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INTRODUCTION

Amerada Hess Corporation (“Hess”) submits these reply comments for consideration in this proceeding to examine the Pennsylvania Public Utility Commission’s proposed default service rulemaking order (“Rulemaking Order”).
  The initial comments filed in this proceeding have provided a comprehensive discussion of the Commission’s proposed default service regulations and, not surprisingly, have revealed a number of divergent positions on several key issues.


As stated in Hess’ initial comments, in order to foster the robust, fair and transparent competitive retail electric markets envisioned by the Pennsylvania Electricity Generation Customer Choice and Competition Act (“Act”), the Commission must provide for default service that promotes customer choice by enabling consumers to respond swiftly to accurate, real-time market price signals.  In addition, default service must be what its name implies -- a market-price-based last resort service -- and not a competitive service that enables a Pennsylvania electric distribution company (“EDC”) to compete directly on an uneven playing field against

the product offerings of the competitive marketers.


Several commenting parties argue for implementation of default service rules that prohibit hourly priced default service for commercial and industrial (“C&I”) customers, allow for fixed-price default service, and erect other barriers to competitive retail electric markets such as minimum stay provisions and switching fees.  Collectively, these proposals, if adopted, will continue to hinder the development of robust competitive markets during the remainder of Pennsylvania’s transition and will sound the death knell for retail electric competition in Pennsylvania in the post-transition period, when the burden of stranded costs and the existing generation caps expire.
With these observations, Hess replies to several issues raised by the other commenting parties.
REPLY COMMENTS
I.
DEFAULT SERVICE PRICING

A.
Hourly Priced Default Service Threshold

Several commenting parties -- most notably the Pennsylvania EDCs -- propose hourly priced default service thresholds ranging from 750 kW to 1 megawatt (“MW”).  These proposals contradict the Act’s tenets of promoting competitive retail electric markets through customer choice and customer empowerment to respond swiftly to accurate real-time market price signals.  They also ignore the current conditions and development of Pennsylvania markets that warrant a much lower threshold.


As discussed in Hess’ initial comments, the Pennsylvania EDCs will not implement default service models based on the Commission’s proposed regulations until the end of their respective transition periods, which for some EDCs do not end until as late as 2010 and 2011.  It is entirely conceivable, given the Commission’s push for the expansion of interval meters to customers with peak loads as low as 200 kW, that most customers with a peak load share above 200 kW  will have interval metering technology available to them by the time the EDC default service plans take effect as late as 2010 and 2011.  These customers, who already are sophisticated buyers of goods and services, both inside and outside the energy procurement context, will have at their disposal the interval metering equipment necessary to make swift and informed decisions in response to accurate, real-time price signals.  Therefore, the application of hourly priced default service for customers with a peak load share of 200 kW and higher is an entirely reasonable threshold and one that most appropriately adheres to the Act’s policy preferences.

The Pennsylvania EDCs’ arguments for higher 750 kW and 1 MW thresholds not only lack any reasonable justification but are also undermined by the Commission’s implementation of a 300 kW hourly priced default service threshold in the Duquesne Light Company’s (“Duquesne”) service territory in 2005.  Since adoption of this 300 kW threshold, Duquesne has acknowledged that shopping in its service territory as of March 2005 accounts for 46% of the retail load (more than four times the level of shopping in the Pennsylvania EDC territory with the next highest level of shopping) and is double the level of shopping in 2002.
  Given this development, it makes little sense to implement a 300 kW threshold for hourly priced default service in the Duquesne service territory in 2005 and 750 kW to 1 MW thresholds in other EDC territories as late a 2011.  That is, unless the goal is to balkanize Pennsylvania’s markets so as to perpetuate barriers to market entry well into Pennsylvania’s post-transition period.  This is exactly what will happen if the Commission implements the Pennsylvania EDCs’ recommendations.

The application of a lower hourly priced default service threshold in the Duquesne service territory should serve as a model for the rest of Pennsylvania.  The setting of a reasonably low threshold is squarely consistent with the Act’s clear policy preferences for promoting customer choice in all EDC territories through promulgation of accurate market price signals.  On the other hand, to permit adoption of 750 kW to 1 MW thresholds in other EDC territories as late as 2010 and 2011 will impose additional costs on marketers by preventing them from benefiting from economies of scale.  Erection of such a barrier will result in serious disparities in the level of competitiveness across the Pennsylvania EDC territories, as the current disparity between the level of competitiveness in the Duquesne territory and the other EDC territories demonstrates.   In other words, the Pennsylvania EDCs’ proposed balkanization of hourly priced default service will produce a result that is squarely inconsistent with the Act’s policy declarations -- no competitive marketers from which to seek service, no competitive pressures to drive market efficiencies, and no benefits produced by robust and sustainable retail electric competition.


Given the length of time before the completion of the Pennsylvania EDC transitions in 2010 and 2011 and the Commission’s continuation to push for expansion of interval metering technology, all EDC territories, including Duquesne, should be ready to implement an hourly priced default service threshold of 200 kW within the next five to six years.  The Commission’s default service regulations should reflect these considerations.
B.
Fixed Price Default Service For C&I Customers

In its initial comments, Hess argued that by allowing Pennsylvania EDCs to provide a fixed-price default service to C&I customers, the Commission would transform 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, a fixed price default service product would offer no incentive for customers to switch to a marketer, which in and of itself is an impediment to retail competition.  It is for this reason that the Commission should not permit Pennsylvania EDCs to offer a menu or choice between an hourly price and a fixed price for default service.

Several parties, however, recommend that fixed price default service be retained as an option for even large C&I customers.  Most prominent among these parties are the Pennsylvania EDCs, who would obviously benefit from the retention of fixed price default service at the expense of competition.  Allowance of a fixed price default service will enable the EDCs to compete directly with the marketers while maintaining their competitive advantage in their ability to recover any related costs.  This result, which would add yet another barrier to marketer entry, is antithetical to developing the robust competitive electric markets mandated in the Act’s policy declarations.

In addition, both the OCA and the Office of the Small Business Advocate (“OSBA”) attack hourly priced default service as antithetical to the primary goal of the Act.  In its place, the OSBA and OCA recommend that the Commission utilize the Pennsylvania EDC fixed price default service as the primary vehicle for delivering lower prices to consumers as opposed to competitive offerings.  The OSBA’s and OCA’s arguments are squarely in contravention of the Act’s policy declarations.  The implementation of market-responsive pricing for “plain vanilla” default service that provides for the full recovery of all costs of providing the retail service is exactly what the Act requires.


Finally, the Industrial Energy Consumers of Pennsylvania and its coalition of joint commenting Pennsylvania large energy users groups (“the IECPA Coalition”) argue against implementation of hourly priced default service and claim that implementation of such a mechanism will “force” consumers into the competitive market in order to obtain a fixed price option.
  Because, according to the IECPA Coalition, marketers will be cognizant of this fact, marketers will therefore have the opportunity to raise their competitive offerings artificially above the market price because the customer will be without options.
  

Hess, which is a major supplier of natural gas and electricity to C&I customers throughout the Mid-Atlantic and Northeast regions, takes the concerns expressed by the IECPA Coalition very seriously.  However, Hess respectfully disagrees with IECPA Coalition’s assertions because, as has been demonstrated in Duquesne’s service territory, the expansion of hourly priced default service will result in robust competitive retail electric markets that will provide customers with an ample choice of competitively priced product offerings.  In this environment, it is Hess’ experience that if, as the IECPA Coalition argues, a marketer were to raise the price of its competitive offerings to take advantage of the lack of a fixed price default service, there would be another marketer waiting in the wings to offer a more competitively priced service to that customer.  The marketer best positioned to offer a product that, in terms of both price and quality, is best tailored for the customer will prevail.  The marketer who prices competitive service simply to game the lack of a fixed price default service will fail.  This is what robust competitive retail electric markets are all about and these are precisely the type of markets that the expansion of hourly priced default service will produce.

On the other hand, the establishment of a fixed price default service that enables EDCs to compete directly with the marketers’ competitive offerings will erect substantial barriers to market entry, making the development of robust competitive retail electric markets impossible.  It is under this scenario -- where little to no competition will exist in the Pennsylvania EDC service territories -- that the IECPA Coalition’s doomsday prophecy of being “forced” into an above-market fixed price product for electric supply will become reality.
II. UNIFORMITY OF DEFAULT SERVICE

As stated in its initial comments, 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.  This position arises from Hess’ concern 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 and imposing additional costs on marketers.

Throughout their initial comments, the Pennsylvania EDCs repeatedly advocate for the need for “flexibility” in every aspect of the Commission’s proposed regulations.  This includes more flexibility in developing their implementation plans, procurement processes, cost recovery mechanisms and ability to impose various customer switching restrictions.  Hess is concerned that the “flexibility” sought by the Pennsylvania EDCs is a slippery pathway toward balkanization of Pennsylvania’s retail electric markets.  Adoption of these recommendations will enable the Pennsylvania EDCs to perpetuate old barriers to competition as well as erect new barriers to competitions and market distortions that have grounded development of Pennsylvania’s competitive retail electric markets to a halt during the stranded cost/generation rate cap transition period.


While Hess acknowledges that valid reasons may exist for providing different default service rules for large and small Pennsylvania EDCs, the Commission should not permit the large Pennsylvania EDCs to balkanize Pennsylvania’s retail electric markets through adoption of different default service terms and conditions.
III.
SWITCHING RESTRICTIONS

The Pennsylvania EDCs, arguing the need for flexibility to manage customer migration risks, request the perpetuation of switching restrictions, minimum stay provisions and exit fees to manage these risks.  As Hess pointed out in its initial comments, switching restrictions, minimum stay provisions and exit fees are inherently anticompetitive because they strip consumers of the choice to switch from default service to competitive service and vice versa.  For this reason alone, these restrictions have no place in the Commission’s proposed default service regulations.

In addition, the Commission should not, nor does it need to, utilize the artificial obstructions of switching restrictions, minimum stay provisions and switching fees in order to allow the Pennsylvania EDCs to manage their customer migration risk.  First, if the Pennsylvania EDCs want to be the fixed price default supplier, then it is only appropriate that they assume the risk for taking on this role.  Second, the Pennsylvania EDCs implemented these restrictions to prevent the gaming of fixed price rates that were flat year-round.  If the Commission is to adopt, as Hess is advocating, hourly priced default service for most C&I customers, then the impetus and rationale for establishing these restrictions dissipates, as does any reasonable justification for perpetuation of these artificial barriers.  Third, the post-transition period pricing standard requires default service prices to cover the reasonable cost of providing the service, and this clearly includes the cost of implementing customer migration risk strategies.  If default service is priced to cover the full cost of implementing these customer migration strategies, then the incentive for customers to switch to exploit seasonal price variations will be eliminated.


For these reasons, there is no basis for the Commission to allow for switching restrictions, minimum stay provisions and exit fees in its proposed default service regulations.
IV.
TERM OF DEFAULT SERVICE 

In its initial comments, Hess argued for a maximum 3-month term of default service for non-energy cost components (i.e., capacity and ancillary charge cost components) in order to ensure that default service rates do not diverge from the prevailing market price, thereby causing distortions of the correct market price signal.  In addition, Hess opposed the adoption of an initial default service term of 17 months to conform the start date of the proposed default service term (January 1) with the start date of the PJM planning year (July 1).

In its initial comments, PJM endorses alignment of the default service term with the PJM planning year because, according to PJM, such an alignment will enable suppliers to meet their capacity obligations in PJM.  In addition, the alignment of default service terms with the PJM capacity planning year start date, according to PJM, allows suppliers to enter into financial transmission rights (“FTR”) auctions.


It is Hess’ position that the benefits of establishing an initial 17-month default service term solely to align the start dates of the default service term and the PJM planning year do not outweigh the costs of moving away from the provision of accurate market price signaling.  On the contrary, a 3-month term of default service that more closely tracks real-time markets does not preclude suppliers from participating in PJM capacity year planning or FTR auctions.  As stated in Hess’ initial comments, PJM currently employs multiple interval periods during the calendar year, including one that begins on January 1, the same start date as the term of default service.  PJM has failed to provide a compelling reason, other than that of convenience, for establishing a term of default service that grossly distorts correct market price signaling for consumers.

To the extent, however, that a genuine concern remains with respect to aligning the start dates of the term of default service and the PJM planning year, Hess proposes an alternative.  The Commission should establish an initial default service term of 6 months (January 1 to July 1) to align the start date of the term with the start date of the PJM planning year.  The Commission should then establish a 3-month term of default service following the initial term to ensure that default service rates reflect the prevailing market price and do not distort correct market price signaling for Pennsylvania’s consumers.
V.
RECOVERY OF DEFAULT SERVICE RELATED COSTS
In its initial comments, Hess argued that in order to develop a robust competitive environment in the post-transition period, default service prices had to provide for the recovery of all costs associated with providing the default service.  This meant that the Commission’s default service regulations had to allocate all reasonable and identifiable costs associated with providing default service from distribution rates to default service rates.  Specifically, this meant that the proposed regulations had to prohibit the Pennsylvania EDCs from recovering default service costs in distribution rates in order to prevent double-recovery of costs and subsidization of default service from customers who choose a competitive electric supplier.

The Pennsylvania EDCs request the Commission to allow them to reconcile historic default service costs and revenues through retroactive adjustments or “true ups” and specifically cite to the automatic adjustment clause in the AEPS Act as a potential vehicle for such recovery.  This suggested approach should be rejected because retroactive adjustments to account for variations in historic costs and revenues distort current prevailing market prices and, therefore, inhibit the ability for Pennsylvania’s consumers to receive correct market price signaling.  Hess believes that the Act does not grant authority to recover post-transition default service costs through automatic adjustment clauses, but to the extent it does default service prices should be adjusted to the prevailing market price in order to minimize price signal distortions for consumers.


Finally, the Pennsylvania EDCs, arguing that unbundling and allocating customer care costs is unworkable, unnecessary and too complicated, request that customer care costs associated with the provision of default service remain in distribution rates.  The Commission should reject the Pennsylvania EDCs’ request.  First, the request is squarely contrary to the Act’s clear policy preference of transitioning to competition whereby customers will be able to make an informed choice as to its electric supplier through the provision of accurate market price signaling.  Such accurate signaling cannot occur if the Commission permits the Pennsylvania EDCs to continue to distort correct price signaling through the misallocation of customer care costs in distribution rates.  

Second, while Hess certainly would not object to cost-of-service study proceedings to ensure proper allocation of these costs, some Pennsylvania EDCs -- most notably Exelon and Pennsylvania Power and Light -- have demonstrated that there are reasonable ways to address the unbundling and allocation of costs short of a cost of service study proceeding.  The Commission should explore these avenues to ensure that all default service costs are unbundled and allocated to ensure accurate market price signaling.  The one thing the Commission should not permit is for the Pennsylvania EDCs to misallocate customer care costs in distribution rates simply because to unbundle and allocate them into default service rates is “too complicated.”
CONCLUSION

Hess appreciates the opportunity to comment on the Commission’s proposed default service regulations.  As both a licensed natural gas and electricity marketer in Pennsylvania, Hess supports the development of the Pennsylvania Electricity Generation Customer Choice and Competition Act’s core vision of fair, transparent, open and robust competitive retail electric markets throughout Pennsylvania.  Hess cannot overemphasize enough the importance of establishing default service regulations that enable marketers to compete on a level playing field in robust market structures throughout all Pennsylvania service territories.

For these reasons, Hess respectfully requests that the Commission adopt the recommendations set forth in Hess’ initial comments and reject the recommendations of other commenting parties as outlined in these reply comments.  Hess looks forward to working with the Commission to ensure that the benefits of robust competitive retail markets envisioned in the Pennsylvania Electricity Generation Customer Choice and Competition Act are realized for Pennsylvania and its citizens.
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� See 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; Provider of Last Resort Roundtable, Docket No. M-00041792 (Proposed Rulemaking Order entered December 16, 2004).


� See Duquesne Initial Comments at 4.





� In addition, the Office of Consumer Advocate’s (“OCA”) argument that hourly priced default service cannot accommodate compliance with the Alternative Energy Portfolio Standards Act (“AEPS Act”) is nothing more than a red herring.  This argument has been rejected in New Jersey (which has both renewable portfolio standards and hourly pricing for large C&I customers) and ignores the fact that PJM’s Generation Attributes Tracking System (“GATS”) will provide the necessary renewable energy attribute information on an hourly basis.


� See IECPA Coalition Comments at 24.





� Id. at 24-25.
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