meaningful contributions from coal and nuclear power and
a smaller contribution from hydroelectric power. In this less diverse scenario, called the reduced diversity
case, wind and solar power make up one-third of installed capacity (up from about 7% in the base case) and
22.5% of generation; hydroelectric power capacity decreases from about 6.6% to 5.3% and represents 3.8%
of generation; and natural gas-fired power plants account for the remaining 61.7% of installed capacity and
73.7% of generation.

The current diverse US power supply reduces US consumer powet bills by over $93 billion per year compared
to a reduced diversity case. In addition, the current diversified power generation mix mitigates exposuye to
the price fluctuations of any single fuel and, by doing so, cuts the potential variability of monthly power
bills roughly in half.

Power prices influence overall economic performance. For example, since the recovery of the US economy
began in the middle of 2009, manufacturing jobs in the 15 states with the lowest power prices increased
by 3.3%, while in the 15 states with the highest power prices these jobs declined by 3.2%. This job impact
affected the overall economic recovery. The average annual economic growth in the 15 states with the
lowest industrial power prices was 0.6 percentage points higher than in the 15 states with the highest
power prices.

Higher and more varied power prices can also impact international trade. In the past decade, the competitive
position for US manufacturers improved thanks to lower relative energy costs, including the improving US
relative price of electric power (see Figure 1). Although power prices are only one of a number of factors that
influence competitive positions FIGURE 1
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directly attributed to the electricity price differential totaled €52 billion for the six-year period from 2008
to 2013.2

Alessdiverse US power supply would make power prices higherand more varied and force a costly adjustment
process for US consumers and businesses. The price increase associated with the reduced diversity case
produces a serious setback to US economic activity. The value of goods and services would drop by nearly
$200 billion, approximately one million fewer jobs would be supported by the US economy, and the typical
household’s annual disposable income would go down by over $2,100. These economic impacts take a few
years to work through the economy as consumers and producers adjust to higher power prices. The eventual
economic impacts are greater if current trends force the closure and replacement of power plants before it is
economic to do so. Regardless of the replacement technology, it is uneconomic to close a power plant when
the costs of continued operation are less than the cost of a required replacement. Premature power plant
turnover imposes an additional cost burden by shifting capital away from more productive applications. A
closure and replacement of all nuclear and coal-fired generating capacity in the next 10 years would involve
roughly $730 billion of investment. An opportunity cost exists in deploying capital to replace productive
capital rather than expanding the productive capital base.

The United States currently faces a key challenge in that many stakeholders take the current benefits
of power supply diversity for granted because they inherited diversity based on fuel and technology
decisions made decades ago. There is no real opposition to the idea of an all-of-the-above energy policy in
power supply. Yet, a combination of factors——tightening environmental regulations, depressed wholesale
power prices, and unpopular opinions of coal, oil, nuclear, and hydroelectric power plants—are currently
moving the United States down a path toward a significant reduction in power supply diversity. A lack of
understanding of power supply diversity means momentum will continue to move the United States toward
a future generation mix without any meaningful contribution from nuclear, coal, or oil, and a diminishing
contribution from hydroelectric generation.

The United States is at a critical juncture because power plant fuel and technology decisions being made
today will affect the US power supply mix for decades to come. These decisions need to be grounded in
engineering, economic, and risk management principles that underpin a cost-effective electric power
sector. Comparing the performance of the current generation mix to results of the reduced diversity case
provides key insights into the current nature and value of diversity. An assessment and quantification of
the value of power supply diversity will help achieve a more cost-effective evolution of US power supply in
the years ahead.

Generation diversity: A cornerstone of cost-effective power supply

If power consumers are toreceive the reliable and cost-effective power supply they want, then cost-effective
power production requires an alignment of power supply to power demand. Engineering, economic, and
risk management assessments consistently show that an integration of fuels and technologies produces
the least-cost power production mix. A cost-effective mix involves integrating nondispatchable power
supply with dispatchable base-load, cycling, and peaking technologies. This cost-effective generating mix
sets the metrics for cost-effective demand-side management too. Integrating cost-effective power demand
management capabilities with supply options requires balancing the costs of reducing or shifting power
demand with the incremental cost of increasing power supply. Appendix A reviews the principles of
engineering, economics, and risk management that lead to the conclusion that cost-effective power supply
requires fuel and technological diversity.

2. See the IHS study A More Competitive Energiewensde: Securing Germany’s Global Competitiveness in a New Energy World, March 2014,
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The underlying principles of cost-effective power supply produce five key insights:

There is no single fuel or technology of choice for power generation. Reliably and efficiently supplying
consumers with the amounts of electricity they want when they want it requires a diverse generation
mix.

A cost-effective generation mix involves diversity but does not involve maximizing diversity by
equalizing generation shares from all available supply options.

A cost-effective mix of fuel and technologies for any power system is sensitive to the uncertainties
surrounding the level and pattern of consumer power demands as well as the cost and performance of
alternative power generating technologies and, in particular, the delivered fuel prices.

A costeffective generating mix will differ from one power system to the next because of differences
in aggregate consumer demand patterns as well as in the cost and performance of available generating
options.

The best type of capacity to add to any generation portfolio depends on what types of capacity are

already in the mix.

Power production cost fluctuations reflect inherent fuel price uncertainties

Power consumers reveal preferences for some degree of predictability and stability in their monthly
power bills. These consumer preferences present a challenge on the power supply side because the costs
of transforming primary energy—including natural gas, oil, coal, and uranium—into electric power is
inherently risky. Experience shows that the prices of these fuel inputs to the power sector are difficult to
anticipate because these prices move in multiyear cycles and fluctuate seasonally (see Figure 2). In addition,
this past winter showed that dramatic price spikes occur when natural gas delivery systems are pushed to

capacity (see Figure 3).

The recent volatility in the
delivered price of natural gas
to the US Northeast power
systems demonstrates the
value of fuel diversity. During
this past winter, colder-than-
normal weather created greater
consumer demand for natural
gas and electricity to heat
homes and businesses. The
combined impact on natural gas
demand strained the capability
of pipeline systems to deliver
natura]l gas in the desired
quantity and pressure. Natural
gas prices soared, reflecting
the market forces allocating
available gas to the highest
valued end uses. At some points
in time, price allocation was

© 2014 |HS

FIGURE 2

Monthly spot oil, natural gas, and coal prices, 200014 yearto date
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FIGURE 4

during the seven days starting
22 January 2014 (see Figure
4). This oilfired generation
offset the equivalent of 327,000
megawatt-hours (MWh) of
natural gas—fired generation
and thus relieved the natural
gas delivery system of about
140 million cubic feet per day
of natural gas deliveries. This
fuel diversity provided the
equivalent to a 6% expansion
of the daily delivery capability
of the existing natural gas
pipeline system.

ISO New England generation, January 2014
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The lesson from this past
winter was that a small amount
of oil-fired generation in the
supply mix proved to be highly
valuable to the Northeast
energy sector despite its production costs and emission rates. Many of these oil-fired power plants are old
and relatively inefficient at converting liquid fuel to power. However, this relative inefficiency does not
impose a great penalty because these power plants need to run very infrequently to provide a safety valve
to natural gas deliverability. Similarly, these units have emissions rates well above those achievable with
the best available technology, but the absolute amount of emissions and environmental impacts are small
because their utilization rates are so low. Although the going forward costs and the environmental impacts
are relatively small, the continued operation of these oil-fired power plants is at risk from tightening
environmental regulations.
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Oil-fired power plants were not the only alternative to natural gas—fired generation this past winter. Coal
played a major role. As the New York Times yeported on 10 March 2014, 89% of American Electric Power
Company, Inc.’s 5,573 megawatts (MW) of coal-fired power plants slated for retirement in 2015 owing to
tightening environmental regulations were needed to keep the lights on during the cold snap this past
winter in PJM.3

The critical role fuel diversity played during the recent polar vortex affected power systems that serve
over 40 million US electric consumers and almost one-third of power supply. This widespread exposure to
natural gas price and deliverability risks is becoming increasingly important because the share of natural
gas in the US power mix continues to expand. The natural gas—fired share of power generation increased
from 16% to 27% between 2000 and 2013, Twelve years ago, natural gas—fired generating capacity surpassed
coal-fired capacity to represent the largest fuel share in the US installed generating mix. Currently, natural
gas—fired power plants account for 40% of the US installed capacity mix.

The increasing dependence on natural gas for power generation is not an accident. The innovation of shale
gas that began over a decade ago made this fuel more abundant and lowered both its actual and expected
price. But the development of shale gas did not change the factors that make natural gas prices cyclical,
volatile, and hard to forecast accurately.

Factors driving natural gas price dynamics include

¢ Recognition and adjustment lags to market conditions

¢ Over- and under-reactions to market developments

» Linkages to global markets through possible future liquefied natural gas (LNG) trade

» Misalignments and lags between natural gas demand trends, supply expansions, and pipeline
investments

+ “Black swan” events—infrequent but high-impact events such as the polar vortex

Natural gas price movements in the shale gas era illustrate the impact of recognition and adjustment lags
to changing market conditions. Looking back, natural gas industry observers were slow to recognize the
full commercialization potential and magnitude of the impact that shale gas would have on US natural
gas supply. Although well stimulation technologies date back to the 1940s, today’s shale gas technologies
essentially began with the innovative efforts of George Mitchell in the Barnett resource base near Fort
Worth, Texas, during the 1980s and 1990s. Mitchell Energy continued to experiment and innovate until
eventually proving the economic viability of shale gas development. As a result, shale gas production
expanded {(see Figure 5).

Although shale gas had moved from its innovation phase to its commercialization phase, many in the oil
and gas industry did not fully recognize what was happening even as US shale gas output doubled from
2002 to 2007 to reach 8% of US natural gas production. The belief that the United States was running out of
natural gas persisted, and this recognition lag supported the continued investment of billions of dollars to
expand LNG impott facilities (see Figure 6).

3. New York Times. “Coal to the Rescue, But Maybe Not Next Winter.” Wald, Matthew L. 10 March 2014: http://www.nytimes.com/2014/03/1 1/business/energy-
environinent/coal-to-the-rescue-this-time.html?_r=0, retrieved 12 May 2014,
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. FIGURE 5
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between 2002 and 2008. This level of drilling activity created a supply surplus that caused a precipitous
decline of up to 85% in the Henry Hub natural gas price from 2008 to 2012. From the 2008 high count, the
number of US natural gas-directed rigs dropped over fivefold to 310 by April 2014 (see Figure 7).

Natural gas  investment
activity also lagged market

RO S I )5 s -directed rig count, 2000-14 YTD
time, the linkage between
1,800

North American natural gas
markets and global markets 1,600
reversed from an investment
hypothesis supporting an
expansion of LNG import
facilities, as shown in Figure 6,

to an investment hypothesis ' 1
involving the expansion of 800 \

FIGURE 7
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trade. Thisasymmetry created
vulnerability to low frequency
but high impact events, such
as colder-than-normal winters
that expose gas deliverability constraints and launch record-setting delivered price spikes, as happened in
the Northeast in the winters of 2012/13 and 2013/14.

Sourca: IHS Energy, Baker Hughes © 2014 {HS

The Northeast delivered natural gas price spikes translated directly into dramatic power production cost
run-ups. During the winter of 2013/14, natural gas prices delivered to the New York and PJM power system
border hit $140 per MMBtu (at Transco Zone 6, 21 January 2014) and pushed natural gas-fired power
production costs up 25-fold from typical levels and well beyond the $1,000 per MWh hourly wholesale
power price cap in New York and PJM. This forced the New York Independent System Operator (NYISO) to
allow exemptions to market price caps. The Federal Energy Regulatory Commission granted an emergency
request to lift wholesale power price caps in PJM and New York. Lifting these price caps kept the lights
on but also produced price shocks to 30% of the US power sector receiving monthly power bills in these
power systems. The impact moved the 12-month electricity price index (a component of the consumer price
index) in the Northeast up 12.7%—the largest 12-month jump in eight years.

The New York Mercantile Exchange (NYMEX) futures contract price strip illustrates how difficult it is to
anticipate natural gas price movements. Figure 9 shows the price dynamics over the shale gas eraand periodic
examples of the NYMEX futures price expectations. The NYMEX future price error pattern indicates a bias
toward expecting future natural gas prices to look like those of the recent past. Although these futures
prices are often used as an indicator of future natural gas price movements, they have nonetheless proven
to be a poor predictor.

The complex drivers of natural gas price dynamics continue to apply in the shale gas era. Prudent planning
requires recognition that natural gas price movements remain hard to forecast, affected by multiyear
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FIGURE 8

US lower-48 regasification facilities and filed liguefaction projects
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investment cycles that lag market developments, subject to seasconality, and capable of severe short-run
price volatility.

Natural gas price cycles during the shale gas era and the recent extreme volatility in natural gas prices
are clear evidence that the benefits of increased natural gas use for power generation need to be balanced
against the costs of natural gas’s less predictable and more variable production costs and fuel availability.

The natural gas-fired generation share is second only to the coal-fired generation share. One of the primary
reasons that fuel diversity is so valuable is because natural gas prices and coal prices do not move together.

Significant variation exists in the price of natural gas relative to the price of coal delivered to US power
generators (see Figure 10). The dynamics of the relative price of natural gas to coal are important because
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relative prices routinely change
which power plants provide
the most cost-effective source
of additional power supply at
any point in time.

The relative prices of natural
gas to coal prior to the shale
gas revolution did not trigger
as much cost savings from fuel
substitution as the current
relative prices do. From 2003
to 2007 the price of natural gas
was four times higher than the
priceofcoalonaBtubasis. Under
these relative price conditions,
small changes in fuel prices
did not alter the position of
coal-fired generation as the
lower-cost resource for power
generation. The shale gas
revolution brought gas prices
to a more competitive level and
changed the traditional relative
relationship between gas and
coal generation. As Table 1
shows, the 2013 dispatch cost
to produce electricity at the
typical US natural gas-fired
power plant was equivalent to
the dispatch cost at the typical
US coal-fired power plant with
a delivered natural gas price of
$3.35 per MMBtu, about 1.39
times the delivered price of coal.
Current price changes move
the relative price of natural
gas to coal around this average
equivalency level and create
more generation substitution
than has historically occurred.

FIGURE 9

Henry Hub and NYMEX futures, 1994-2013
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FIGURE 10

Ratio of delivered gas to delivered coal costs, 2000-13
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The average equivalency level triggers cost savings from substitution within the generation mix. Current
relative prices frequently move above and below this critical relative price level. Consequently, slight
movements in either coal or natural gas prices can have a big impact on which generation resource provides
the most cost-effective source of generation at any given point in time.

Coal price dynamics differ from natural gas price movements. The drivers of coal price dynamics include
rail and waterborne price shifts, changes in coal inventory levels, and mine closures and openings. In
addition, international coal trade significantly influences some coal prices. For example, when gas prices
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began to fall in 2008-12, the TasLE1
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was involved in international

trade. The implication is that
as global trade expands, the
influence of international trade
on domestic fuel prices may 0.8
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dynamic, and are different from ‘_J

fossil fuel prices in two ways 05 w

(see Figure 11). Nuclear fuel cost

of a nuclear plant’s overall cost 0.3

is a relatively smaller portion
per kilowatt-hour. Also nuclear

FIGURE 11

Nuclear fuel prices, 2000-13
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fuel prices have a different
set of drivers. The primary 0.1
drivers of nuclear fuel price
movements include uranium 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 201 2012 2013
prices, enrichment costs, and
geopo]itical changes in nuclear Source: IHS Energy, Vertyx Vebocly Siite ©2014 IHS

trade. These drivers produce
price dynamics dissimilar to
those of either natural gas or coal. As a result, nuclear fuel price movements are not strongly correlated to
fossil fuel price movements.

Diversity: The portfolio effect

A diverse fuel and technology portfolio 1s a cornerstone for an effective power production risk management
strategy. If prices for alternative fuels moved together, there would be little value in diversity, But relative
power production costs from alternative fuels or technologies are unrelated and inherently unstable, As
a result, the portfolio effect in power generation exists because fuel prices do not move together, and
thus changes in one fuel price can offset changes in another. The portfolio effect of power generation fuel
diversity is significant because the movements of fuel prices are so out of sync with one another.
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coefficients abave 0.5 are considered strong correlations, and values above 0.9 are considered very strong
correlations. Power production input fuel price changes (natural gas, coal, and nuclear} are not highly
correlated and consequently create the basis for a portfolio approach to fuel price risk management (see
Table 2).

Diversity: The substitution effect

A varied portfolio mitigates power production cost risk because fuel diversity provides the flexibility to
substitute one source of power for another in response to relative fuel price changes. Therefore, being able
to substitute between alternative generation resources reduces the overall variation in production costs.

Substitution benefits have . s

proven to be substantial. In

the past five years, monthly |ReNPRIINEN P T AT
generation shares for natural
gas—fired generation were
as high as 33% and as low
as 19%. Similarly, monthly
generation shares for coal-
fired generation were as high
as 50% and as low as 34%. The
swings were driven primarily
by a cost-effective alignment
of fuels and technologies to
consumer demand patterns 10:’"
and_ al_terations_ of CapaCity 0/02007 2008 2008 200 2011 2012 2013
utilization rates in response to
changing relative fuel costs.
Generation shares shifted WNatural gas ACoal
toward patural  gas-fired
generation when relative prices
favored natural gas and shifted
toward coalfired generation
when relative prices favored coal. Figure 12 shows the recent flexibility in the utilization share tradeoffs
between only coal-fired and natural gas—fired generation in the United States.
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Diversity bensfits differ by technology

All types of generating fuels and technologies can provide the first dimension of risk management—the
portfolio effect. However, only some types of fuels and technologies can provide the second dimension of
risk management—the substitution effect. Power plants need to be dispatchable to provide the substitution
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effect in a diverse portfolio. As a result, the benefits of expanding installed capacity diversity by adding
nondispatchable resources such as wind and solar generating technologies are less than the equivalent
expansion of power capacity diversity with dispatchable power plants such as biomass, conventional fossil-
fueled power plants, reservoir hydro, and nuclear power plants. Therefore, not all diversity in the capacity
mix provides equal benefits.

Diversity is the best available power cost risk management tool

A diverse portfolio is the best available tool for power generation cost risk management. Other risk
management tools such as fuel contracts and financial derivatives complement fuel and technological
diversity in power generation but fall far short of providing a cost-effective substitute for power supply
diversity.

Contracts are tools available to manage power production cost risk. These tools include short-run contracts,
including NYMEX futures contracts, as well as long-term contracts spanning a decade or more. Power
generators have traditionally covered some portion of fuel needs with contracts to reduce the variance of
delivered fuel costs. To do this, generators balance the benefits of using contracts or financial derivatives
against the costs. With such assessment, only a small percentage of natural gas purchases are under long-
term contracts or hedged in the futures markets. Consequently, the natural gas futures market is only liquid
{has many buyers and sellers)

for a few years out. FIGURE 13

The degree of risk management Power generation delivered gas price versus Henry Hub {plus deiivery), 2000~
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used to approximate a delivery
charge. Figure 13 compares the
Henry Hub spot price plus this typical delivery charge to the reported delivered price of natural gas to power
producers.

A comparison of the realized delivered price to the spot price plus a delivery charge shows the impact
of contracting on the delivered price pattern. Natural gas contracts provided some protection from spot
price highs and thus reduced some variation of natural gas prices compared to the spot market price plus
transportation. Over the past 10 years, contracting reduced the monthly variation (the standard deviation}
in the delivered price of natural gas to the power sector by 24% compared to the variation in the spot price
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plus delivery charges at the Henry Hub. Although fuel contracts are part of a cost-effective risk management
strategy, the cost/benefit trade-offs of using contracts limit the application of these tools in a cost-effective
risk management strategy.

Using a contract to lock into volumes at fixed or indexed prices involves risks and costs. Contracting for fuel
creates volume risk. A buyer of a contract is taking on an obligation to purchase a given amount of fuel, at a
given price, and at a future point in time. From a power generator’s perspective, the variations in aggregate
power consumer demand and relative prices to alternative generating sources make predicting the amount
of fuel needed at any future point in time difficult. This difficulty increases the further out in time the
contracted fuel delivery date. If a buyer ends up with too much or too little fuel at a future point in time,
then the buyer must sell or buy at the spot market price at that time.

Contracting for fuel creates price risk. A buyer of a fuel contract locks into a price at a future point in time.
When the contract delivery date arrives, the spot market price for the fuel likely differs from the contract
price. If the contract price ends up higher than the spot market price, then the contract provided price
certainty but also created a fuel cost that turned out to be more expensive than the alternative of spot
market purchases. Conversely, if the spot market price turns out to be above the contract price, then the
buyer has realized a fuel cost savings.

Past price relationships also illustrate the potential for gains and losses from contracting for natural gas in
an uncertain price environment. When the spot market price at Henry Hub increased faster than expected,
volumes contracted at the previously lower expected price produced a gain. For example, in June 2008 the
delivered cost of natural gas was below that of the spot market. Conversely, when natural gas prices fell
faster than anticipated, volumes contracted at the previously higher expected price produced a loss. For
example in June 2012, the delivered cost of natural gas was above that of the spot market purchases.

The combination of volume and price risk in fuel contracting makes buying fuel under contract a speculative
activity, capable of generating gains and losses depending on how closely contract prices align with spot
market prices. Therefore, cost-effective risk management requires power generators to balance the benefits
of gains from contracting for fuel volumes and prices against the risk of losses.

Managing fuel price risk through contracts does not always involve the physical delivery of the fuel. In
particular, a futures contract is typically settled before physical delivery takes place, and thus is referred
to as a financial rather than a physical hedge to fuel price uncertainty. For example, NYMEX provides a
standard contract for buyers and sellers to transact for set amounts of natural gas capable of being delivered
at one of many liquid trading hubs at a certain price and a certain date in the future. Since the value of
a futures contract depends on the expected future price in the spot market, these futures contracts are
derivatives of the physical natural gas spot market.

The potential losses facing a fuel buyer that employs financial derivatives create a risk management cost.
Sellers require that buyers set aside funds as collateral to insure that potential losses can be covered. Market
regulators want these guarantees in place as well in order to manage the stability of the marketplace.
Recently, as part of reforms aimed at improving the stability of the financial derivatives markets, the Dodd-
Frank Act increased these collateral requirements and thus the cost of employing financial derivatives.

Outside of financial derivatives, fuel deliverability is an important consideration in evaluating power cost
risk management. Currently, natural gas pipeline expansionrequireslong-term contracts to finance projects.
Looking ahead, the fastest growing segment of US natural gas demand is the power sector and, as described
earlier, this sector infrequently enters into long-term natural gas supply contracts that would finance new
pipelines. Consequently, pipeline expansions are not likely to stay in sync with power generation natural
gas demand trends.
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The prospect of continued periodic misalignments between natural gas deliverability and natural gas
demand makes price spikes a likely feature of the future power business landscape. The nominal volume of
long-term fuel contracts and the costs and benefits of entering into such contracts limit the cost-effective
substitution of contracts for portfolio diversity. Therefore, maintaining or expanding fuel diversity remains
a competitive alternative to natural gas infrastructure expansion.

Striking a balance between the costs and benefits of fuel contracting makes this risk management tool an
important complement to a diverse generation portfolio but does not indicate that it could provide a cost-
effective substitute for power supply diversity.

FIGURE 14
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regulatory process is not likely
to propetly take it into account
when crafting legislation or
setting regulations.

As a result, the United States
may move down a path toward
a less diverse power supply
without consumersrealizing the
value of power supply diversity
until it is gone. For example, if
the US power sector had been all

TABLE 3

The impact of fuel diversity: Power production fuel costs
{Actual versus all gas generation mix, 2000-13 YTD. cents per k\Wh)

Henry Hub Al power secior fuel costs

Average 5.09 2.29
Maximum 11.02 4,20
Minimum 2.46 1.21
Standard deviation 1.63 0.55

Note: Converted the Henry Hub delar per MMBlu price to cents per KWh using the average reported heat rate for alt cperat-
ing natural gas plants in the respective month.
Data source: Ventyx Velocity Suite.

Source: IHS Energy

natural gas—fired during the shale gas era to date, the average fuel cost for power would have been over twice
as high, and month-to-month power bill variation (standard deviation) would have been three times greater
(see Table 3). This estimate itself is conservative because the additional demand from power generation
would have likely put significant upward pressure on gas prices.
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Trends in the US generation mix

The current diverse fuel and technology mix in US power supply did not come about by accident. The US
generation mix evolved over many decades and reflects the fuel and technology decisions made long ago for
power plants that typically operate for 30 to 50 years or more. Consequently, once a fuel and technology
choice is made, the power system must live with the consequences—whatever they are—for decades.

US power supply doesnot evolve
smoothly. The generation mix

n owing to the pace . ) "
cha ges g A P of US generating capacity additions and retirements, 1950-2013
power plant retirements, the

error in forecasting power go WCod

FIGURE 15
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{(see Figure 15). The swings in
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do not indicate a lack of
appreciation for diverse power | Scuwe S Sew vetxieiclysite ©20141HS
supply. Instead, they show that

given the size of the existing

supply base, it takes a number of years of homogenous supply additions to move the overall supply mix a
small proportion. Therefore, altering the overall mix slightly required a number of years of adjustment.
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The uneven historical pattern of capacity additions is important because the future pattern of retirements
will tend to reflect the previous pattern of additions as similarly aged assets reach the end of their useful
lives. For example, current retirements are disproportionately reducing the coal and nuclear shares in the
capacity mix, reflecting the composition of power plants added in the 1960s through 1980s. Current power
plant retirements are about 12,000 MW per year and are moving the annual pace of retirements in the next
decade to 1.5 times the rate of the past decade.

Power plant retirements typically need to be replaced because electricity consumption continues to
increase. Although power demand increases are slowing compared to historical trends and compared to the
growth rate of GDP, the annual rate of change nevertheless remains positive. US power demand is expected
to increase between 1.0% and 2.5% each year in the decade ahead, averaging 1.5%.

The expected pace of US power demand growth reflects a number of trends. First, US electric efficiency has
been improving for over two decades. Most appliances and machinery have useful lives of many years. As
technology improves, these end uses get more efficient. Therefore, overall efficiency typically increases as
appliancesand machinery wear outandare replaced. Onthe otherhand, the number of electric end useskeeps
expandingandthe end-use penetrationrateskeepincreasing owingtoadvancesindigitalandcommunication
technologies that both increase capability and lower costs. These trends in existing technology turnover
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and new technology adoption  FiGURE 16
produce a steady rate of change

in electric end-use efficiency US electric efficiency, 1950-2013

{see Figure 16). ;
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total 0f 1,140 GW by 2025.

Annual power supply additions do not typically unfold simultaneously with demand increases. Historically,
changes in power supply are much more pronounced than the changes in power demand. This uneven pace
of change in the capacity mix reflects planning uncertainty regarding future power demand and a slow
adjustment process for power supply development to forecast errors.

Future electric demand is uncertain. Figure 18 shows a sequence of power industry forecasts of future
demand compared to the actual demand. The pattern of forecast errors indicates that electric demand
forecasts are slow to adjust to actual conditions: overforecasts tend to be followed by overforecasts, and
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underforecasts tend to be FIGURE 18

followed by underforecasts.
US power demand: Projected versus actual, 1983-2012
uncertainty
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intensity of power plants creates an accumulating sunk-cost balance in the construction phase of power
supply development. In this case, there is an economic incentive to finish constructing a power plant
because the costs to finish are the relevant costs to balance against the benefits of completion. Conversely,
if a shortage becomes evident, new peaking power plants take about a year to put into place under the
best of circumstances. Consequently, the forecast error and this lagged adjustment process can produce a
significant over/underinstallment of new capacity development versus need. These imbalances can require
a decade ot more to work off in the case of a capacity overbuild and at least a few years to shore up power
supply in the case of a capacity shortage.
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The pace and makeup of power plant additions are influenced by energy policies. The current installed
capacity mix reflects impacts from the implementation of a number of past policy initiatives. Most
importantly, 35 years ago energy security was a primary concern, and the energy policy response included
the Fuel Use Act (1978) and the Public Utilities Regulatory Policy Act (1978). These policies limited the
use of natural gas for power generation and encouraged utility construction of coal and nuclear generating
resources as well as nonutility development of cogeneration. Public policy championed coal on energy
security grounds—as a safe, reliable, domestic resource.

The influence of energy policy on power plant fuel and technology choice is dynamic. For example, as
natural gas demand and supply conditions changed following the passage of the Fuel Use Act, the limits on
natural gas use for power generation were eventually lifted in 1987, Whereas the Fuel Use Act banned a fuel
and technology, other policy initiatives mandate power generation technologies. Energy pelicies designed
to address the climate change challenge created renewable power portfolio requirements in 30 states {see
Figure 19).

As states work to implement renewable generation portfolio standards, the complexity of power system
operations becomes evident and triggers the need for renewable integration studies. These studies generally
find that the costs to integrate intermittent power generation resources increase as the generation share
of these resources increases. Some integration studies go so far as to identify the saturation point for
wind resources based on their operational characteristics. A wind integration study commissioned by the
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FIGURE 19
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power system operator in New England estimated the saturation point for wind in the power system (24%
generation share) as well as the additional resources that would be needed to integrate more wind resources.*
Similarly, a wind integration study by the power system operator in California found that problems were
ahead for the Catifornia power system because the number of hours when too much wind generation was
being put on the grid was increasing, The study noted higher costs were ahead as well because additional
resources would be needed to integrate expected additional wind resources planned to meet the renewable
portfolio requirements in place.® Many of the impacts on the US generation mix from renewable power
portfolio requirements are yet to come as higher generation or capacity share mandates become binding in
many States in the next few years.

The United States is at a critical juncture because current trends in power plant retirements, demand
and supply balances, and public policies are combining to accelerate change in the US generation mix,
as shown in Figure 20. In
2013, increases in demand,
power plant retirements, and
renewable mandates resulted
in ground 15,800 MW of
capacity additions. In the
decade ahead, these increasing
needs will require power supply
decisions amounting to 15%
of the installed generating
capacity in the United States.
In addition, public policies are
expected to increase the share
of wind and solar generation,
and forthcoming regulations
from the Environmental
Protection  Agency (EPA)
rega[ding Conventional power WHydro Wail Nuclear mCoal ENatural gas ERenewable/Other
plant emissions as well as
greenhouse  gases (GHG)
could significantly increase
power plant retirements and
accelerate changes further. Altogether, changes in US generating capacity in the next two decades could
account for more than one-third of installed capacity.

FIGURE 20
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Threat to power generation diversity: Complacency

Threats to maintaining diversity in power production do not come from opposition to the idea itself, but
rather from the complacency associated with simply taking diversity for granted. The familiar adage of not
putting all your eggs in one basket is certainly aligned with the idea of an ali-of-the-above energy policy.
Four decades of experience demonstrates the conclusion that the government should not be picking fuel or
technology winners, but rather should be setting up 2 level playing field to encourage competitive forces to
move the power sector toward the most cost-effective generation mix. Nevertheless, in a striking contrast,

4. New England Wind Integration Study produced for iSO New England by GE Energy Applications and Systems Engineering, EnerNex Corporation, and AWS Truepower,
$ December 2010. Accessed 16 April 2014 (http:/www.uwig.o1g/newis_es.pdf}.

5. “Integration of Renewable Resources: Operational Requirements and Generation Fleet Capability at 20% RPS.” California ISO, 31 August 2010, downloaded from
WWW.Caise.com/2804/2804d0364010.pdf.
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the value of fuel diversity to the end use consumeris not internalized in current power plant decision making.
A 2013 review of over eighty integrated resource plans (IRPs) found that many reference fuel diversity but
only a few of them refer to it as a risk, and none of them quantify the value of fuel diversity to incorporate
it into the decision process.5 Additionally, environmental policy initiatives do not seem to accommodate
diversity issues. Therefore, one power plant decision after another is revealing a de facto energy policy
to move away from oil, coal,  Ffgure2s

and nuclear generation and

reduce hydroelectric capability, [RUERERECIRIGLEIETIS QI HEE Ny U
and instead build relatively

Hydro
low utilization wind and solar =
resources backed up by natural Nuclen
gas—fired generating units (see Gas (combustion, 167

Figure 21). tubie)
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competitive power generator
cash flows. The missing money
problem in power markets is the latest manifestation of a long-standing problem in a number of industries,
including railroads, airlines, and power, where competitive markets fail to balance demand and supply at
market-clearing prices high enough to support the full cost of supply.

Power markets have a missing money problem because they do not have all of the necessary conditions to
produce a textbook competitive marketplace. The textbook marketplace has suppliers who maximize their
profits by expanding output up to the point where their short-run marginal cost (SRMC) of production
equals the market-clearing price. This means that an aggregation of rival suppliers’ SRMC curves produces
the market supply curve. If this market supply curve intersects the market demand curve at a price too
low to support the full cost of new supply (long-run marginal cost [LRMC]), then suppliers will not expand
productive capacity. Instead, they will meet increases in demand by adding more variable inputs to the
production process with a fixed amount of capacity. However, doing so increases SRMC, and eventually
the market-clearing price rises to the point where it covers the cost of expanding productive capacity. This
produces the textbook market equilibrium where demand and supply are in balance at the unique point
where market-clearing prices are equal to both SRMC and LRMC,

Several characteristics of the technologies that make up a cost-effective power supply create a persistent
gap between SRMCs and LRMCs as production varies. As a result, market-clearing wholesale power prices
are below the level needed to support the full cost of power supply when demand and supply are in balance
with the desired level of reliability” Consequently, the stable textbook market equilibrium does not exist
in an electric power marketplace.

6. See the IHS Erergy Insight Reading the Tea Leaves: Trends in the power industry’s future plans.
7. See the IHS Energy Private Report Power Supply Cost Recovery: Bridging the missing money gap.
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A simple example of a competitive power market made up entirely of rival wind generators illustrates
the missing money problem. The cost profile of wind turbine technologies comprises nearly exclusively
upfront capital costs (LRMCs). SRMCs for wind technologies equal zero because the variable input to the
power production process is wind, and this input is free. In a competitive market, if wind conditions allow
for power production, then rival wind generators will be willing to take any price above zero to provide
some contribution to recovering the upfront capital costs. If there is adequate supply to balance demand
in a competitive marketplace, then rival wind suppliers will drive the market-clearing price to zero. This
is not just a theoretical example. When power system conditions create wind-on-wind competition,
then zero or negative market-clearing prices (reflecting the cost of losing the production tax credit) are
typically observed. Wind generating technologies are a simple and extreme example of a power generating
technology with a persistent gap between SRMCs and LRMCs. But this problem exists to some degree with
other power generation technologies.

This technology-based market flaw means that periodic shortage-induced price spikes are the only way
for market-clearing prices to close the gap between the SRMC and LRMC. This market outcome does not
work because of the inherent contradiction—periodic shortages are needed to keep demand and supply in
balance.

The missing money problem threatens cost-effective power supply because when market-clearing power
prices are chronically too low to support new power plants, then lower expected cash flows at existing
plants cause retirements before it is economic to do so, given replacement costs. It is cost effective to
retire and replace a power plant only when its cost of continued operation becomes greater than the cost
of replacement. Therefore, a market-clearing power price that reflects the full cost of new power supply is
the appropriate economic signal for efficient power plant closure and replacement. Consequently, when
this price signal is too low, power plant turnover accelerates and moves power supply toward the reduced
diversity case.

“Missing money” and premature closing of nuclear power plants

The Kewaurnee nuclear plant in Wisconsin is an example of a power plant retirement due to the missing
money problem. Wholesale day-ahead power prices average about $30 per MWh in the Midwest power
matketplace. This market does not have a supply surplus, and recently the Midwest Independent System
Operator (MISO), the institution that manages the wholesale market, announced that it expects tobe 7,500
MW short of generating capacity in 2016.% The current market-clearing power price must almost double to
send an efficient price signal that supports development of a natural gas-fired combined-cycle power plant.

The Kewaunee power plant needs much less than the cost of a new plant, about $54 per MWh, to cover
the costs of continued operation. Kewaunee’s installed capacity was 574 MW, and the plant demonstrated
effective performance since it began operation in 1974. The plant received Nuclear Regulatory Commission
approval for life extension through 2033. Nevertheless, the persistent gap between market prices and new
supply costs led Dominion Energy, the power plant’s owner, to the October 2012 decision to close the plant
because of “low gas prices and large volumes of wind without a capacity market.”

Kewaunee is not an isolated case. Other nuclear power plants such as Vermont Yankee provide similar
examples. Additionally, a significant number of coal-fired power plants are retiring well before it is economic
to do so. For example, First Energy retired its Hatfield’s Ferry plant in Ohio on 9 October 2013. This is a
large (1,700 MW) power plant with a $33 per MWh variable cost of power production.® The going-forward

&, Whieldon, Esther. “MISO-OMS survey of LSEs, generators finds resource shortfall remains likely in 2016.” SNL Energy, 6 December 2013, Accessed on 14 May
2014 http://www.snl.com/InteractiveX/ArticleAbstract.aspx?id=26168778. Note: LSE = load-serving entity.

9. Source: SNL Financial data for 2012 operations, accessed 5 May 2014. Available at htep://www.snl.com/InteractiveX/PlantProductionCostDetail.aspx?ID=3604,
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costs involved some additional environmental retrofits, but the plant had already invested $650 million to
retrofit a scrubber just four years prior to the announced retirement.

Reducing diversity and increasing risk

Proposed EPA regulations on new power plants accommodate the carbon footprint of new natural gas—fired
power plants but do not accommodate the carbon footprint of any new state-of-the-art conventional coal-
fired power plants that do not have carbon capture and storage (CSS). Since the cost and performance of CSS
technologies remain uneconomic, the United States is now on a path to eliminating coal-fired generation
in US power supply expansion. This move toward a greatly reduced role for coal in power generation may
accelerate because the EPA is now developing GHG emission standards for existing power plants that could
tighten emissions enotigh to dramatically increase coal-fired power plant retirements.

The impact of a particular fuel or technology on fuel diversity depends on overall power system conditions.
Asageneral rule, the benefits of fuel diversity from any source typically increase as its share in the portfolio
decreases. Oil-fired generation illustrated this principle when it proved indispensable in New England in
keeping electricity flowing this past winter. Despite only accounting for 0.2% of US generation, it provided
a critical safety valve for natural gas deliverability during the polar vortex. Yet, these oil-fired power plants
are not likely to survive the tightening environmental regulations across the next decade. The implication
is clear: there is a much higher cost from losing this final 0.2% of cil in the generation mix compared to
the cost of losing a small percentage of oil-fired generation back in 1978, when oil accounted for 17% of the
US generation mix. Losing this final 0.2% of the generation mix will be relatively expensive because the
alternative to meet infrequent surges in natural gas demand involves expanding natural gas storage and
pipeline capacity in a region where geological constraints make it increasingly difficult to do so.

Public opinion is a powerful factor influencing the power generation mix. The loss of coal- or oil-fired power
plants in the generation mix is often ignored or dismissed because of public opinion. Coal- or oil-fired
power plants are generally viewed less favorably than wind and solar resources. In particular, labeling some
sources of power as “clean energy” necessarily defines other power generating sources as “dirty energy.”
This distinction makes many conventional power supply sources increasingly unpopular in the political
process. Yet, all sources of power supply employed to meet customer needs have an environmental impact.
For example, wind and solar resources require lots of land and must be integrated with conventional grid-
based power supply to provide consumers with electricity when the wind is not blowing or the sun is not
shining. Therefore, integrating these “clean energy” resources into a power system to meet consumer needs
produces an environmental footprint, including a GHG emission rate. The arbitrary distinctions involved
in “clean energy” are evident when comparing the emissions profiles of integrated wind and solar power
production to that of nuclear power production. A simplistic and misleading distinction between power
supply resources is a contributing factor to the loss of fuel diversity.

Edison International provides an example of the impact of public opinion. Antinuclear political pressures in
California contributed to the decision in 2013 to prematurely close its San Onofre nuclear power plant. This
closure created a need for replacement power supply that is more expensive, more risky, and more carbon
intensive,

The going-forward costs of continued operation of the San Onofre nuclear plant were less than the cost of
replacement power. Therefore, the closure and replacement of the San Onofre power plant made California
power supply more expensive in a state that already hasamong the highest power costs in the nation. A study
released in May 2014 by the Energy Institute at Haas at the University of California Berkeley estimated that
closing the San Onofte nuclear power station increased the cost of electricity by $350 million during the

July 2014 30 © 2014 HS



Attachment LM-2
IHS Energy | The Value of US Power Supply Diversity

first twelve months.' This was a large change in power production costs, equivalent to a 13% increase in the
total generation costs for the state.

Closing San Onoftre makes California power costs more risky. California imports about 30% of its electricity
supply. Prior to the closure, nuclear generation provided 18.3% of California generation in 2011, and the
San Onofre nuclear units accounted for nearly half of that installed nuclear capacity. The Haas study found
that imports increase with system demand but not much, likely owing to transmission constraints, grid
limitations, and correlated demand across states. The results imply that the loss of the San Onofre power
plant was primarily made up through the use of more expensive generation, as much as 75% of which was
out-of-merit generation running to supply energy as well as voltage support. The report’s analysis found
that up to 25% of the lost San Onofre generation could have come from increased imports of power. The
substitute power increases California consumers’ exposure to the risks of fossil fuel price movements as
well as the risks of low hydroelectric generation due to Western Interconnection drought cycles.

Closing San Onofre makes California power production more carbon intensive. Nuclear power production
does not produce carbon dioxide (CO,) emissions. These nuclear units were a major reason that the CO,
intensity of California power production was around 0.5 pounds (Ib) per kilowatt-hour (KkWh). Replacement
power coming from in-state natural gas~-fired power plants has associated emissions of about 0.9 Ib per kWh.
Replacement power coming from the rest of the Western Interconnection has associated emissions of 1.5
Ib per kWh, Even additional wind and solar power sources in California with natural gas—fired power plants
filling in and backing them up have a 0.7 Ib per kWh emissions profile. The Haas study found that closing
San Onofre caused carbon emissions to increase by an amount worth almost $320 million, in addition to
the $350 million in increased electricity prices in the first year. In the big picture, California CO, emissions
have not declined in the past decade, and the closure of the San Onofte nuclear units will negate the carbon
abatement impacts of 20% of the state’s current installed wind and solar power supply.

The path toward a less diverse power supply

The relative unpopularity of coal, oil, nuclear, and hydroelectric power plants {compared to renewables),
combined with the missing money problem, tightening environmental regulations, and a lack of public
awareness of the value of fuel diversity create the potential for the United States to move down a path
toward a significant reduction in power supply diversity. Within a couple of decades, the US generation mix
could have the following capacity characteristics:

» No meaningful nuclear power supply share

¢ No meaningful coal-fired power supply share

s No meaningful cil-fired power supply share

« Hydroelectric capacity in the United States reduced by 20%, from 6.6% to 5.3% of installed capacity

¢ Renewables power supply shares at operational limits in power supply mix: 5.5% solar, 27.5% wind

o Natural gas—fired generation becoming the default option for the remaining US power supply of about
61.7%

10, http://ei.haas berkeley.edu/pdf/working_papers/WP248.pdf, accessed 30 May 2014.
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Comparing the performance of current diverse power supply to this reduced diversity case provides a basis
for quantifying the current value of fuel and technology diversity in US power supply.

Quantifying the value of current power supply diversity

A number of metrics exist to compare and contrast the performance of power systems under different
scenarios. Three power system performance metrics are relevant in judging the performance of alternative
generation portfolios:

e SRMC of electric production (the basis for wholesale power prices)
» Average variable cost of electric production

» Production cost variability

IHS Energy chose a geographic scope for the diversity analyses at the interconnection level of US power
systems. The United States has three power interconnections: Electric Reliability Council of Texas (ERCOT),
Eastern, and Western. These interconnections define the bounds of the power supply network systems
that coordinate the synchronous generation and delivery of alternating current electrical energy to match
the profile of aggregate consumer demands in real time.

Analysis at the interconnection level is the minimum level of disaggregation needed to analyze the
portfolio and substitution effects of a diverse fuel and technology generation mix. In particular, the
substitution effect involves the ability to shift generation from one source of power supply to another. The
degree of supply integration within an interconnection makes this possible, whereas the power transfer
capability between interconnections does not. The degree of power demand and supply integration within
these interconnections creates the incentive and capability to substitute lower-cost generation for higher-
cost generation at any point in time. These competitive forces cause the incremental power generation
cost-based wholesale power prices at various locations within each interconnection to move together.
An average correlation coefficient of monthly average wholesale prices at major trading hubs within each
interconnection is roughly 0.8, indicating a high degree of supply linkage within each interconnection.

IHS Energy assessed the current value of fuel diversity by using the most recently available data on the US
power sector. Sufficient data were available for 2010 to 2012, given the varied reporting lags of US power
system data.

IHS employed its Razor Model to simulate the interactions of demand and supply within each of these US
power interconnections from 2010 to 2012. The 2010 to 2012 backcasting analysis created a base case of
the current interactions between power demand and supply in US power systems. Appendix B describes
the IHS Razor Model and reports the accuracy of this power system simulation tool to replicate the actual
performance of these power systems. The high degree of predictive power produced by this model in the
backcasting exercise establishes the credibility of using this analytical framework to quantify the impacts
of more or less fuel and technology diversity. The macroeconomic impact analysis used the most recently
available IHS simulation of the US economy (December 2013) as a base case.

Once this base case was in place, the Razor Model was employed to simulate an alternative case involving

a less diverse generation mix. The current generation mix in each of the three interconnections—Eastern,
Western, and ERCOT—were altered as follows to produce the reduced diversity case generation:

July 2014 32 © 2014 1HS



Aftachment LM-2
IHS Energy | The Value of US Power Supply Diversity

¢ The nuclear generating share went to zero.
¢ The coal-fired electric generating share went to zero,
« The hydroelectric generation share dropped to 3.8%.

» Intermittent wind and solar generation increased its combined base case generation share of about 2%
to shares approximating the operational limits—24% in the East, 45% in the West, and 23% in ERCOT—
resuiting in an overall wind genexation share of 21.0% and a solar generation share of 1.5%,

s Natural gas—fired generation provided the remaining generation share in each power system, ranging
from about 55% in the West to over 75% in the East and ERCOT, for an overall share of nearly 74%.

Differences between the performance metrics of the current diverse generating portfolio simulation
and the reduced diversity case simulation provide an estimate for the current value of fuel diversity. The
differences in the level and variance of power prices were fed through to the THS US macroeconomic model
to quantify the broader economic impacts of the higher and more varied power prices and shifts in capital
deployment associated with the reduced diversity case.

Quantification of the impact of fuel diversity within the US power sector involved a two-step process.
The first step quantifies the current value of the substitution effect enabled by a diverse power generating
portfolio. The second step quantified the additional value created by the portfolio effect.

The value of the substitution effect

The first step alters the base case by holding relative fuel prices at the average level across 2010 to 2012. Doing
thisremoves the opportunity to substitute back and forth between generation resources based on changesto
the marginal cost of generation. This case maintains a portfolio effect but eliminates the substitution effect
in power generation. The difference between this constant relative fuel price case and the base case provides
an estimate of the current value of the substitution effect provided by the current diverse power generation
fuel mix. The results show
significantly higher fuel costs

of subaitution based on el
price changes. The substitution Marginal cost Average cost Standard deviation

effects in the current diverse
US power generating portfolio
reduced the fuel cost for US 60
power production by over $2.8
billion peryear.Injust the three
years of the base case, US power
consumers realized nearly $8.5
billion in fuel savings from the
substitution effect. Figure 22 2
shows the results of this first 10
step in the analysis for each
interconnection and the United
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The value of the portfolio effect

The second step quantifies the portfolio value of the current generation mix. To measure this, the base
case is altered by replacing the
actual current generation mix
with the less diverse generation
mix. All else is held constant
in this reduced diversity case, Marginal cost Average cost Standard deviation
including the actual monthly 80 18
fuel prices. Therefore, this 16
reduced diversity simulation 14
reduces the portfolio effect of
diverse generation and allows
any economic  generation
substitution to take place
utilizing this less diverse
capacity mix.

FIGURE 23
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to the base case.

The portfolio effect reduces not only costs, but also the variation in costs. This translates into a reduction in
the typical monthly variation in consumers’ power bills of between 25% and 30%.

The differences in average power production costs between the reduced diversity case and the current
supply case indicate that fuel and technology diversity in the base case US generation mix provides power
consumers with benefits of $93 billion per year. This difference between the reduced diversity case and the
base case includes both the substitution and portfolio effects. Using the results of step one allows separation
of these two effects, as shown in Table 4.

Figures 24 and 25 show the progression from the base case to the reduced diversity case. The results indicate
that the Eastern power interconnection has the most to lose from a less diverse power supply because it
faces more significant increases in cost, price, and variability in moving from the base case to the reduced
diversity case. The Eastern interconnection ends up with greater variation in part because its delivered
fue] costs are more varied than in Texas or the West. In addition, the natural endowments of hydroelectric
power in the Western interconnection generation mix continue to mitigate some of the fuel price risk even
at a reduced generation share.

In the past three years, generation supply diversity reduced US power supply costs by $93 billion per year,
with the majority of the benefit coming from the portfolio effect. These estimates are conservative because
they were made only across the recent past, 2010 to 2012. An evaluation over a longer period of history
would show increased benefits from managing greater levels of fuel price risk.

The estimates of the current value of power supply diversity are conservative as well because they do not
include the feedback effects of higher power cost variation on the cost of capital for power suppliers, as
outlined in Appendix A. The analyses indicate that a power supplier with the production cost variation
equal to the current US average would have a cost of capital 310 basis points lower than a power supplier
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TABLE 4

Substitution effect Portfolio effect Total

ERCOT Cutput (2011, TWh) 334 334 334
Marginal cost increase {$/MWh) $M1.10 $0.35 $11.45

Average cost increase ($/MWh) $0.81} $10.62 $9.71

Marginal cost increase split 97% 3% 100%

Average cost increase split 9% 109% 100%

Marginal cost increase percentage 35.40% 1.10% 36.50%

Average cost increase percentage -3.90% 45.20% 41.40%

Marginal cost increase (total) $3,708,970,847 $116,702,120 $3,825,672,967

Average cost increase (total) ($302,604,000} $3,547,080,000 $3,244,476,000

Eastem interconnection  Output (2011, TWh) 2,916 2,916 2,816
Marginal cost increase ($/MWh) $26.01 $4.73 $30.74

Average cost increasse ($/MWh) $1.10 $26.92 $28.02

Marginal cost increase split 85% 15% 100%

Average cost increase split 4% 96% 100%

Marginal cost increase percentage 70.70% 12.80% 83.50%

Average cost increase percentage 5.80% 142.70% 148.50%

Marginal cost increase (total) $75,840,639,008 $13,791,480,884 %89,632,128,981

Average cost increase {total) $83,207,600,000 $78,498,720,000 $81,708,320,0600

Western interconnection  Output (2011, TWh) 728 728 728
Marginal cost increase ($/MWh) $4.94 $5.27 $10.21

Average cost increase (8/MWh) $0.10) $11.67 $11.57

Marginal cost increase split 48% 52% 100%

Average cost increase split -1% i01% 100%

Marginal cost increase percentage 16.50% 17.60% 34.10%

Average cost increase percentage -0.50% 57.50% 57.00%

Marginal cost increase (total) $3,503,507,137 $3,837,638,788 $7,431,235,926

Averagae cost increase {total) ($72,800,000) $8,495,760,000 $8,422,960,000

US total Output (2011, TWh) 3,978 3,978 3,978
Marginal cost increase (8/MWh) $20.90 $4.48 $25.36

Average cost increase ($/MWh) $0.71 $22.76 $23.47

Marginal cost increase split 82% 18% 100%

Average cost increase split 3% 97% 100%

Marginal cost increase percentage 59.50% 12.70% 72.20%

Average cost increase percentage 3.60% 116.70% ) 120.30%

Marginal cost increase (total) $83,143,207,082 $17,745,830,792 $100,888,037,874

Average cost ingrease (total} $2,832,196,000 $90,641,560,000 $03,373,756,000

Source: IHS Energy

with the production cost variation associated with the generation mix of the reduced diversity case.
Since 14% of total power costs are returned to capital, this difference accounts for 1-3% of the overall cost
of electricity. This cost-of-capital effect can have a magnified impact on overall costs if more capital has
to be deployed with an acceleration of power plant closures and replacements from the pace that reflects
underlying economics.

The cost of accelerating change in the generation mix

Current trends in public policies and flawed power market outcomes can trigger power plant retirements
before the end of a power plant’s economic life, When this happens, the closure creates cost impacts beyond
the level and volatility of power production costs because it requires shifting capital away from a productive
alternative use and toward a replacement power plant investment.

All existing power plants are economic to close and replace at some point in the future. The economic life of
a power plant ends when the expected costs of continued operation exceed the cost of replacement. When
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this happens, the most cost
effective replacement power
resource dependsonthe current
capacity mix and what type of
addition creates the greatest
overall benefit—including the
impact on the total cost of
power and the management of
power production cost risk.

Figure 26 shows the current
distribution of the net present
value (NPV) of the going-
forward costs for the existing
US coalfired generation fleet
on a cents per MWh basis in
relation to the levelized NPV
of replacement power on a per
MWh basis.

As the distribution of coal-fired
power plant going-forward
costs indicates, there is a
significant difference between
the going-forward costs and
the replacement costs for the
majority of plants. As a result,
a substantial cost exists to
accelerate the turnover of
coal-fired power plants in the
capacity mix. For example,
closing coal-fired power plants
andreplacingthemasquicklyas
possible with natural gas—fired
power plants would impose a
turnover cost of around $500
billion.

Figure 27 shows the going-
forward costs of the existing
US nuclear power plant fleet.
As with the coal units, there
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is currently a high cost associated with premature closure. As a point of comparison, closing all existing
nuclear power plants and replacing them as quickly as possible with natural gas—fired power plants would
impose a turnover cost of around $230 billion. Unlike the coal fleet, where a nominal amount of older
capacity has a going-forward cost that exceeds the expected levelized cost of replacement, none of the US
nuclear capacity is currently more expensive than the lowest of projected replacement costs.

Closing a power plant and replacing it before its time means incurring additional capital costs. The average
depreciation rate of capital in the United States is 8.3%. This implies that the average economic life of a
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capital investment in the
United States economy is 12
years. Altering the amount
of capital deployed in the US
economy by $1 in Year 1 results
in an equivalent impact on GDP
as deploying a steady stream of
about $0.15 of capital for each
of the 12 years of economic
life. This annual levelized cost
approximates the value of the
marginal product of capital.
Therefore, each dollar of capital
deployed to replace a power
plant that retires prematurely
imposes an opportunity cost
equal to the value of the
marginal productivity of capital
in each year.

Economywide
impacts

In addition to the $93 billion
in lost savings from the
portfolio and substitution
effects, depending upon the
pace of premature closures,
there is a cost to the economy
of diverting capital from other
productive uses. The power
price  increases associated
with the reduced diversity
case would profoundly affect
the US economy. The reduced
diversity case shows a 75%
increase in average wholesale
power prices compared to
the base case. ITHS Economics
conducted simulations using
its US Macroeconomic Model

FIGURE 26
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to assess the potential impact of the change in the level and variance of power prices between the base
case and the reduced diversity case. The latest IHS base line macroeconomic outlook in December 2013
provides a basis for evaluating the impacts of an electricity price shock due to a reduced diversity case for
power supply. Subjecting the current US economy to such a power price increase would trigger economic
disruptions, some lasting over a multiyear time frame. As a result, it would take several years for most of
these disruptions to dissipate. To capture most of these effects, power price changes were evaluated over
the period spanning the past two and the next three years to approximate effects of a power price change
to the current state of the economy. Wholesale power price increases were modeled by increasing the
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Producer Price Index for electricity by 75% in the macroeconometric model; consumers were affected by
the resulting higher prices for retail electricity and other goods and services.

Economic impacts of the power supply reduced diversity case are quantified as deviations from the THS
macroeconomic baseline simulations of the US economy. The major impacts within the three years after
the power price change would include

e Adropinreal disposable income per household of about $2,100
¢ Areduction 0f 1,100,000 jobs

+ Adeclineinreal GDP of 1.2%

Consumers will bear the brunt of the impact of higher power prices. The higher price of electricity would
trigger a reduction in power use in the longer run (10 or more years out) of around 10%. Yet even with
such dramatic reductions in consumption, the typical power bill in the United States would increase from
around $65 to $72 per month.

Not only will consumers face higher electric bills, but some portion of increases in manufacturers’ costs
ultimately will be passed on to consumers through higher prices for goods and services. Faced with lower
purchasing power, consumers
will scale back on discretionary

purchases because expected Impactof reduced diversity on real disposahle income
real disposable income per P Y P :

household is lower by over Year0 Year 1 Year2 Year3 Year4
$2,100 three years after the $0
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Businesses will face the dual

challenge of higher operational costs coupled with decreased demand for their products and services.
Industrial production will decline, on average, by about 1% through Year 4. This will lead to fewer jobs (i.e.,
a combination of current jobs that are eliminated and future jobs that are never created) within a couple of
years relative to the IHS baseline forecast, as shown in Figure 29, with the largest impact appearing in Year
2, with 1,100,000 fewer jobs than the THS baseline level.
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Impact on GDP

The US economy is a complex
adaptive system that seeks to
absorb shocks {e.g., increases in
prices) and converge toward a
long-term state of equilibrium.
Although the simulations
conducted for this study do not
project that the US economy
will fall into a recession because
of power price increases, it
is informative to gauge the
underperformance of the US
economy under the reduced
diversity case. In essence, the
higher power prices resulting
from the reduced diversity
conditions cause negative
economic impacts equivalent to
a mild recession relative to the
forgone potential GDP of the
baseline. The economic impacts
of the reduced diversity case
set back GDP by $198 billion,
or 1.2% in Year 1 (see Figure 30).
Thisdeviation from the baseline
GDP is a drop that is equivalent
to about half of the average
decline in GDP in US recessions
since the Great Depression.
However, the impacts on key
components of GDP such as
personal consumption and
business investment will differ.

Consumption

Analyzing personal
consumption provides insights
on the changes to consumer
purchasing behavior under the

FIGURE 29
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scenario conditions. Consumption, which accounts for approximately two-thirds of US GDP, remains lower
over the period with each of its three subcomponents—durable goods, nondurable goods, and services—
displaying a different response to the reduced power supply scenario conditions. In contrast with overall
GDP, consumer spending shows little recovery by Year 4, as shown in Figure 31. This is due to continued
higher prices for goods and services and decreased household disposable income, About 57% of the decline
will occur in purchases of services, where household operations including spending on electricity will have

a significant impact.

Q@ 2014 IHS
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In the early years, lower
spending on durable goods
(appliances, furniture,
consumer electronics, etc.) will
account for about 33% of the
decline, before moderating to
25% in the longer term. This
indicates that consumers, faced
with less disposable income,
will simply delay purchases
in the early years. The US
macro simulations also predict
moderate delays in housing
starts and light vehicle sales,
ostensibly due to consumers
trying to minimize their
spending.

Investment

Following an initial setback
relative to the baseline,
investment will recover by the
end of the forecast horizon.
Nonresidential investment
will initially be characterized
by delays in equipment and
software purchases, which will
moderate a few years after the
electric price shock. Spending
on residential structures will
remain negative relative to the
baseline over the four years,
as shown in Figure 32. The net
effect in overall investment
is a recovery as the economy
rebounds back to a long-run
equilibrium.

In the longer term, if current
trends cause the reduced
diversity case to materialize

FGURE 31
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within the next decade, then the premature closure and replacement of existing powet plants would shift
billions of dollars of capital from alternative deployments in the US economy.

Conclusions

Consumers want a cost-effective generation mix. Obtaining one on the regulated and public power side
of the industry involves employing an integrated resource planning process that propetly incorporates
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cost-effective risk management. Obtaining such a mix on the competitive side of the power business
involves employing time-differentiated market-clearing prices for energy and capacity commodities that
can provide efficient economic signals. The linkage between risk and cost of capital can internalize cost-
effective risk management into competitive power business strategies. Regardless of industry structure, a
diverse generation mix is the desired outcome of cost-effective power system planning and operation.

The results of this study indicate seven key factors that will shape US power supply diversity in the years
to come:

« Energy policy development. US policy heavily influences the US power supply mix. Implementing an
all-of-the-above energy policy requires properly internalizing the value of fuel diversity.

« Market structure. Market flaws distort wholesale power prices downward and resuit in uneconomic
retirement and replacement of existing cost-effective generation resources. This issue and any market
structure changes to address it will significantly shape future power plant development.

+ Energy policy discourse. Preserving the value of fuel diversity depends on public awareness and
understanding. The extent and nature of public education regarding the value of power supply diversity
may strongly influence public opinion.

» Planning alignment. Alignment of fuel and technology choices for power generation with engineering
and economic principles is critical to efficient and reliable supply. There is no single fuel or technology
of choice for power generation, and all forms of power production have economic, environmental, and
reliability impacts.

« Risk assessment. To incorporate system considerations into plant-level decisions, prudent fuel price
uncertainties must be used with probabilistic approaches to decision making.

+ Flexibility. Flexibility and exemptions in rule making and implementation allow for the balancing
of costs and benefits in power supply systems and may help preserve highly valuable diversity in
systemwide decisions as well as on a small but impactful individual plant scale.

» Scope. Including fuel price risk and additional storage and transportation infrastructure costs is crucial

when evaluating reduced diversity scenarios in comparison to the cost of maintaining and expanding
fuel diversity.
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Appendix A: Cost-effective electric generating mix

The objective of power supply is to provide reliable, efficient, and environmentally responsible electric
production to meet the aggregate power needs of consumers at various points in time. Consumers
determine how much electricity they want at any point in time, and since the power grid physically
connects consumers, it aggregates individual consumer demands into a power system demand pattern
that varies considerably from hour to hour. For example, Figure A-1 shows the hourly aggregate demand for
electricity in ERCOT.

. FIGURE A-1
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and unitizes the hourly loads by Lo durati
expressing the velues on the
y-axis as a percentage of the 120%

maximum (peak) demand plus

the desired reserve margin. The 100% |
x-axis shows the percentage of

the year that load is at or above 80%
thedeclininglevels of aggregate

demand. 0%
This unitized load duration a0

curve has a load factor—the
ratio of average load to peak
load—of 0.60. Although load
durationcurve shapesvary from

P

Source: IHS Energy Q2014 IHS
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demand in a US power system. The objective of any power system would be to match its demand pattern
with cost-effective power supply.

There are a number of alternative technologies available to produce electricity. These power supply
alternatives have different operating characteristics. Most importantly, some power generating technologies
can produce electricity on demand that aligns with the pattern of consumer demand through time, while
others cannot. For example, solar PV panels can only provide electric output during hours of sunlight and
thus cannot meet aggregate demand during the night. In contrast, thermal generation such as coal and
natural gas can ramp up and down or turn on and off to match output with customer demand. Technologies
such as ceal and natural gas are considered dispatchable, while technologies such as solar and wind are
considered nondispatchable. A number of combinations of technologies can together provide electric
output that matches the pattern of consumer needs.

The lowest-cost generating technologies that can meet the highest increases in demand are peaking
technologies such as combustion turbines (CTs). CTs are the most economical technology to meet loads that
occur for only a small amount of time. These technologies can start-up quickly and change output flexibly
to meet the relatively infrequent hours of highest power demand. They are economic even though they
are not the best available technology for efficiently transforming fuel into electricity. CTs have relatively
low upfront capital costs and thus present a trade-off with more efficient but higher capital cost generating
technology alternatives. Since these resources are expected to be used so infrequently, the additional cost
of ' more efficient power generation is not justified by fuel savings, given their expected low utilization rates.

Cycling technologies are most economical to follow changes in power demand across most hours.
Consequently, utilization rates can be high enough to generate enough fuel savings to cover the additional
capital cost of these technologies over a peaking technology. These intermediate technologies provide
flexible operation along with efficient conversion of fuel into power. A natural gas—fired combined-cycle gas
turbine (CCGT) is one technology that is suitable and frequently used for this role.

Base-load technologies are the lowest-cost power supply sources to meet power demand across most hours.
These technologies are cost-effective because they allow the trading of some flexibility in varying output
for the lower operating costs associated with high utilization rates. These technologies include nuclear
power plants, coal-fired power plants, and reservoir hydroelectric power supply resources.

Nondispatchable power resources include technologies such as run-of-the-river hydroelectric, wind, and
solar power supplies. These technologies produce power when external conditions allow—river flows, wind
speeds, and solar insolation levels. Variations in electric output from these resources reflect changes in
these external conditions rather than changes initiated by the generator or system operator to follow shifts
in power consumer needs. Some of these resources can be economic in a generation mix if the value of the
fuel they displace and their net dependable capacity are enough to cover their total cost. However, since
nondispatchable production profiles do not align with changes in consumer demands, there are limits to
how much of these resources can be cost-effectively incorporated into a power supply mix.

Alternative power generating technologies also have different operating costs. Typical cost profiles for
alternative power technologies are shown in Table A-l. Both nuclear and supercritical pulverized coal
(SCPC) technologies are based on steam turbines, whereby superheated steam spins a turbine; in coal’s case,
supercritical refers to the high-pressure phase of steam where heat transfer and therefore the turbine itself
is most efficient. Natural gas CTs are akin to jet engines, where the burning fuel’s exhaust spins the turbine.
A CCGT combines both of these technologies, first spinning a CT with exhaust and then using that exhaust
to create steam which spins a second turbine.
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TABLE A-1

 Typical cost profiles for alternative power technologies

CCGT Nuglear
Capital cost (USS$ per kW) 1,350 3,480 7,130 7a0n
Varigble O&M cost (US$ per MWH) 35 4.7 i8 4.8
First year fixed O&M cost (USS per kW-yr) 13 3% 107 2]
Property tax and insurance [USS per KW-yn) 13 36 78 8
Fuel price (US$ per MMB1L) 4,55 2.6 0.7 4,55
Hoat rate {Btu per KWhH) 6,750 8,300 3,800 10,000
CO, emission rate (Ibs per kWh) 0.3 173 0 118

Total capital cost figures include owner's cests: development/permitting, land acquisition, construction general and administrative, financing. interest during construction, etc.
Source: IHE Energy

Power production technologies tend to be capital intensive; the cost of capital is an important determinant
of overall costs. The cost of capital is made up of two components: a risk-free rate of return and a risk
premium. Short-term US government bond interest rates are considered an approximation of the risk-free
cost of capital. Currently, short-term US government bond interest rates are running at 0.1%. In order to
attract capital to more risky investments, the return to capital needs to be greater. For example, the average
cost of new debt to the US investor-owned power industry is around 4.5%." This indicates an average risk
premium of 4.4%.

Power generating technologies have different risk profiles. For example, the fluctuations in natural
gas prices and demand levels create uncertainty in plant utilization and the level of operating costs and
revenues. This makes future net income uncertain. Greater variation in net income makes the risk of
covering debt obligations greater. In addition, more uncertain operating cost profiles add costs by imposing
higher working capital requirements.

Risk profiles are important because they affect the cost of capital for power generation projects. If a project
is seen as more risky, investors demand a higher return for their investment in the project, which can have
a significant impact on the

overall project cost. FIGURE A-3

Credit agencies provide risk 2010 shareholder-owned utilities senior debt offerings average interest
coupon versus credit rating

assessments and credit ratings
to reflect these differences.
Credit ratings reflect the
perceived risk of earning a
return on, and a return of, 7
capital deployments. As Figure &
A-3 shows, the higher credit
ratings associated with less
risky investments have a lower
risk premium, and conversely
lower credit ratings associated 2
with more risky investments
have a higher risk premium.

Interest ceupen
F-9

y=-0.2877x + 3.7921

D ¢ €C CCC- CoC CcQC+ B- B B+ BB BB BB+ BBB- BEE BEB+ A A A+ AA-AAAA+ ADA

Lower credit ratings result

. . s . . Credit rating
from higher variations in net | JneseEeSEney

Source: HS Energy @2014 (HS

11. Data collected by Stern School of Business, NYU, January 2014. Cost of Capital, Accessed at htp://pages.stern.nyu.edu/~adamedar/New_Home_Page/datafile/
wacc.htm.
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income, as shown in Figure FIGURE A-4

A4,

Sometimes the cost of capital

is directly related to the power 45

plant when project financing 4.0 L 2

is used. In other cases, power s $
companies raise capital at the
corporate level with a capital 3.0

S~ y = 0.2044x + 3.4777
2.5 \=*

-
cost that reflects the overall =
company risk profile rather S 20 L 3
than just the power plant o \ l
. P Y o 1.5
risk profile. Utilities typically \
have diverse power supply 1.0 ’
portfolios, whereas merchant 0.5
generators tend to be much 0.0 © .
less diverse-—typically almost D C CC GCC- GGC GGG+ B- B S+ EB- BB BB+ BBS- BBB EBB+ A- A A+rAA AAAA+AAR

entirely natural gas-fired. As a
result of the different supply Dua Soume: Ly
mixes and associated risk [ Vol s mesusa bysantar soviion.
profiles, utilities and merchang | Souwer™s By D014 1Hs
generators have different costs ‘

of capital. This difference in

the cost of capital provides an approximation of the difference in risk premium.

Creditrating

Overall, the cost of capital for merchant generators is higher than that for utilities broadly, While the power
industry has an average cost of debt of roughly 4.5%, merchant generators with significant natural gas
holdings tend to have a cost of debt of around 8%. As many of these firms have gone through bankruptciesin
the past, this number may be lower than the cost of debt these firms had prior to restructuring.'* The implied
risk premium of a merchant generator to a utility is 3.5%, which is similar to the cost of capital analysis
resuits discussed in the body of the report, where the reduced diversity ¢ase generator was calculated to
have a cost of capital 310 basis points (3.1%} higher than that of the current US power sector as a whole.

Merchant generators with majority natural gas holdings have higher costs of capital because of the
increased earnings volatility and risk of an all natural gas portfolio. In contrast, a generator with a more
diverse portfolio needing to secure financing for the same type of plant would have costs of capital more in
line with the industry as a whole. This can have a significant impact on the overall cost of the plant. This
is not due specifically to the properties of natural gas as a fuel, but rather to the diversity of generating
resources available. If a merchant generator were to have an exclusively coal-fired generating fleet or an
exclusively nuclear generating fleet, its cost of capital would also increase owing to the higher uncertainty
in generation cash flows.

The expected annual power supply costs can be calculated over the expected life of a power plant once the
cost of capital is set and combined with the cost and operating profile data. These power costs are uneven
through time for a given utilization rate. Therefore, an uneven cost stream can be expressed as a levelized
cost by finding a constant cost in each year that has the same present value as the uneven cost stream.
The discount rate used to determine this present value is based on the typical cost of capital for the power

12. Based on analysis of the “Competitive” business strategy group, defined by IHS as businesses with generation portfolios that are over 70% nonutility, based on
asset value and revenue. Cost of debt based on coupon rates of outstanding debt as of May 2014.
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industry as a whole. Dividing the levelized cost by the output of the power plant at a given utilization rate
produces a levelized cost of energy (LCOE) for a given technology at a given utilization rate (see Figure A-5).

A levelized <cost stream  gfguRcas

makes it possible to compare

production costs at different Coststream comparisons—CCGT, 85% utilization rate
expected utilization rates. A
lower utilization rate forces 570

spreading fixed costs over 560
fewer units of output and thus 550
produces higher levelized costs 540
(see Figure A-6). 530

520
Figure A7 adds the LCOE of i;g

a CT. Since the LCOE of the
CT is lower than that of the

$ per KW-year

430
480

CCGT at high utilization rates, 470
adding CTs shows the point at 460 Ty P e A g e ettt
which the Savings fora CCGT’s 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25
greater efficiency in fuel use
are enough to offset the Iower e olculated uneven cost stream | cvelized cost stream
fixed costs of a CT.
Sourge: IHS Energy ©2014 IH5

There is a utilization rate
at which a CCGT is cheaper FIGURE A-6

to run than a CT. Below a

utilization rate of roughly 35%,
a CT is more economical. At
higher utilization rates, the
CCGT is more economical.
When referring back to the
load duration curve, it can be $300
calculated that a generation \

mix that is 37% CT and 63% $250

CCGT would produce a least $200

cost outcome. This can be $150

demonstrated by comparing

the LCOE graph with the load $100

duration curve: the intersection $50
point of CT and CCGT LCOEs $0 e ———
oCccurs  at the Same time 5% 10% 15% 20% 25% 30% 35%40%45% 80% 55% 60% 65% 70% 75% 80% 85% 90%
percentage on the LCOE graph Capacity factor

at which 63% load occurs on the Source; IHS Energy ©2014 Hs
load duration curve (see Figure
A-8).

$450

$400

$3se A
\

Levelized cost {dollars per MWh)

The levelized cost of production for each technology can be determined by finding the average load (and
corresponding utilization rate) for the segment of the load duration curve (LDC) that corresponds to each
technology (in this example, the two segments that are created by splitting the curve at the 35% mark).
Loads that occur less than 35% of the time will be considered peak loads, so the average cost of meeting
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a peak load will be equivalent
to the cost of a CT operating
at a 17.5% utilization rate, the
average of the peak loads.
Cycling loads will be defined as
loads occurring between 35% to
80% of the time, with base loads
occurring more than 80% of the
time. As the CCGT is covering
both cycling and base loads in
this example, the average cost
of meeting theses loads with
a CCGT will be equivalent to
the levelized cost of a CCGT
at a 57.5% utilization rate. A
weighted average of the costs
of each technology is then
equivalent tfo an average cost
of production for the power
system. For this generation mix,
the levelized cost of production
is equal to 9.6 cents per kWh.

The generating options also
can be expanded to include
fuels besides natural gas. Stand-
alone coal and stand-alone
nuclear are not lower cost than
stand-alone gas, as shown in
Figure A-9, and all have a high-
risk premium associated with
the lack of diversity. However,
when combined as part of a
generation mix, the cost of
capital will be lower owing to
the more diverse (and therefore
less risky) expected cash flow.

Based on the LDC, in this
example base-load generation
was modeled at 52.5% of
capacity and was composed of
equal partsgas, coal, and nuclear
capacity. This combination of
fuels and technology producesa
diverse portfolio that canreduce
risk and measurably lower the

FIGURE A-7

LCOE of CCGT and CT generation
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Determination of generation mix based on [oad duration curve
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risk premium in the cost of capital. The point at which a CCGT becomes cheaper than a CT changes slightly
from the previous example owing to the change in cost of capital, but the result is similar, with a 30%
utilization rate the critical point and 36% GT capacity the most economical. Cycling loads with utilization

@ 2014 1HS
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ratesbetween 30% and 80% can ~ FIGUREA-9
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Percentage of peak load

0%

The needed dispatchable resources can be recalculated using the new curve, integrating the solar generation.
The new curve increases the amount of peaking resources needed, but otherwise changes only very slightly.
After solar is added, the total cost is 10.8 cents per kWh. Since the output pattern of solar doesn’t match the
demand pattern for the power system, adding solar does not significantly decrease the amount of capacity
needed.

13. Solar data from National Renewable Energy Laboratory, Austin, TX, site. Data from 1991-2005 update, used for example purposes. htep:/tredc.nrel gov/salar/
old_data/nsrdb/1991-2005/tmy3/by._state_and_city.html accessed 13 May 2014.
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Conclusion

L

There is no single fuel or technology of choice for power generation. Reliably and efficiently supplying
consumers with the amounts of electricity that they want, when they want it, requires a diverse
generation mix.

A costeffective generation mix involves diversity but does not involve maximizing diversity by
equalizing generation shares from all available supply options.

The cost-effective mix of fuel and technologies for any power system is sensitive to the uncertainties
surrounding the level and pattern of consumer power demands as well as expectations regarding the
cost and performance of alternative power generating technologies and, in particular, the expectations
for delivered fuel prices.

The cost-effective generating mix will differ from one power system to the next because of differences
in aggregate consumer demand patterns as well as the cost and performance of available generating
options.

The best type of capacity to add to any generation portfolio depends on what types of capacity are
already in the mix.

© 2014 HS 49 July 2014



Attachment LM-2
IHS Energy | The Value of US Power Supply Diversity

Appendix B: IHS Power System Razor Model overview

Design

The THS Power System Razor (Razor) Model was developed to simulate the balancing of power system
demand and supply. The model design provides flexibility to define analyses’ frequency and resolution in
line with available data and the analytical requirements of the research investigation.

For this assessment of the value of fuel diversity, the following analytical choices were selected:

o Analysis time frame—Backcasting 2010 to 2012

* Analysis frequency—Weekly balancing of demand and supply

» Geographic scope—-US continental power interconnections—Western, Eastern, and ERCOT

« Demand input data—Estimates of weekly interconnection aggregate consumer energy demand plus
losses

» Fuel and technology types—Five separate dispatchable supply alternatives: nuclear, coal steam,
natural gas CCGT, gas CT, and o1l CT

» Supply input data by type—Monthly installed capacity, monthly delivered fuel prices, monthly
variable operations and maintenance (O&M), heat rate as a function of utilization

» Load modifiers—Wind, solar, hydroelectric, net interchange, peaking generation levels, and weekly
patterns

Demand

The Razor Model enables the input of historical demand for backcasting analyses as well as the projection
of demand for forward-looking scenarios. In both cases, the Razor Model evaluates demand inaregionasa
single aggregate power system load.

Forbackcasting analyses, the modelrelies upon estimates of actual demand by interconnection. For forward-
looking simulations, Razor incorporates a US state-level cross-sectional, regression-based demand model
for each of the three customer classes—residential, commercial, and industrial, Power system composite
state indexes drive base year demand levels by customer class into the future.

Load modifiers

Utilization of some power supply resources is independent of SRMC-based dispatch dynamics. Some power
supply is determined by out-of-merit-order utilization, normal production patterns, or external conditions—
such as solar insolation levels, water flows, and wind patterns. These power supply resources are treated as
load modifiers.
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Net load

Net load is the difference between power system aggregate electric output needs and the aggregate supply
from load modifiers. It is the amount of generation that must be supplied by dispatchable power supply
Tesources.

Calibration of the inputs determining net load is possible using data reporting the aggregate output of
dispatchable power sources.

Fuel- and technology-specific supply curves

Supply curves are constructed for each fuel and technology type. The supply curve for each dispatchable
power supply type reflects the SRMCs of the capacity across the possible range of utilization rates. Applying
availability factors to installed capacity produces estimates of net dependable (firm, derated) capacity by
fuel and technology type.

Each cost curve incorporates heat rate as a function of utilization rate.* Heat rate describes the efficiency of
a thermal power plant in its conversion of fuel into electricity. Heat rate is measured by the amount of heat
{in Btu) required each hour to produce 1 kWh of electricity, or most frequently shown as MMBtu per MWh.
The higher the heat rate, the more fuel required to produce a given unit of electricity. This level of efficiency
is determined primarily by the fuel type and plant design. Outliers are pruned from data to give a sample of
heat rates most representative of the range of operational plants by fuel and technology type.'s

Dispatch fuel costs are the product of the heat rate and the delivered fuel cost. Total dispatch costs involve
adding variable operations and maintenance (VOM, or O&M) costs to the dispatch fuel costs. These 0&M
costs include environmental allowance costs.

The power system aggregate supply curve is the horizontal summation of the supply curves for all fuel and
technology types. Figure B-1 illustrates the construction of the aggregate power system supply curve. The
supply curve shows the SRMC FIGURE B-1
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14. power plant data sourced from Ventyx Velocity Suite.
15. Qutliers are defined as plants with an average heat rate higher than the maximum observed fully loaded heat rate.
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This power system~wide marginal cost of production is the basis for the wholesale power price level that

clears an energy market.

The Razor Model results in the following outputs:

¢ Power system SRMC/wholesale price

» Generation by fuel and technology type

» Average vayiable cost of production. The average variable cost is calculated at each dispatch increment
by taking the total cost at that generation level divided by the total megawatt dispatch.

» Price duration curve. The price duration curve illustrated in Figure B-2 provides an example of
wholesale power price distribution across the weeks from 2010 through 2012.

Calibration

The predictive power of the
Razor Model for portfolio and
substitution analysis is revealed
by comparing the estimated
values of the backcasting
simulations to the actual
outcomes in 2010-12.

The Razor Model backeasting
results provide a comparison
of the estimated and actual
wholesale  power  prices.
The average difference in
the marginal cost wvaried
between (3.8%) and +2.3%
by interconnection region.
A comparison of the average
rather than marginal cost
of power production also

FGURE B-2
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indicated a close correspondence. The average difference between the estimate and the actual average
cost of power production varied between (4.7%) and (0.1%) by interconnection region. Table B-1 shows
the assessment of the predictive power of the Razor Model for these two metrics across all three
interconnections in the 2010 to 2012 weekly backcasting exercise.

July 2014

TABLE B-1

IHS power system Razor Model analysis

Average wholesale power price difference 2.3 0.3 -3.8
Average production cost difference 0.2 -4.7 -2

Note: Differences reflect deviation averaged over backeasting period, Production cost difference reflects average of five
power sources: Coal, gas comiined-cycle, gas combustion turbine, nuciear, and oit.

Souree: IHS Energy
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