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I.
INTRODUCTION

On December 16, 2004, the Pennsylvania Public Utility Commission ("PUC" or "Commission") entered a Proposed Rulemaking Order formally commencing the Commission's process to define the obligations of a Provider of Last Resort ("POLR") to serve retail customers at the conclusion of an Electric Distribution Company's ("EDC") transition period.  Pursuant to the passage of the Electricity Generation Customer Choice and Competition Act ("Competition Act"), an EDC, or an alternative Default Service Provider ("DSP") approved by the Commission, has a duty as a provider of last resort for customers who have either not chosen an Electric Generation Supplier ("EGS") or have contracted for electric energy that was not delivered.  To that end, the Commission entered an Order establishing interim guidelines to define a DSP's obligation to serve retail customers.  


The Commission's December 16 Order proposed permanent regulations to meet the requirements of the Competition Act and to provide for a robust retail market for electricity that serves the public interest.  The December 16 Order also requested interested parties to submit comments on the proposed regulations.  To that end, the Industrial Energy Consumers of Pennsylvania ("IECPA"), the Met-Ed Industrial Users Group ("MEIUG"), the Penelec Industrial Customer Alliance ("PICA"), the Philadelphia Area Industrial Energy Users Group ("PAIEUG"), and the PP&L Industrial Customer Alliance ("PPLICA") (hereinafter, "IECPA, et al.") submitted Comments (hereinafter, "IECPA Com.") to the Commission in order to highlight particular areas of concern to large commercial and industrial customers.  See IECPA Com., p. 2.


IECPA, et al. obtained Comments submitted by the following parties:  National Energy Marketers Association ("NEMA"), Allegheny Conference on Community Development ("ACCD"), Richards Energy Group, Inc. ("REG"), Strategic Energy LLC ("Strategic"), David 

Magnus Boonin ("Boonin"), Department of Environmental Protection ("DEP"), PPL Electric Utilities Corporation and PPL EnergyPlus, LLC ("PPL"), UGI Utilities, Inc. - Electric Division ("UGI"), FirstEnergy Solutions Corporation ("FES"), Allegheny Power ("Allegheny"), Constellation Energy Group, Inc. ("Constellation"), Dominion Retail, Inc. ("Dominion"), Direct Energy Services, LLC ("Direct"), Metropolitan Edison Company, Pennsylvania Electric Company, and Pennsylvania Power Company ("Met-Ed/Penelec"), Mid-Atlantic Power Supply Association ("MAPSA"), Amerada Hess Corporation ("Amerada Hess"), Reliant Energy, Inc. ("Reliant"), Morgan Stanley Capital Group, Inc. ("Morgan Stanley"), Duquesne Light Company ("Duquesne"), Pike County Light & Power Company ("Pike"), PJM Interconnection, LLC ("PJM"), Office of Consumer Advocate ("OCA"), Office of Small Business Advocate ("OSBA"), PECO Energy Company and Exelon Generating Company, LLC ("Exelon Companies"), Energy Association of Pennsylvania ("EAP"), and Citizens' Electric Company and Wellsboro Electric Company ("Citizens'/Wellsboro").


IECPA, et al. submits these Reply Comments to respond to specific issues raised in the Comments of other parties.
  As discussed more fully herein, IECPA, et al.: (1) disagrees with any process that would modify the Commission's proposal to allow each DSP to implement its own procurement process; (2) opposes the combination of a customer charge to account for both distribution and generation charges, especially if the DSP does not perform a Cost of Service Study ("COSS") to support such a charge; (3) disagrees with several EGSs' proposals to prohibit a fixed-priced option for large commercial and industrial customers, as such a proposal would result in an unreasonable discrimination to this class of customers; and (4) contests any notion that the DSP is not a competitive alternative in the marketplace.  Each of these issues is discussed more fully herein.

II.
ARGUMENT

A.
The Commission Correctly Proposes to Allow DSPs to Obtain POLR Supply Via an Individual Procurement Process.


As proposed, the POLR regulations would allow DSPs to obtain generation supply via their own individual procurement processes, rather than via other measures, such as a statewide process.  Because individual procurement accounts for the different needs and characteristics of each DSP, the Commission's decision to utilize an individual procurement process is appropriate.  See IECPA Com., p. 5.  Similarly, the Commission proposes procurement via a wholesale auction process, with DSPs flowing through the resulting costs to customers via a generation customer charge and a generation supply charge.  Because this process would ensure that the DSP acquires electric energy at prevailing market prices, while also recovering all reasonable costs, the Commission's proposal adheres to the terms of the Competition Act.  See id. at 11-21.


While the PUC's proposal to allow DSPs to obtain POLR supply on an individual basis appropriately addresses the different characteristics of the various EDCs' service territories, several parties propose the use of a statewide auction process.  See, e.g., OSBA Com., p. 6; Exelon Companies Com., p. 3; Direct Energy Com., p. 12.  For example, Direct Energy claims that a statewide process would allow for a single set of rules, thereby lessening any chance of confusion by customers switching between EDC service territories.  Direct Energy Com., p. 12.  


Although the basis of the statewide proposal seems to be that POLR regulation would be "easier," the proponents of this method fail to recognize that the service territories and customer bases of the various EDCs in Pennsylvania are extremely different.  While the OSBA (incorrectly) believes that a statewide process would avoid litigation, the OSBA fails to recognize that the purported "benefit" of creating one set of rules would be outweighed by the resulting harm to customers.  If DSPs were required to obtain electricity via a statewide procurement process, the DSPs could not necessarily ensure that all of their customers were being treated equitably.  For example, a statement auction may ignore local price differentials due to congestion and ultimately have customers not located in congested areas subsidize customers in congested areas through a socialization of congestion costs.  Moreover, individual procurement would enable DSPs to use a process that is optimum for the individual DSP, thereby potentially lowering POLR rates for customers.


Accordingly, while utilizing an individual procurement process could mean separate rules and regulations for each DSP, any nuisance resulting from these separate rules is outweighed by the benefit to individual customers.  By tailoring each program to the individual DSP's needs, the Commission is ensuring just, reasonable, and non-discriminatory POLR rates for the customers located in each of the various (and diverse) EDC territories.


In addition, several entities oppose the Commission's proposal to implement a bidding process, instead proposing different methodologies, such as a Market Response Pricing Model ("MRPM") or a Spot Market Based Pricing model.  See Reliant Com., p. 3; Boonin Com., p. 1.  Unfortunately, such models would not adhere to the terms of the Competition Act.  For example, the MRPM would provide only hourly-priced options for large customers, with an additional administrative fee, in an attempt to restrict the DSP's ability to provide competitive default service.  Reliant Com., p. 9.


The Competition Act also requires that a DSP "acquire electric energy at prevailing market prices" to serve its customers, while also allowing a DSP to be a competitive alternative in the market.  66 Pa. C.S. § 2807(e)(3); Id. at § 2806(h).  The MRPM would not necessarily allow energy to be acquired at the prevailing market price, but rather, would result in customers potentially paying an "ugly" POLR rate.  Similarly, the Competition Act provides that the DSP can "recover fuly all reasonable costs;" however, the MRPM provides for an administrative fee without providing the basis for this fee.  Id. at § 2807(e)(3).  Unlike Reliant's proposal, the Commission's POLR regulations address the costs to be recovered in the DSP's customer charges to ensure a reasonable basis for these fees.  


Finally, the Competition Act requires that restructuring not be implemented in a manner that would result in unreasonable discrimination among the customer classes.  Id. at § 2804(7).  Conversely, Reliant's proposal would implement the MRPM for large customers, while delaying development of market rules for smaller customers until 2006.  Reliant Com., p. 13.  In addition, Reliant would implement an hourly priced mechanism for large customers, while smaller customers would have a more "fixed" price option.  Id. at 9-10.  Because this methodology would detrimentally impact large customers, implementation would result in unreasonable discrimination, thereby contravening the intent of the Competition Act. 

  
In order to ensure that the goals of the Competition Act are met within the realm of POLR regulation, the Commission must implement a procurement methodology that accounts for the individual differences of the EDCs' service territories, ensures that DSPs are acquiring energy at prevailing market prices, provides for the recovery of only reasonable costs, and prohibits any unreasonable discrimination among the customer classes.  Any POLR methodology that does not account for these issues must be rejected.

B.
The POLR Customer Charge Must Include Only Generation-Related Charges and Be Based on Cost Causation Principles.


In developing the generation customer charge, the Commission must ensure a cost causative basis and include only those charges that are appropriately allocated to generation rates.  By utilizing this methodology, the Commission can ensure just, reasonable, and non-discriminatory POLR rates.  To do otherwise, however, would inappropriately create an "ugly" generation customer charge, which would defeat the purpose of POLR principles.


Under the proposed POLR regulations, the Commission provides for a generation supply charge and a generation customer charge.  Conversely, several parties suggest that the Commission should not establish a separate generation customer charge, but rather, combine the generation and distribution customer charges into one customer charge.  See EAP Com., pp. 7-9; Met-Ed/Penelec, pp. 6-7.  For example, EAP claims that supply-related customer services are fully bundled with distribution-related customer services, and these costs cannot be segregated.  EAP Com., p. 8.  Similarly, Met-Ed/Penelec argue that the customer service functions are not easily allocated between supply services and transmission and distribution services, thereby prohibiting any unbundling.  Met-Ed/Penelec Com., p. 6.


As discussed more fully in IECPA et al.'s Comments, the Competition Act requires the DSP to act as a competitive alternative under Section 2806(h), thereby ensuring that a customer is not forced into the market because of an artificially high POLR rate.  IECPA Com., pp. 19-20; 66 Pa. C.S. § 2806(h).  Thus, in order to ensure that a customer can choose between an EGS or a DSP, the Commission cannot permit a generation customer charge that could indirectly result in a higher than appropriate POLR rate.  Id.  In order to ensure that POLR rates do not contain inappropriate costs, the proposed regulations must ensure that only costs related to generation are permitted in the generation customer charge.  See IECPA Com., pp. 20-21.  


In the event, however, the Commission determines that these customer charges should be combined, it is imperative that the customer charge be set on a cost causative basis.  The currently proposed POLR regulations do not require a DSP perform a COSS; however, the only way to ensure that these charges account for cost-causation principles is for the DSP to perform a COSS to support any such allocation.
  See IECPA, et al. Com., p. 21.  The need for a COSS is further highlighted if the generation and distribution customer charges are combined.  Many EDCs, which will be acting as the DSP, have not filed for base rate increases in over ten years.  As a result, the current distribution customer charge is based upon outdated and inappropriate information.  In order to ensure that this problem is not compounded, a COSS must be performed by the DSP in order to address appropriate cost-causation relationships with respect to the customer charge.  To set charges without such a basis could result in a POLR rate that does allow a DSP to act as a competitive alternative in the market.


The Competition Act allows a DSP to recover all reasonable costs related to the procurement of generation.  66 Pa. C.S. § 2807(e)(3).  This intent cannot be achieved, however, if the generation customer charge contains costs related to other functions or is not based upon cost-causation principles.  In order to ensure that the requirements of the Competition Act are met, the Commission must allow for a separate generation customer charge that is based upon a COSS performed by the DSP.  

C.
POLR Regulations Must Require One Fixed Priced Option and One 

Hourly Priced Option for Large Commercial and Industrial Customers.


As proposed, the Commission's POLR regulations would implement at least one fixed priced option for residential and small commercial customers and at least one hourly priced option for large commercial and industrial customers with a registered peak demand of 500 KW or less.  In addition, a DSP would have the option, but would not be required, to offer a fixed price option to large commercial and industrial customers.  Because many large commercial and industrial customers would have inadequate resources to cope with an hourly priced mechanism, the DSP must be required to offer at least one fixed price option to these customers, with an hourly pricing mechanism offered as a second option for customers with a registered peak demand of 1 MW or more.  Because some larger industrial customers may choose an hourly priced mechanism, the implementation of this option should not be eliminated, but rather, supplemented with a fixed priced option to account for the numerous large commercial and industrial customers for whom an hourly priced option would be unmanageable.  Allowing for only an hourly priced mechanism, however, would result in large commercial and industrial customers being subject to unreasonable discrimination contrary to the intent of the Competition Act.  See IECPA Com., pp. 22-26.


Conversely, several EGSs suggest that DSPs should be prohibited from offering a fixed priced mechanism altogether to large commercial and industrial customers, thereby further limiting the options available for these customers.  See Reliant Com., p. 17; NEMA Com., pp. 6-8; MAPSA Com., pp. 5-6.  According to NEMA, "[c]onsumers interested in obtaining fixed price options should be required to obtain such services from the marketplace…[c]onversely, Default Service should be no-notice, 365 day/7 days a week/24 hours a day commodity service for any customer that is in need of emergency last resort service."  NEMA Com., p. 7.  In other words, NEMA suggests that the large commercial and industrial customers be essentially foreclosed from taking service from the DSP because the DSP is unduly constrained in their service offerings.  


NEMA fails to recognize that the intent of the Legislature was not to make POLR service that of a "last resort" but rather to allow a DSP to be a competitive alternative to the marketplace.  See 66 Pa. C.S. § 2806(h).  Specifically, the Competition Act provides the Commission with the authority to approve for DSPs flexible pricing and flexible rates, including negotiated, contract-based tariffs designed to meet the specific needs of a customer and to address competitive alternatives.  Id.  Thus, the Commission cannot treat DSP service as an emergency service, but rather, must allow the DSP to provide competitive generation services similar to that of an EGS.  See IECPA Com., pp. 22-24.


MAPSA also suggests that a fixed priced option should be eliminated in order to ensure responsive pricing and effective market based price signals.  MAPSA Com., pp. 5-6.  MAPSA fails to recognize, however, that the elimination of a fixed priced option could result in inflated market prices.  If large commercial and industrial customers are not provided with both fixed and hourly priced mechanisms under DSP service, EGSs only need to "beat" an hourly priced service – the volatility of which the customer cannot
 tolerate in the first instance.  As a result, EGSs will have the opportunity to significantly raise their fixed prices above what the DSP may otherwise offer on a fixed price basis.  


As correctly noted by DEP, requiring large commercial and industrial customers "to submit to hourly pricing based on the RTO's or ISO's location marginal price will create undue economic hardship on these customers."  DEP Com., p. 2.  Accordingly, large customers would be subject to unjust and unreasonable rates, resulting in unreasonably discriminatory hardship, stemming directly from the lack of a fixed price option for POLR rates.  IECPA Com., pp. 23-24.  Thus, while elimination of a fixed price option may prove a boon for EGSs seeking to serve these customers at higher rates, such elimination would detrimentally impact large commercial and industrial customers.


Moreover, elimination of a fixed priced option could negatively affect the implementation of the Alternative Energy Portfolio Standards Act ("AEPS").  Hourly pricing options would severely hinder a DSP's flexibility in meeting the requirements of AEPS.  DEP Com., p. 3; IECPA Com., pp. 25-26.  As noted by the OCA, hourly priced rate service is purchased from the spot energy market, which then flows through the locational marginal price from the energy market to the customer.  As a result, it is unclear how hourly spot market purchases could meet the requirements of AEPS, as these spot purchases will almost certainly not have alternative energy attributes.  OCA Com., p. 24.  Accordingly, eliminating a fixed priced mechanism for large commercial and industrial customers could have further reaching implications beyond just the implementation of POLR regulations.


Further compounding this problem, Amerada Hess incorrectly proposes that the threshold level for offering hourly pricing mechanisms should be lowered to 200 KW.  Amerada Hess Com, p. 3.  The more appropriate approach, however, would be that posited by both EAP and UGI, both of which propose to increase this threshold to 1 MW.  See EAP Com., p. 9; UGI Com., pp. 15-16.  As previously noted, however, the preferred option would be to provide large commercial and industrial customers with both a fixed priced and an hourly priced mechanism, thereby negating the need for any threshold.  


Hourly pricing subjects a customer to arbitrary price increases, which can detrimentally affect load usage.  Because large customers utilize significant amounts of electricity, unstable prices can result in significant unplanned budget expenditures.  Moreover, if larger customers cannot determine and plan for these budgetary expenses, the overall production process can be hindered.  Similarly, as EAP concurs, the hourly pricing market is extremely complex, and many customers have insufficient resources to gain the familiarity necessary to understand this market.  IECPA Com., pp. 23-24; EAP Com., p. 9.  Accordingly, if anything, the Commission's threshold for hourly priced mechanisms must increase, not decrease, from the 500 KW set forth in the proposed POLR regulations.


The Competition Act requires that restructuring be implemented in a manner that does not unreasonably discriminate against one customer class.  See 66 Pa. C.S. § 2804(7).  By failing to provide a fixed rate option to large commercial and industrial customers, while requiring such an option be provided to small commercial and residential customers, the POLR regulations are effectively discriminating against large commercial and industrial customers.  While some larger industrial customers may seek an hourly priced mechanism under DSP service, the POLR regulations must be modified to ensure that DSPs provide at least one fixed priced and one hourly priced rate option for large commercial and industrial customers.  Without such a provision, the POLR regulations would inappropriately contravene the intent of the Legislature, the Competition Act, and the Alternative Energy Portfolio Standards Act.

D.
The Competition Act Requires a DSP to Be a Competitive Alternative 

in the Marketplace.


The goal of POLR service is to provide just, reasonable, and non-discriminatory rates to customers that have either not chosen an EGS or have had an EGS default on the system.  As part of this goal, the Competition Act allows a DSP to be a competitive alternative to the marketplace.  Specifically, the Competition Act allows a DSP to offer flexible pricing and rates, as well as negotiated contract-based tariffs designed to meet the specific needs of a utility customer.  66 Pa. C.S. § 2806(h).  Accordingly, any proposal that would prohibit a DSP from providing competitive generation supply service must be rejected.


Conversely, several EGSs' Comments attempt to rewrite the legislation and propose numerous modifications to the POLR regulations that would result in an "ugly" POLR service.  For example, Strategic suggests that POLR should be a "temporary" mechanism, with redefined customer classes and modified codes of conduct.  Strategic Com., pp. 25-36.  Similarly, NEMA requests that the Commission set a date certain by which EDCs must exist the merchant function.  NEMA Com., p. 2.  


As correctly noted by ACCD, the purpose of the Competition Act is to provide a default service that addresses the best interest of all customers.  ACCD Com., p. 2.  By allowing a DSP to be a competitive alternative in the electric marketplace, the Commission ensures that customers are not forced into the marketplace due to an "ugly" POLR rate, but rather, provides customers the opportunity to receive just, reasonable, and non-discriminatory rates.


In addition, several parties suggest that retail functions should be bid out to EGSs, rather than DSPs retaining these functions.  See Direct Energy Com., p. 6.  As correctly determined by the Commission, in the beginning stages of the marketplace, the EDC should act as the DSP and provide the accompanying retail functions.  See IECPA Com., pp. 7-10.  In order to ensure that customers continue to receive safe and reliable service, POLR regulations must be implemented on a step-by-step basis, rather than resulting in all of the functions being modified immediately.  


If, however, the Commission determines that these retail functions can be provided by an EGS at a later point in time, the Commission must establish rules and regulations to ensure that any EGS providing these functions is able to do so in a safe, reasonable, and just manner.  Accordingly, before allowing EGSs to provide retail functions, the Commission must ensure that the marketplace is able to manage with such functions being removed from the DSP without causing any harm to customers. 


In addition, several parties suggest that switching rules must be implemented as part of the POLR regulations.  See, e.g., EAP Com., pp. 10-11.  For example, EAP argues that DSPs cannot effectively address the supply risks associated with customer migrations without any switching restrictions.  As a result, EAP suggests that DSPs in Pennsylvania would be forced the manage these risks through higher POLR rates than would otherwise occur with fair and appropriate switching rules.  Id. at 10.  


The Commission must ensure that an "ugly" POLR rate does not result from the implementation of POLR regulations.  To that end, switching rules may be a necessity; however, any implementation of such rules must provide flexibility in order to ensure fairness and reasonableness for all customers.  For example, the switching rules should be flexible enough to account for the procurement process used by the DSP, as well as the duration of any contracts entered into by the DSP.  Only by providing such flexibility can the Commission ensure that the switching rules themselves will not hinder the ability of customers to both freely shop the competitive market, as well as maintain the safety net of POLR service.


The Competition Act requires a DSP to be a competitive supplier among EGSs.  In order to ensure that the intent of the Competition Act is adhered to, the POLR regulations must allow the DSP to implement competitive rates, provide long-term service to customers, and implement flexible, fair, and just switching rules.  By meeting all of these elements, the Commission can ensure just, reasonable, and non-discriminatory POLR service.

III.
CONCLUSION


WHEREFORE, the Industrial Energy Consumers of Pennsylvania, the Met-Ed Industrial Users Group, the Penelec Industrial Customer Alliance, the Philadelphia Area Industrial Energy Users Group, and the PP&L Industrial Customer Alliance respectfully request that the Pennsylvania Public Utility Commission modify the proposed Provider of Last Resort regulations to address the issues of concern raised in IECPA, et al.'s Comments, as well as reject the proposals raised by other entities that would detrimentally impact large commercial and industrial customers, as discussed in these Reply Comments.

Respectfully submitted,

McNEES WALLACE & NURICK LLC

   /s/ Charis Mincavage

By__________________________

David M. Kleppinger

Charis Mincavage

100 Pine Street

P.O. Box 1166

Harrisburg, PA 17108-1166

Phone: (717)232-8000

Fax: (717)237-5300

Counsel to the Industrial Energy Consumers of Pennsylvania, the Met-Ed Industrial Users Group, the Penelec Industrial Customer Alliance, the Philadelphia Area Industrial Energy Users Group, and the PP&L Industrial Customer Alliance

Dated:
June 27, 2005

� IECPA, et al.'s Reply Comments will not respond to every argument contained in all of the parties' Comments, but only those issues necessitating additional response.  IECPA, et al.'s decision not to respond to all arguments should not be construed as agreement with any party's position on any of the issues currently outstanding in this proceeding.





� Strategic attempts to avoid the use of a COSS by suggesting that the Commission should instead develop a retail charge as a proxy for costs that are embedded within retail supply service, and this charge should be applicable to large commercial and industrial customers.  See Strategic Com., pp. 23-24.  Strategic also implies that these charges may result in overcollections, the proceeds of which should be used in part for customer education programs, sustainable development funds, or advanced metering technology.  Id.  Strategic's proposal would contravene the requirements of the Competition Act and compromise any cost-causation policies.  Accordingly, Strategic's proposal must be dismissed out of hand.
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