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INTRODUCTION

Amerada Hess Corporation (“Hess”) hereby submits comments on the proposed default service regulations issued by the Pennsylvania Public Utility Commission (“Commission”) in its proposed rulemaking order (“Rulemaking Order”) issued on December 16, 2004 in Docket No. L-00040169.
  Hess, an active participant in the Commission’s recent Provider of Last Resort  (“POLR”) Roundtable docket (Docket No. M-00041792), appreciates the opportunity to address several aspects of the Commission’s proposed default service regulations.

Hess commends the Commission for taking up intense discussion in this matter over the past year and for proposing measures designed to resolve this issue, which is critical to the development of robust, fair and transparent competitive retail electric markets in Pennsylvania.  Adoption of fair and transparent default service regulations, combined with the guaranteed expiration of the generation rate caps currently in effect across the Pennsylvania electric distribution company (“EDC”) territories, will allow competitive suppliers to establish viable business models around robust market structures throughout Pennsylvania. 

The proposed default service regulations, however, while representing an important step in the right direction, require some modification in order to ensure that competitive retail electric markets can thrive in Pennsylvania.  The current regulatory climate that includes generation rate caps throughout the Pennsylvania EDC territories, combined with uncertainty as to the structure of default service, makes it difficult for any company to assess market potential and, consequently, their appropriate level of investment in Pennsylvania’s electric markets.  As Pennsylvania’s intermediary position between regulated monopoly and open competitive market gives way to transition to full retail electric competition, it is important to structure default service in a manner consistent with the fundamental tenets of the Pennsylvania Electricity Generation Customer Choice and Competition Act (“Act”).  These tenets include the ability of customers to choose their electric supplier and the ability of customers to respond swiftly to changing market conditions through the provision of real-time, accurate market price signals.

OVERVIEW

Amerada Hess Corporation is a leading retail energy provider in the Eastern United States, providing retail energy service to more than 24,000 large commercial and industrial customer locations.  Hess employs approximately 14,290 employees and is the largest supplier of fuel oil to commercial and industrial customers.  In addition, Hess is a major supplier of natural gas and electricity to large commercial and industrial (“C&I”) end-use customers in the Mid-Atlantic and Northeast regions.  Hess is also a major wholesale supplier of natural gas to a large number of local natural gas distribution companies (“LDCs”) in the Northeast and Mid-Atlantic regions, and operates retail gasoline stations throughout the East Coast.

Hess began providing retail electric supply services in 1999.  Hess is currently providing retail electric supply in New York, New Jersey, Maryland and the District of Columbia and is exploring market conditions in other surrounding states.  Hess is a licensed natural gas and electric supplier in Pennsylvania, and has previously served retail electric customers in Pennsylvania primarily in the Pennsylvania Electric Company (“Pennelec”), PECO Energy Company (“PECO”), Metropolitan Edison Company (“MetEd”) and Pennsylvania Power and Light Electric Utilities Corporation (“PP&L”) service territories.  Since entering competitive retail natural gas and electric markets throughout the Eastern United States, Hess has relied on this Commission and other regulators to ensure that robust competitive retail markets emerge and remain properly maintained.
COMMENTS
I.
DEFAULT SERVICE PRICING
A.
The Proposed Default Service Regulations Should Expand Hourly Priced Service To Commercial and Industrial Customers With Peak Load Share of 200 Kilowatts and Higher

An important component to a robust competitive electric market is the provision of real and accurate market price signals.  Ultimately, customers should be purchasing electricity from marketers who offer a variety of pricing options with some mix of real time and fixed pricing.  Customers can decide whether they prefer real time pricing and conform their consumption to these price signals, or if they would rather avoid the risk and have a stable fixed price to assist in their budgeting.  The Commission correctly acknowledges this important component when it states, in accordance with the fundamental tenets of the Act, “any POLR service must be carefully designed to avoid distortions to the market” and “give preference to market solutions.”


For C&I customers with a peak load share of 200 kilowatts (“kW”) and higher, hourly priced default service is the most appropriate mechanism for fostering the robust retail electric market envisioned in the Act.  Hourly pricing allows customers to experience real-time markets.  In addition, hourly priced default service exposes customers to real-time market price signals, which inevitably provides the customer with incentives to promote demand side management, efficient use of energy, and investment in efficient technologies through conservation measures to reduce their peak period usage.


The majority of customers with peak load share above 200 kW are sophisticated enough to warrant inclusion in the hourly pricing model for default service.  These customers are already sophisticated buyers of goods and services, both inside and outside of the energy procurement context, and have the ability to understand the several energy options available to them and the benefits of these options.  In addition, the majority of customers with peak loads above 200 kW possess the metering equipment necessary to enable them to respond swiftly to real-time market price signals.
The Commission’s proposal, however, to include in its proposed default service regulations expansion of hourly priced service only to C&I customers whose peak load is greater than 500 kW does not go far enough to foster robust competitive electric markets.
   First, the proposed 500 kW hourly priced service threshold fails to take into account that the Pennsylvania EDC default service models based on these proposed regulations will not take effect in the vast majority of EDC service territories until 2010 and 2011.
  By the time the Pennsylvania EDC default service plans go into effect, metering technology is highly likely to be advanced enough and more widespread among C&I customers to further enable most C&I customers -- at peak load thresholds well below 500 kW -- to respond to accurate market price signals in real time.  This is especially true where, as in Pennsylvania, regulators have pushed for expansion of the installation of interval meters to customers with peak loads as low as 200 kW.  For customers with meters who life cycles will end between now and 2011, it is conceivable that new interval meter technology can replace their old meters – well ahead of the proposed implementation of the EDC default service plans.
Second, the Commission has already found that lower kW thresholds for hourly priced default service are appropriate in certain Pennsylvania EDC territories.  Specifically, in its recent disposition of the Duquesne Light Company’s (“Duquesne”) POLR III filing,
 the Commission established an hourly priced default service threshold of 300 kW, i.e., setting an hourly priced default service for customers with peak load share of 300 kW or higher.
  In setting this lower threshold, the Commission held that:

The [hourly priced default] service provides the freedom for customers to move into the market at will, subject to administrative switching protocols. Accordingly, in a POLR universe with two product offerings, we find that the product with the most freedom to move into the market must be the [hourly priced] default product in order to satisfy the mandates of Section 2802(3) [of the Act].  We also find that this construct properly balances the policy considerations which strongly favor competitive markets as set forth in Section 2802(5) of the Act with the considerations requiring service on reasonable terms and conditions as set forth in Section 2802(9).

The setting of a rigid 500 kW hourly priced service threshold in the proposed default service regulations -- especially where the Commission has already approved a lower 300 kW threshold for at least one Pennsylvania EDC territory -- impedes development of consistent robust retail markets across Pennsylvania.  The end of Pennsylvania’s transition should not result in the implementation of a 300 kW threshold in the Duquesne service territory in 2005 and 500 kW thresholds in other EDC service territories in 2010 and 2011.  Adoption of a balkanized approach for the setting of the kW threshold for hourly priced service will impose additional costs on marketers by preventing them from benefiting from economies of scale.  Erection of such a barrier to entry will result in serious disparities in the level of competitiveness across the Pennsylvania EDC territories; a result that is inconsistent with the Act’s policy declarations.
Instead, the Commission should amend the proposed default service regulations to apply hourly priced default service for customers with peak load share of 200 kW or higher across all Pennsylvania EDC territories.  The setting of a 200 kW threshold is more consistent with the Act’s policy preferences for promoting customer choice in all EDC territories through the promulgation of accurate market price signals.
In addition, to ensure further development of competition in the Pennsylvania EDC territories as generation rate caps expire, the Commission should require the Pennsylvania EDCs, as part of their default service implementation plans, to provide plans for expanding installation of interval meters for C&I customers.  Such EDC plans should include expansion of interval meter installation except for those very small C&I customers for whom the added expense of interval meters is not economically justified.  Expansion of interval metering for C&I customers is important for the electric industry in order to enable swift customer reaction to accurate market price signals.  Advanced meters with two-way communications should be installed for C&I customers by the end of the transition because this technology supports demand side response, efficient use of energy and reflects contemporary market conditions -- all of which are hallmarks of robust and transparent competitive retail electric markets. 
The Commission has pushed on multiple fronts to expand installation of interval metering technologies to C&I customers with peak loads of 200 kW and above.  Indeed, Hess notes that many of the major EDCs have initiated and, in some cases nearly completed, installation of advanced meters for this class of C&I customers.    Expansion of installation of interval metering and new metering technologies will likely arise during the remainder of the transition, as current meter life cycles are likely to expire for many C&I customers. Expansion of interval meter installation to C&I customers -- except for the smallest C&I customers -- is an issue that should therefore have a place in the proceedings reviewing each EDC’s default service implementation plan.
B.
The Commission’s Default Service Regulations Must Not Permit Pennsylvania EDCs To Offer A Fixed Price Option For Default Service For Commercial and Industrial Customers


In the Rulemaking Order, the Commission states that hourly priced default service shall apply to non-residential customers whose peak demand is greater than 500 kW “unless the Commission authorizes a fixed rate option.”
  One of the most important steps towards development of a robust competitive electric market is the EDCs’ move away from their current competitive stance against marketers, particularly in the area of pricing.   Allowance of a fixed price default service that enables EDCs to compete with marketers while maintaining their competitive advantage in their ability to recover any related costs is antithetical to developing the robust competitive electric markets set forth in the Act’s policy declarations.

Specifically, by allowing Pennsylvania EDCs to provide a fixed price default service to consumers, the Commission is transforming default service into something not envisioned by the Act -- a competitive service.  For customers who remain with the Pennsylvania EDCs upon the expiration of the transition period, fixed price products offer no incentive for a customer to switch to a marketer, which is therefore an impediment to retail competition.  Default service should be exactly what its name implies -- a last resort service that serves as a backstop to the competitive retail market.  Default service should be available for a customer who does not choose a competitive supplier or who does not receive service from its chosen competitive supplier, as required by Section 2807(e)(3) of the Act.

The Commission should therefore take this opportunity to state unequivocally that Pennsylvania EDCs shall not offer fixed price default service products following the transition.  For purposes of the proposed default service regulations, the Commission should remove the following language from proposed Section 54.187(d): “The default service provider may propose a fixed price for these customers in its default service implementation plan.”
II.
UNIFORMITY OF DEFAULT SERVICE

In its Rulemaking Order, the Commission found that “given the varying terms of the approved generation rate caps and existing POLR plans” among the different Pennsylvania EDCs, each EDC “should have the option of proposing a default service implementation plan best suited to its service territory.”
  The Commission therefore requires each Pennsylvania EDC to file default service implementation plans fifteen months prior to the expiration of either their respective generation rate caps or currently effective default service plans.


It is Hess’ position that default service terms and conditions should be uniform across Pennsylvania while default service prices should reflect the market conditions in each EDC’s service territory.  With respect to default service terms and conditions, Hess is concerned that the balkanization of different default service terms and conditions for the different Pennsylvania EDC territories will create barriers to entry by preventing marketers from benefiting from economies of scale.  In addition, balkanization of EDC-specific default service terms and conditions will impede the development of competitive markets by imposing additional costs on marketers’ ability to conduct business in the various EDC territories.  Accordingly, default service terms and conditions should be uniform across the Pennsylvania EDC service territories.

Default service prices should reflect the market conditions prevalent in each EDC’s territory.  Local, market-specific pricing that enables customers to respond swiftly to accurate pricing signals is the hallmark of the robust, fair and transparent competitive market envisioned in the policy declaration of the Act.
 III.
DEFAULT SERVICE IMPLEMENTATION

A.
Term of Default Service
The Rulemaking Order and proposed default service regulations provide for a minimum term of default service of one year, and allows for the proposal of longer terms of service.
  In addition, the Commission proposes initial minimum terms of default service of seventeen months to conform the start date of the proposed default service term (January 1) with the start date of the PJM planning year (June 1).
  In so doing, the Commission acknowledges that it is “aware that a longer term may lead to a divergence from the prevailing market price, which is the legal standard that controls default service rates.”


Default service terms of even a minimum of one year ensure an unacceptable level of divergence from the prevailing market price.  They distort price signals for customers who are in a position to receive accurate price signaling signaling.  This represents a clear contravention of the Act’s policy declarations and the Commission’s finding that, in order to comply with the legal standard controlling default service rates, the default service model must not diverge from the prevailing market price through distortions of the correct market price signals.

It is therefore Hess’ position that a shorter default service term is necessary to conform the proposed regulations to the Act’s policy preferences and the legal standard governing default service rates.  Hess strongly recommends amending the proposed default service regulations to provide for quarterly default service terms (i.e., default service terms of three months).  Maintenance of three-month terms ensures against distortion of market price signals and eliminates serious divergence from the prevailing market price, thereby bringing the proposed regulations into line with the legal standard controlling default service rates.  Three-month terms also empower customers who have not chosen a competitive supplier, or were unable to obtain service from a chosen competitive supplier, to shop more frequently for fixed-price or other product alternatives to hourly priced default service.  This is the essence of robust competitive retail markets.  Longer default service terms create barriers for developing such markets.

Finally, to the extent that the Commission recommended adoption of initial default service terms of 17 months to conform to the start date of the PJM planning year, such alignment is unnecessary.  PJM currently employs multiple interval periods during the calendar year, with the first interval period beginning on January 1.  Hess cannot find a compelling reason as to why the default service term must initially be set at an artificially long 17 months to conform to the start of a PJM planning year.  On the contrary, such an approach is inconsistent with the Act’s policy preferences for fostering competitive markets through exposure of customers to accurate market price signals.  Accordingly, the Commission should amend the proposed regulations to permit default service terms of, at maximum, three months.
B. Transfers of Default Service Customer Accounts
Hess applauds the Commission’s finding that restrictions such as minimum stay provisions and switching fees that preclude customer choice to move from default service to competitive service and vice versa have no place in the proposed default service regulations.  The Commission adheres to the Act’s policy preference for competitive markets based on the fundamental tenet of customer choice when it declines, as it does in the Rulemaking Order, to endorse barriers to customer choice such as minimum stay provisions and switching fees.

While the Commission clearly declines to endorse deployment of minimum stay provisions and switching fees, the Commission appears to imply openness to reviewing this endorsement when it states in the Rulemaking Order “[W]e decline to endorse restrictions such as minimum stay provisions or switching fees at this time.”
  The Commission should remove this statement and unequivocally clarify that minimum stay provisions and switching fees create barriers to development of fair, transparent and robust retail competition.  In other words, the default service regulations should prohibit default service providers from implementing such measures.

The Commission does include certain customer transfer restrictions in the proposed regulations.  Specifically, the Commission provides that marketers may not initiate transfer of retail customer accounts to default service providers unless it obtains the consent of the default service provider.
  Exceptions from this restriction include: (1) non-payment by a retail customer for services rendered by a competitive supplier; (2) remedying an unauthorized or inadvertent switch of a customer account away from a default service provider; (3) the expiration of a supplier-customer contract “not designed to exploit seasonal price variations”; and (4) abandonment, cancellation or suspension of a competitive supplier’s license.
  Hess supports this proposed regulation, as it is consistent Commission’s goal of ensuring that the default service model properly minimizes gaming incentives and provides marketers with flexibility to switch retail customers for non-payment.  
IV.
RECOVERY OF DEFAULT SERVICE RELATED COSTS

In order to develop a robust competitive environment, post-transition default service prices must provide for the recovery of all costs associated with providing the default service.  An essential corollary is that any reallocation of cost categories between distribution and default service rates must have a neutral impact on overall rates.  That is, any increase in default service rates resulting of reallocation of costs to default service must be matched by a corresponding decrease in distribution rates in order to avoid double-collection of costs.  EDCs should not recover default service costs in distribution rates because such a structure results in cross-subsidization whereby customers not on default service are paying for costs associated with the provision of default service.

The Commission’s proposed cost recovery proposal mechanisms appear designed to accomplish these objectives.  The proposed generation supply charge would recover in default service rates energy, capacity, FERC-approved ancillary services and transmission charges, RTO/ISO charges and associated taxes.  The proposed customer charge would recover non-generation supply costs associated with providing default service -- billing, meter reading, collections, uncollectible debt, customer service and associated taxes.  A modified customer charge enables a default service provider to recover in default service rates costs for customer care services not yet provided by a competitive supplier.  The proposed automatic energy adjustment charge provides for recovery in default service rates of costs associated with the Alternative Energy Portfolio Standards Act of 2004.


Hess supports the proposed default service recovery mechanisms set forth in the regulations.  First, as represented by the Commission, the proposed structure allocates all reasonable and identifiable costs associated with providing default service from distribution rates to default service rates.  Second, the proposed regulations prohibit EDCs from recovering these reallocated costs in distribution rates, thereby ensuring against double-recovery of these costs and subsidization of default service by customers who choose a competitive electric supplier and elect not to participate in default service.  The Commission’s approach adheres to the policy principles set forth in the Act.
V.
DEFAULT SERVICE PROVIDER PROCUREMENT

The Rulemaking Order and proposed default service regulations require default service providers to submit implementation plans that include a competitive procurement process that is fair, transparent and non-discriminatory.
  In so doing, the Commission states that:
A transparent process is one that is both open and fair. Transparency is the free flow of information to all parties…In a transparent process, no party, particularly the affiliate, should have an informational advantage in any part of the solicitation process. The competitive procurement process and all relevant information about it should be released to all potential bidders at the same time. Furthermore, bidders should have equal access to data relevant to the competitive procurement process in order to ensure a fair process.

In support of this position, the Commission presents proposed section 54.186(b)(1), which permits a default service provider’s supplier affiliate to participate in a competitive procurement process, but requires default service providers to propose and implement protocols to ensure against any affiliate advantage in either the solicitation and evaluation of competitive bids.
  The Commission further provides that a competitive procurement process may be subject to independent monitoring by the Commission or a third party.


Hess supports these proposed measures offered by the Commission.  It will be critical for development of robust competitive markets that strict protocols -- whether already contemplated or not yet contemplated by the Commission’s codes of conduct -- be implemented prior to any competitive procurement process.  Commission and independent third party monitoring are also crucial elements for ensuring a fair, transparent and open competitive procurement process.

The Commission, while envisioning the use of auctions or requests for proposals (“RFP”) as potential procurement processes, declines to endorse a specific process at this time, and leaves to the default service implementation planning process the issue of what type of procurement process to implement.
  Hess submits that implementation of an auction process best addresses concerns raised by participation of a default service provider affiliate because such a process, if implemented correctly, provides sufficient transparency for market participants and any independent market monitor.
CONCLUSION

Hess believes that the Commission has taken an important step in the right direction in proposing default service regulations that promote movement toward fully competitive retail electric markets in Pennsylvania.  However, as Hess has outlined in these comments, there are still some significant provisions requiring amendment if retail electric competition is not only to flourish, but also to survive.  Competitive suppliers will not enter the Pennsylvania markets if regulatory stability is not forthcoming and default service becomes a fixed-price competitive option instead of a market-price-based last resort service.  Hess is confident that the Commission can and will establish appropriate measures to ensure the Act’s policy vision of robust competitive retail markets in Pennsylvania is realized.  Hess looks forward to working cooperatively with the Commission to achieve this common goal.  
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