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Policies to Mitigate Potential Electricity      :     Docket No. M-00061957

Price Increases                                              :

COMMENTS ON BEHALF OF THE

OFFICE OF SMALL BUSINESS ADVOCATE

            By Order entered May 24, 2006, the Pennsylvania Public Utility Commission (“Commission”) instituted the above-captioned proceeding to address issues and develop policies to mitigate potential electricity price increases upon the expiration of generation rate caps.
            Ordering Paragraph 3 invited interested parties to submit comments by June 15, 2006, on a list of ideas set forth in the Order.  The Office of Small Business Advocate (“OSBA”) submits the following comments in response to that invitation.  The OSBA’s comments are in numbered sections corresponding to the numbers assigned to each proposal in the Commission’s Order, with additional numbered sections to address the supplemental matters raised in the Statement of Commissioner Shane attached to the Order.

1.  
Educate Consumers

            It may be difficult to create a sense of urgency among small business customers about price increases which may, or may not, occur and which, in any event, will not occur before 2010 or 2011.  Nevertheless, the OSBA supports a consumer education effort as a necessary step toward convincing small businesses to consider investing in energy conservation measures which might otherwise not appear to be cost-effective to those unfamiliar with recent market prices.

            The OSBA also agrees that periodically giving customers a comparison of capped generation rates to current wholesale prices could be useful.  However, the Commission found in two default service proceedings that generation rates were skewed by interclass and intraclass subsidies and that those subsidies should be eliminated or mitigated.  See Petition of Pennsylvania Power Company for Approval of Interim POLR Supply Plan, Docket No. P-00052188 (Order entered April 28, 2006), at 25-26, regarding interclass subsidies, and Petition of Duquesne Light Company for Approval of Plan for Post-Transition Period Provider of Last Resort Service, Docket No. P-00032071 (Order entered August 23, 2004), at 30-31, regarding intraclass subsidies.  The OSBA believes that capped generation rates for other electric distribution companies (“EDCs”) are also likely to contain interclass and intraclass subsidies which are inconsistent with “prevailing market prices.”  Therefore, the OSBA is concerned that providing comparisons based on the assumption that capped generation rates will be increased across-the-board when the caps expire would be misleading for some customer classes.
2. 
 Encourage Conservation
            As indicated in Section 1, the OSBA agrees that a consumer education effort would be useful in promoting energy conservation.  Furthermore, better pricing signals would be provided if class retail rates were properly aligned with market-based prices for serving each class and if demand charges and declining blocks were eliminated.  See Petition of Pennsylvania Power Company for Approval of Interim POLR Supply Plan, Docket No. P-00052188 (Order entered April 28, 2006), at 90.
3.  
Reduce Peak Demand for Electricity
            The OSBA is skeptical about the extent to which real-time pricing would actually change consumption by small businesses.  For example, a restaurant needs to operate its heat and its air conditioning during the hours it is serving customers, even if that is the period in which market electricity prices are near their highest.  Although real-time pricing might persuade such a small business to invest in more efficient heating and cooling, that business is unlikely to be able to shift consumption off-peak in order to avoid paying higher prices.

            Before the Commission extends the real-time pricing requirement to small businesses, it should thoroughly research the possibility raised in Commissioner Shane’s Statement, i.e., that hourly pricing for the Large Commercial and Industrial (“Large C&I”) customers of Duquesne Light Company (“Duquesne”) have not significantly changed consumption patterns but, rather, have simply forced those customers to absorb higher prices or to purchase fixed-price service from an electric generation supplier (“EGS”).  If hourly pricing has not significantly altered consumption patterns for Duquesne’s Large C&I customers, it is unlikely that hourly pricing would alter the consumption patterns of small businesses, which generally have lower total energy costs than Large C&I customers.
4.  
Consider Alternatives for Avoiding Abrupt, Large Price Increases
            There would be significant potential problems with either a plan to defer expected post-transition generation rate increases or a plan to begin phasing in those expected rate increases prior to the expiration of current generation rate caps.

            First, Section 2807(e)(3) of the Public Utility Code, 66 Pa. C.S. § 2807(e)(3), requires that the EDC acquire default service electricity at “prevailing market prices.”  Although the Commission has not endorsed the OSBA’s view that Section 2807(e)(3) requires retail rates for each class to be based on the “prevailing market prices” to serve that class, the Commission has attempted to eliminate or mitigate interclass subsidies in order to facilitate retail competition.  See Petition of Pennsylvania Power Company for Approval of Interim POLR Supply Plan, Docket No. P-00052188 (Order entered April 28, 2006), at 15-16 and 25-26.  Setting post-transition generation rates materially below “prevailing market prices” would arguably constitute a violation of Section 2807(e)(3) and would significantly compromise the goal of creating robust retail competition.  Therefore, implementing either an early phase-in plan or a post-cap deferral plan arguably would require an amendment to one or more sections of the Public Utility Code.
            Second, although the conventional wisdom is that market prices will continue at their current high level or will move even higher by 2010 and 2011, the conventional wisdom could be wrong.  Despite the increase in prices over the last two years, those prices are still well below the dire predictions of the 1970s and 1980s.  Therefore, any early phase-in of expected post-cap generation rates should include a mechanism for adjusting the level of the phase-in rates if the market retreats.  In addition, the early phase-in should be implemented on an “opt-in” basis so that customers can choose to “take their chances” with market developments.  Furthermore, all of the money collected by an EDC under an early phase-in plan should be flowed back to customers (with interest) following the expiration of the EDC’s generation rate cap.
            Third, on the other hand, the market might move significantly higher than its current level.  Under that scenario, early phase-in rates might have to be so high that, on their own, they would constitute rate shock.  Similarly, the size of the rate increase deferred in the post-transition period could be so large that it would threaten the EDC’s credit rating.  Mitigating that threat to the EDC might require charging consumers interest on the deferred amount, thereby costing customers considerably more in the long run than they would have owed without the deferral.  Therefore, any deferral plan should be implemented on an “opt-in” basis so that customers can choose rate shock over higher long-term payments.

            Fourth, as the Commission recognized in Petition of Pennsylvania Power Company for Approval of Interim POLR Supply Plan, Docket No. P-00052188 (Order entered April 28, 2006), at 25-26, capped generation rates may include significant interclass subsidies.  It would be inequitable to defer the anticipated post-cap rate shock without first determining the “prevailing market prices” for serving each class.  Similarly, it would be inequitable to begin an early phase-in without either estimating post-cap market prices on a per class basis or providing for reconciliation of the phase-in rates with post-cap prices on a class-specific basis.  If the Pennsylvania Power Company’s current rates are any indication, implementing either a deferral plan or an early phase-in plan on an across-the-board basis would require small business customers of other EDCs to pay unjustifiable interclass subsidies.  That problem would be compounded if small business customers were required to participate in the deferral or the early phase-in or were required to “opt out” instead of to “opt in” to such a plan.
5. 
Review Issues Concerning Programs to Assist Low-Income Customers
            Rate shock in the Pike County Light & Power Company (“Pike”) service territory has been a problem for small business customers and not just for low-income residential customers.  Requiring small business customers to pay even higher rates in order to provide more funding for low-income energy programs would be inequitable.

            With a few exceptions, rates paid by small business customers are not expressly dedicated to the funding of low-income energy programs.  That policy is appropriate, and should be continued, because only residential customers are eligible for assistance through those programs.

            Advocates for spreading the funding requirement to all customer classes usually argue that there is a “societal good” or an “economic self-interest” justification for making small business customers contribute to the funding of low-income energy programs.  Both of those alleged “justifications” ignore the fact that small business customers are already subsidizing universal service programs.

            First, small business customers help to fund universal service programs through their federal and state taxes.  Specifically, federal taxes collected from small business customers help finance the federal Low Income Home Energy Assistance Program (“LIHEAP”).  Similarly, state gross receipts tax revenue collected from small business customers was available to supplement LIHEAP under the act of December 16, 2005 (P.L. ___, No. 81).  

            Second, unspent revenues collected for consumer education from all customers—including small business customers—have been reallocated to fund universal service programs.  See Creation and Implementation of a Statewide Consumer Education Program for Electric Restructuring in the Commonwealth of Pennsylvania, et al., Docket Nos. M-00981036, M-00001326, R-00994788, R-00974008, R-00974009, R-00973954, R-00005459, and R-00973981 (Order entered December 7, 2005).

            Third, on a cost-of-service basis, small business customer classes frequently pay rates which provide a class rate of return well above the system average.  In contrast, residential customer classes commonly pay rates which provide a class rate of return well below the system average.  Because small business customers are frequently paying more than their fair share relative to residential customers, small business customers are, in effect, providing funding for low-income energy programs.
6.  
Review Interplay with the Wholesale Energy Markets

            As the Commission has recognized, post-cap retail generation rates will be driven by the wholesale energy markets.  Although federal preemption may somewhat limit the remedies available to the Commission, Section 2811(a) of the Public Utility Code, 66 Pa. C.S. § 2811(a), imposes a duty on the Commission to “monitor the market for the supply and distribution of electricity to retail customers and take steps . . . to prevent anticompetitive or discriminatory conduct and the unlawful exercise of market power.”

            At a minimum, the Commission should attempt to determine whether the limited participation in the Pike auction last fall, the Pike aggregation auction this spring, and the Duquesne auction for Large C&I customers was the result of unique circumstances or is a harbinger of what can be expected when present rate caps expire.
             In addition to monitoring the market, the OSBA recommends that the Commission approve final form default service regulations which make the wholesale market as attractive as possible to potential suppliers.  

            First, the Commission should require that an EDC’s rates for each customer class, and for each customer within each class, be as close as practicable to prevailing market prices.  Such an alignment could be achieved by bidding by rate class, modernizing the EDC’s generation cost allocation methodology, and making the rate design in EDC tariffs more consistent with competitive market price patterns.  In addition to helping eliminate interclass and intraclass subsidies, setting prices for each customer reasonably close to market would reduce the risk faced by potential wholesale suppliers that customers will opt out of default service and shop.  
Therefore, if rates were aligned with market prices, wholesale suppliers should be able to eschew part of the risk premium they otherwise would include in their bids.

            Second, the Commission should require EDCs to bid a variety of different portions of their load at different times and for different supply durations.  As vividly demonstrated in Pike’s 2005 auction, a single-day procurement of an EDC’s entire load for two full years provides virtually no diversification to either suppliers or customers.  Under single-day procurement, the winning wholesale supplier faces a huge risk that the actual market prices at some time during the contract period will be well below the default service rates, thereby resulting in shopping (and stranded costs for the supplier).  Likewise, default service customers face the risk that little retail competition will develop and they will be exposed to huge rate increases with no alternatives.

            Third, a statewide procurement process continues to offer the best opportunity to get reasonable prices and to mitigate volatility.  Such a process could take one of two basic forms:  1) an auction or RFP in which wholesale suppliers bid on a percentage of the statewide load without regard to individual EDCs, or 2) an auction or RFP in which each EDC seeks bids on its own load but does so under the same general rules as the other EDCs.

            Under the first approach, the prospect of selling no electricity to any of the major Pennsylvania EDCs should assure greater participation by wholesale suppliers than a process limited to a single EDC, particularly in the case of the smaller EDCs.  In addition, the ability to seek bids on many more tranches than needed by a single EDC should facilitate bidding by rate class, thereby enabling the Commission to avoid the need to develop a cost allocation methodology for translating systemwide wholesale bids into class retail rates.  Furthermore, because of the size of the statewide load, EDCs could purchase a significant quantity of electricity for 2011 in each quarter (or even each month) of 2010, thereby reducing the risk of a price spike caused by the weather or an international event.  Such diversification would provide risk reduction benefits to both default service customers and wholesale suppliers.


Under the second approach, congestion costs could be matched to the service territory in which congestion is a significant problem rather than spread across the state on an average basis.  However, even with bidding on the basis of individual EDCs, the Commission should standardize the procurement approach and, to the extent possible, the specific terms of the procurement for each EDC.  Giving each EDC the leeway to specify its own peculiar terms and conditions in the supply agreement would add complexity and cost to the procurement process.

            The Commission should also coordinate the timing of the procurements.  Bidder interest in a single EDC should be greater if all or most of the EDCs are procuring some specific portion of their load on the same day. 
  Such coordination of timing should also make it easier to bundle the loads of several EDCs together for bidding purposes.
  Moreover, acquiring electricity for all EDCs at the same time would reduce the differences in default service rates throughout the Commonwealth.

7.  
Multi-year Contracts for Default Service Supplies
            In his Statement accompanying the Order, Commissioner Shane requested comments on the use of multi-year contracts.  Although such contracts would not enable Pennsylvania to avoid rate shock if market prices continue at their current level, multi-year contracts would help protect against volatility and would make Pennsylvania less vulnerable to spikes on the date of an auction.

            However, the OSBA recommends against undue reliance on long-term supplies.  The OSBA is skeptical about the ability of EDCs to outguess the market when they acquire the various components of their portfolio.  Therefore, the OSBA believes that default service rates set solely on the basis of long-term contracts are as likely to be above market as they are to be at or below market.  

            Furthermore, even if each individual EDC were to use a competitive process to acquire its portfolio (including long-term contracts), the market for the individual components of that portfolio could be very thin, particularly for some of the smaller EDCs in Pennsylvania.  For example, an effort to acquire default service for the District of Columbia through contracts of longer than three years’ duration drew no acceptable bids.  If there were only limited competition by generators to provide default service electricity under long-term contracts, it would be difficult for the Commission to evaluate the reasonableness of such contracts.

8.  
Long-Term Contracts to Provide Incentives for Base Load Facilities
            In his Statement accompanying the Order, Commissioner Shane requested comments on the use of long-term contracts to provide incentives for innovative base load facilities.
            Nothing in the act of November 30, 2004 (P.L. 1672, No. 213) (“Act 213”), known as the Alternative Energy Portfolio Standards Act; in Section 2807(e)(3); or in the Commission’s proposed default service regulations prohibits the setting of default service rates on the basis of long-term contracts as long as those contracts are the result of a competitive procurement process.  However, the OSBA recommends that the EDC design its procurement process to place the responsibility on the winning wholesale bidder to acquire default service electricity.  In that way, the winning bidder (and not the EDC) would be the party to any long-term contracts needed as an incentive for the development of new generating facilities.

9.  
Solutions to System Congestion
            In his Statement accompanying the Order, Commissioner Shane requested comments on solutions to system congestion, with the goal of mitigating differences in locational marginal prices.
            Although there may be significant siting issues, the construction of new transmission facilities should help reduce congestion, increase participation in future auctions, and produce more competitive default service rates.  However, the threshold empirical question is whether the long-term cost of each new facility (recovered through higher transmission rates) might be greater than the resulting savings in default service generation rates.

            Under Act 213, demand side management (“DSM”) is an option for meeting Tier II alternative energy requirements.  In theory, it might be possible to meet the entire Tier II obligation by requiring default service customers to accept interruptible service, hourly pricing, or some other form of DSM.  However, DSM has traditionally been an option for small business customers rather than a mandate.  Furthermore, the lack of appropriate metering and the high administrative costs for the EDC make hourly pricing impractical for small business customers.  Similarly, many small business customers can not readily shift their electric load from periods of higher demand to periods of lower demand; rather, they must consume electricity when necessary to accommodate their own customers.  Accordingly, the OSBA recommends that EDCs and EGSs provide small business customers with incentives – but not mandates – to utilize DSM.
WHEREFORE, the OSBA respectfully requests that the Commission consider the foregoing comments as it develops policies to mitigate potential electricity prices increases.
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Office of Small Business Advocate

Suite 1102, Commerce Building

300 North Second Street

Harrisburg, PA  17101

(717) 783-2525
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� The OSBA has consistently supported designing default service rates for small business customers in a way which represents a reasonable balance between precisely matching short-term prevailing market prices and offering a product with a fixed price.  The OSBA observes that small business customers tend to be uncomfortable with electric rates that vary frequently with market cycles and are more comfortable with prices that are fixed for some reasonable duration.  Offering “ugly” default service to small business customers would simply increase the risk that they will opt out of default supply for competitive alternatives, if those alternatives develop.  Wholesale suppliers would necessarily reflect that higher risk in their bids.  





� The OSBA suggests that the single-day procurement approach, were it to be used by a natural gas distribution company, would likely be deemed imprudent.





� The OSBA understands that the New Jersey statewide procurements follow this approach.





� The Commission should encourage multiple EDCs to combine their loads for bidding purposes, thereby likely increasing participation by wholesale suppliers and making it easier to bid by rate class and to acquire portions of the load at different times and for different durations.  Such a bundling could be especially valuable to small EDCs which might not attract a significant number of bidders on their own.
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