June  27, 2005

VIA EXPRESS MAIL

James J. McNulty, Secretary

Pennsylvania Public Utility Commission

Commonwealth Keystone Building

400 North Street

Harrisburg, PA 17120


Re: Rulemaking Re Electric Distribution Companies’ Obligation to


       Serve Retail Customers at the Conclusion of the Transition Period


       Pursuant To 66 Pa.C.S. §2807(e)(2), Docket No. L-00040169

Dear Secretary McNulty:


Enclosed for filing, please find an original and fifteen copies of the Reply Comments of UGI Utilities, Inc. – Electric Division (“UGI”). Copies of these comments have also been e-mailed to Shane Rooney and Cyndi Page at srooney@state.pa.us and cypage@state.pa.us.


Should you have any comments concerning this filing, please feel free to contact me.







Very truly yours,







Mark C. Morrow







Counsel for UGI Utilities, Inc. –







Electric Division
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UGI Utilities, Inc. – Electric Division (“UGI”) appreciates this opportunity to submit Reply Comments in this important rulemaking docket. These Reply Comments are meant to supplement the Reply Comments filed by the Energy Association of Pennsylvania (“EAP”) at this docket.

I. THE COMMISSION SHOULD RESIST
CALLS TO ESTABLISH DETAILED DEFAULT 
SERVICE PROCUREMENT RULES OUTSIDE OF A 

DEFAULT SERVICE PROCUREMENT PLAN PROCEEDING


In its comments, the Morgan Stanley Capital Group, Inc. (“MSCG”) argues that the Commission should ensure “fair, transparent and non-discriminatory procurement” by mandating a statewide simultaneous auction process modeled on New Jersey’s approach with a “full service agreement” specifying bilateral credit, alternative guarantee and termination payment notional quantity terms determined through a regulatory process
.MSCG Comments, p. 1-2. In the joint comments of PPL Electric Utilities Corporation and PPL Energy Plus, LLC (the “PPL Entities”), the Commission is urged to “establish a tightly structured competitive procurement process” that would have “standard products” and “standard terms”,  presumably determined through a regulatory process, and where price would be the only permissible criteria used to evaluate bids (as opposed to such considerations of risk of default or the spreading of risks through the use of a diversified portfolio of suppliers). In its comments Reliant Energy, Inc. (“Reliant”) criticizes the results of the New Jersey auction process, and offers a number of specific alternative proposals that would limit the ability of the default service provider or, in some instances, its affiliate, to offer fixed price default service rates. In its comments, Strategic Energy, LLC (“Strategic”) offers detailed default service proposals involving a competitive RFP process with special rules governing affiliate bids and would, once again, limit the ability of the default service provider to offer fixed price default service rates. Amerada Hess Corporation (“Hess”) argues for uniform statewide default service terms and would limit the ability of a default service provider to offer fixed price default service rates to Commercial and Industrial (“C&I”). Strategic Energy LLC proposes a detailed RFP process for small customers, and rules limiting the ability of a default service provider to offer fixed price default service rates to C&I customers. The OSBA supports a statewide competitive procurement process beginning in 2011, with interim default service plans comporting with the proposed regulations as closely as possible.

UGI believes the Commission appropriately decided “that each default service provider should have the option of proposing a default service implementation plan best suited to its service territory.” Proposed Rulemaking Order, p. 10.  The Commission should have the most complete understanding possible of the practical effects of a default service procurement plan before it makes a decision on that plan. Since the pertinent facts and circumstances of each Electric Distribution Company (“EDC”) will vary, and these circumstances will change over time, such filings will present the proper opportunity for the development of an appropriate record. In such a proceeding, the practical effects of the default service procurement plan proposed by the EDC, as well any alternative plans of the sort advanced in the comments outlined above, can be considered, relevant facts investigated and developed, and a decision made in the context of a well developed record.

In general, UGI believes the Commission should retain a healthy skepticism about calls to adopt particular concepts or procurement program details now under the guise of promoting competition or providing certainty, or of proposals to substitute administrative decisions for market outcomes. 


For example, MSCG calls for the wholesale adoption of the state-wide New Jersey auction process in Pennsylvania under the guise of providing “fair, transparent and non-discriminatory procurement”. In is conceivable, however, that the practical effect of such a process, given transmission constraints and other factors, might be a situation where undue temporal or regional market power might be created, leading to higher prices. Stated another way, the practical effect of MSCG’s suggestion, when applied to a particular set of facts and circumstances, might be the creation of an “ugly” default service price thereby promoting the transfer of customers to alternate suppliers or the payment of excessively high default service rates. 
Similarly, while the PPL Entities and others call from the creation of a structured procurement process with defined “standard products”, such as on-peak energy, to promote certainty and establish market prices, it is possible that this process, if performed in the abstract, could be a barrier to placing the risks of customer migration or other supply risks with potential bidders on the grounds that these risks are not part of a “standard product”.
Calls by the PPL Entities and others for judging bids submitted by potential suppliers on price alone, or by MSCG and others for the development of standardized supply contracts with bilateral credit terms developed through an administrative process, may also, upon closer examination, not be all that they seem. Counterparty performance and credit risks are real costs. In the existing wholesale electric market, standard contracts, such as the Edison Electric Institute Agreement (“EEI Agreement”), are used and contain a laundry list of potential performance assurance and default provisions that can be tailored to the individual circumstances of the parties, such as credit ratings and financial characteristics. Risks are managed through both the use of performance assurance measures and the construction of diversified supply portfolios that, to some extent, can reduce the required levels of performance assurance. The adoption of administrative rules requiring bids in a structured procurement process to be judged by price alone, or rules requiring of adoption of standardized contracts and credit terms through an administrative process could, rather than promoting competition, be means of inappropriately placing undue risks on default service providers or customers, and a potential attempt to substitute administrative outcomes for market outcomes.
The calls by marketers for restrictions on the ability of default service providers to offer fixed price service offering to C&I customers with even modest levels of consumption could also be viewed as an inappropriate attempt to substitute administrative, for market, outcomes. As the marketers realize, hourly service offerings are not a viable option for most C&I customers. By requiring default service providers to only provide hourly default service (with all of the attendant system implementation costs),  while prohibiting them from offering the fixed price products most C&I customers need, marketers are attempting to limit competition by administrative fiat, and to force C&I customers to their fixed price offerings. While UGI recognized that the Commission has proposed a threshold above which fixed price default service could not be offered to C&I customers, UGI has argued in its comments, and reiterates here, that the Commission should retain the discretion to adjust or remove any such threshold based on the facts and circumstances, including system costs and customer desires, applicable in each service territory.
In response to the many detailed, often conflicting and possible self-serving default service proposals contained in the comments submitted by marketers, the Commission should stick to its decision to permit the submission of  default service implementation plans tailored to the circumstances of individual default service providers, should defer consideration of submitted or alternate default service procurement plans until such plans are submitted. The Commission should also reserve the right to evaluate the practical effects of proffered plans before rendering final decisions. The Commission should also seriously consider, as UGI emphasized in its initial comments, removing its proposed unilateral right to short circuit this process by ordering, on its own motion, the submission of multi service territory procurement plans.
UGI believes that, based on its experience in providing default service over a number of years, the interests of its default service customers would not be best served through the rigid and restrictive auction or RFP processes and restrictions on default service product offerings advocated in the marketer comments. Instead, default service providers should have the flexibility to build a portfolio of supplies in a disciplined manner that permits reactions to market trends and opportunities and a full consideration of credit and supplier risks. The results of this approach can be enhanced by the adoption of sensible switching rules and restrictions that moderate supply risks, and by providing the default service provider the opportunity to offer longer term fixed price service options to customers willing to contractually commit to default service for an extended period of time in return for a guaranteed price. UGI’s confidence in this approach is bolstered by (1) the fact that there is no evidence that the MSCG or other marketers choose to procure their supplies through the rigid and restrictive procurement practices they propose and (2) UGI’s long experience in using the portfolio approach to procure supplies in wholesale gas markets to meet the needs of its purchased gas cost customers. In its comments, the OCA has also endorsed the portfolio approach, perhaps reflecting its experience in reviewing supply procurement plans in annual Section 1307(f) proceedings.
UGI or others should not be precluded from proposing such an approach, or other approaches, in the future by the adoption of overly prescriptive default service regulations.
II. THE COMMISSION SHOULD RETAIN
THE FLEXIBILITY TO APPROVE DIFFERING 

DEFAULT SERVICE RATE APPROACHES, 

INCLUDING RECONCILABLE RATES


In its comments the OCA suggests that because of the passage of the Alternative Energy Portfolio Standards Act (“AEPSA”), default service rates should now be reconcilable in their entirety since certain costs incurred to comply with the AEPSA are recoverable pursuant to a reconcilable rate mechanism and “it would be extremely difficult to implement” two cost recovery mechanisms. The OCA also suggests that default service plans and rates would be subject to “periodic” review to make sure that purchases are made pursuant to a previously reviewed procurement plan. Marketers, such as Reliant and Strategic, argue that default service rates should be subject to periodic adjustment to reflect current market conditions and not unduly impede competition. Many comments noted that the General Assembly indicated in the Electricity Generation Choice and Competition Act that market forces are better than economic regulation in controlling the costs of electric generation. The National Energy Marketers Association (“NEMA”) argues that EDCs should be transitioned out of the merchant function, and many marketers argue that the role of the default service provider should be limited and customers encouraged to switch to EGSs by various mechanisms.

Under 66 Pa.C.S. §2807(e), the only functional differences between a default service provider and a licensed electric generation supplier (“EGS”) is that the default service provider is (a) required to provide service to all customers who do not shop or who shop but do not receive the electric generation service they contract for, (b) required to acquire electric energy at prevailing market prices to provide this service and (c) has the right to fully recover all reasonable costs. The General Assembly did not express the intent to have administrative actions taken to force customers to be served by EGSs against their will or to place undue burdens on default service providers to discourage the use of their service offerings.

If the General Assembly’s intent to have market forces, rather than economic regulation, control the costs of electric is to be honored, the Commission should be aware that a rigid auction process, whether conducted statewide or otherwise, is not the only available policy option, and may not, for the reasons discussed above, produce the best result for default service customers. 
Specifically, another obvious solution would be to permit the default service provider to procure energy, assess supply and other risks and to set its own price for default service outside of any administrative process. To the extent that price established would be too high for retail market conditions, it could be undercut by competing EGSs and customers would switch to competing EGSs. To ensure that the default service provider is able to compete on a comparable basis, it would be able to establish reasonable contractual commitments from customers in the same manner that EGSs do in their contracts with customers. The default service provider would retain any profits made and would absorb any losses incurred for the risks it shoulders in providing a non-reconcilable rate. 
As part of an interim settlement UGI negotiated an agreement that would have permitted it to set its own default service rates commencing January 1, 2005, but eventually was not permitted to implement this portion of the agreement since public parties were not comfortable with completely relinquishing at least some degree of administrative oversight of default service rates. To accommodate a perceived or actual need of public parties to exercise some administrative oversight over default service rates, at least for an interim period, another viable option is for the default service provider to provide advance notice of the proposed rates or range of rates of it would be willing to offer in light of the supply risks and other factors it would face. If a mutual agreement can be reached between public parties and the default service provider, then the default service rates, reflecting prevailing market prices, could be implemented without the need for after-the-fact administrative review or reconciliation. Such negotiated rates would not be the equivalent of the lengthy rate caps associated with the implementation of the Electricity Choice and Competition Act criticized by many marketers, since default service providers would not be willing to voluntarily agree to negotiated limits that are below prevailing market rates, and such agreements would be periodically reestablished.  UGI essential operates under this regime today, and it has worked well for UGI’s customers.
If agreement between public parties and the Commission cannot be reached, a default service provider should not be required to assume supply risks it is unwilling to accept, and a reasonable fallback mechanism to ensure that the cost recovery right under 66 Pa.C.S. §2807(e)(3) is realized, would be to recover the costs incurred in acquiring power through an approved supply strategy by way of reconcilable rates. Any after-the-fact review, if required, would be to ensure that supplies were acquired in accordance with the supply strategy and to confirm that reconciliations were calculated properly.
UGI does not agree with the OCA’s suggestion that the provisions of the AEPSA require all default service rates to be reconcilable. The costs incurred in fulfilling obligations under the AEPSA will be identifiable and can be recovered through a surcharge mechanism in the same manner that state taxes, gas transition costs, customer education expense costs and other costs are recovered through surcharges. The surcharge would be an assigned rate, and recovery could be easily determined by applying the assigned rate to actual volumes sold. This would not create a need to reconcile the remaining portion of default service rates. It is also possible that the right to recover such costs through a reconcilable mechanism could be waived where circumstances warrant.
Since there are many ways of achieving the objective of setting default service rates, many potentially interrelated factors to consider, and many circumstances that the Commission may not be able to foresee at the present time, the Commission should not prematurely limit its discretion to consider potential default service pricing proposals, including methodologies that would employ reconcilable rates.
III. THE COMMISSION SHOULD
HEED THE COMMENTS OPPOSING

THE RATE STRUCTURE CHANGES

PROPOSED IN SECTIONS 54.187(a) AND (b)  
OF THE PROPOSED REGULATIONS


In Section VI of its Comments, UGI identified many legal and practical problems with the dramatic rate structure changes proposed in Section 54.187(a) and (b) of the default service regulations. UGI would note that OCA and IECPA, as well as the EAP and other EDCs, have also expressed many concerns about these proposed changes. See, e. g., OCA Comments, pp. 16-18; IECPA Comments, pp. 18-21; PPL Companies, pp. 18-21. 

UGI wishes to reemphasize that the rate structure changes proposed in the default service regulations would be impossible to implement fairly, would inevitably distort default service rates by including distribution costs in generation rates, would prevent customers from effectively comparing costs and are at odds with the provisions of the Electricity Generation Customer Choice and Competition Act which provided for the unbundling of EDC rates in restructuring proceedings that have been completed, and made no provision for a second round of rate restructuring upon the implementation of default service. An attempt to implement the proposed provisions would almost certainly lead to the creation of “ugly” and confusing default service rates, and thus would have the effect of indirectly substituting administrative, for market, outcomes by artificially forcing customers to more rationally priced service offerings from marketers. 

IV. CALLS FOR STRICTER STANDARDS 
OF CONDUCT ARE MISPLACED


On pages 30-36 of its Comments, Strategic suggests that the Commission’s standards of conduct need to be strengthened and proposes new detailed standards, apparently based on standards of conduct adopted in New Jersey, while at the same time acknowledging that EDC marketing affiliates are already subject to strict  FERC codes of conduct. 

As noted above, the Commission should be very skeptical of the various proposals that have been advanced by the marketers and their proponents at this docket. While these comments purport to be in favor of promoting competition, the many proposals advanced provide a remarkable array of proposals to substitute administrative for market outcomes, by either limiting the ability of default service providers to offer products customers want or by burdening default service providers with procurement processes that the marketers themselves would not use to procure their own wholesale supplies. 

Strategic’s call for new Standards of Conduct is part of a long history of calls by marketers, including Enron, for harsh rules based on exaggerated concerns about affiliate abuse. The undeniable fact is, however, that Pennsylvania has now operated under the Commission’s Standards of Conduct for many years without incident. Moreover, many Pennsylvania EDC’s, including UGI, do not even have licensed EGS providing retail service offerings in their service territory, thereby completely undermining any implication that marketers are not able to compete for customer loads because of affiliate abuse. 

Moreover, the Commission recently investigated whether its interim standards of conduct should be made permanent, and concluded that they should after convening a group of all stakeholders, including marketer representatives. See Permanent Standards of Conduct Pursuant to 66 Pa. C.S. §2209(b), Docket No. L-00030162 (Order Entered September 23, 2003). As the Commission noted in its Order:
. . . we reconvened the working group that assisted us in drafting the interim Standards of Conduct.  The working group convened on April 28, 2003, and consisted of representatives from natural gas distribution companies, natural gas suppliers, the Office of Consumer Advocate, other interested parties and our staff.  The working group indicated that the interim Standards of Conduct are working well and that they are now invested in the current regulatory framework.
Order, p. 2.  When the Commission’s proposed rule has published for comment, there is no evidence that marketers, including Strategic, called for any modification of the Commission’s Standards of Conduct.

UGI submits that Strategic’s call for new standards of conduct is completely unsupported and unnecessary, and should be summarily rejected.

Respectfully submitted,








____________________________








Mark C. Morrow








Counsel for UGI Utilities, Inc. – 








Electric Division

Dated: June 27, 2005
� Even MSCG concedes, however, that an alternative to the New Jersey style auction process, such as an RFP process, may be appropriate for smaller utilities like UGI. MSCG Comments, p. 2.
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