BEFORE THE

PENNSYLVANIA PUBLIC UTILITY COMMISSION

	Re: Policies to Mitigate Potential Electricity Price Increases


	:

:


	Docket No. M-00061957


__________________________

Comments of

PPL Electric Utilities Corporation

__________________________

I.  Introduction



At its May 19, 2006 Public Meeting, the Pennsylvania Public Utility Commission (“PUC” or the “Commission”) unanimously adopted a Motion of Commissioner Fitzpatrick to hold an en banc hearing on June 22, 2006 to discuss policies and actions that might help to mitigate potential electricity price increases when long-term generation price caps expire.  On May 24, 2006, the Commission entered an Order at the above docket consistent with Commissioner Fitzpatrick’s motion.  The Commission’s Order requests that interested parties electronically file written comments by June 15, 2006.  



PPL Electric Utilities Corporation (“PPL Electric” or the “Company”) is an Electric Distribution Company (“EDC”) serving 1.3 million retail customers in central eastern Pennsylvania.  PPL Electric has been an early and active supporter of deregulation and a participant in the stakeholder process that the Commission established to develop default service regulations.  The Company has previously provided testimony, comments and reply comments on proposed default service regulations at Docket No. L-00040169.  PPL Electric appreciates the opportunity to comment in this proceeding.

II.  Executive Summary


Moving from capped rates to market pricing for provider of last resort (“POLR”) supply raises two important issues.  The first is the impact on customer rates at the time of that transition.  The second is the need to develop the process by which Pennsylvania EDC’s will obtain POLR supply for customers who choose not to shop for their generation supply following the end of the EDC’s transition period.  Although this proceeding addresses primarily the first issue, PPL Electric believes that the Commission must act expeditiously to put in place the process to be followed by all Pennsylvania EDC’s in obtaining POLR supply to assure that non-shopping Pennsylvania customers realize the most effective pricing for their generation supply.


Accordingly, in addition to providing comments with respect to the impact of market pricing of POLR supply on customer rates, PPL Electric is providing the Commission with a summary of the filing it will submit by July 31, 2006 with respect to the process it will use to purchase POLR supply after its capped rates for POLR supply end on December 31, 2009.  As noted in these comments and as will be expanded upon in its July filing, PPL Electric believes that the process it will propose for the acquisition of its post-2009 POLR supply should be made applicable statewide when capped POLR rates of the other major Pennsylvania EDC’s expire at the end of 2010.

Post-Transition POLR Pricing Issues


The Commission has initiated this proceeding “… to address issues and develop policies to mitigate potential electricity price increases upon the expiration of generation price caps.”  These price increases have become an important public policy issue over the last several months.  In its order, the Commission cites the experience of Pike County Light & Power Company (an increase of over 70% in total electric bills beginning in 2006), Delmarva Power Company (an increase of 59% in residential rates beginning May 1, 2006) and Baltimore Gas and Electric Company (an increase of 72% in total electric bills beginning July 1, 2006).  The change in prices resulting from moving from fixed-price POLR service is a combination of the increase in generation costs purchased at market and the decrease in rates from the expiration of stranded cost collection.  In PPL’s case, based on current forward market prices for generation in 2010, the total increase will be much smaller than that cited above (on the order of 20-30%).


PPL Electric believes that initiatives must be put in place now to address rate increases at the end of the transition period.  Customers should be educated so that they understand how POLR supply is priced, how POLR rates are set and the relationship between demand for electricity and its price.  Conservation should be encouraged and the Company will continue both its weatherization and energy conservation initiatives through its Low Income Usage Reduction Program.  Customers should understand the importance of reducing peak demand for electricity and should be provided with data and tools necessary to accomplish that objective.  PPL Electric recommends that the Commission provide a level of funding for programs to assist low-income customers that addresses the appropriate need while minimizing the cost impact on other customers.  PPL Electric is continuing to study all of these initiatives and will submit specific proposals to the Commission as soon as possible.


In its order, the Commission requests comments on two specific mitigation plans (deferral and early phase-in) and comments on any other alternatives.  In these comments, PPL Electric addresses four specific mitigation plans – deferral, early phase-in, early purchase of supply or option and earlier procurement with staggered terms.


Finally, the Commission’s order raises the issue of linkages between wholesale energy markets and the products and pricing that can be offered to retail customers.  At the outset, it is important to recognize that the structure of wholesale energy markets is regulated by the Federal Energy Regulatory Commission (FERC), and not the PUC.  Consequently, there is little, if anything, that can be accomplished within this proceeding to affect wholesale market structures.  PPL Electric believes that locational marginal price is appropriate.  In addition, the Company supports the need to make changes to the existing capacity market in PJM.  PPL Electric has found fault with various aspects of the proposed Reliability Pricing Model (RPM), while recognizing that RPM has some favorable attributes.

Post-Transition POLR Supply Procurement Process


The Company will file with the Commission by July 31, 2006 a proposed three-year procurement process to obtain supply to meet its 2010 POLR obligations.  Under this proposal, solicitations will be conducted in 2007, 2008 and 2009.  Each year’s procurements will seek to acquire a third of PPL Electric’s 2010 POLR supply needs.  This approach should moderate the impact of market price volatility on the Company’s 2010 POLR rates.  Although beyond the scope of this specific proceeding, PPL Electric also discusses in these comments specific proposals for ongoing procurement of POLR supply for all Pennsylvania EDCs and, in this regard, the Company will submit a detailed proposal in supplemental comments in the Commission’s default service rulemaking (Docket No. L‑00040169).  

III. Principles

PPL Electric strongly supports the Commission’s efforts to address the financial, social, political, and regulatory issues associated with the expiration of the utilities’ rate caps.  While PPL Electric agrees with the Commission’s statement that, “By beginning to prepare now, it is clear that we will have many more tools to combat the social and economic impacts of a significant increase in electricity prices,” the Company also believes that there is only limited time available to consider options before some of those options become impractical and impossible.  PPL Electric’s POLR rate cap expires on December 31, 2009 and the last of the other EDCs’ POLR rate caps expire on December 31, 2010.  Similar to the PUC, the Company has been evaluating the impact that the shift to market-based pricing could have on customers and believes that EDC customers are best served if on-going default service is acquired in accordance with the following statewide principles.

A. Principles that apply to statewide on-going default service
1. The Commission should develop now, an appropriate model for the electric utility industry to be applicable at the end of the POLR rate caps that supports the two fundamental objectives of competition:

a. To provide customers with choices in electric supply.

b. To ensure development of new electricity supplies with investors taking all associated risks.

2. That “end state” model also should reflect four fundamental elements:

a. Every EDC must have a default service plan available for non-shoppers.

b. Every EDC must recover its cost of default service supply on a full and current basis.

c. All EDCs must be treated identically regardless of whether an affiliate owns generation.

d. All EDCs must obtain default service supply through a tightly structured process similar to the BGS auction process in New Jersey.  

B. Principles that apply to transition from capped rates to market-based pricing

1. Minimize, to the extent possible, “rate shock” that customers might otherwise experience when capped POLR rates end similar to the BGS auction process in New Jersey.

2. Address transition issues in a manner consistent with the on-going principles summarized above.

IV.  Specific Proposals

A. On-going default service proposal

1. The Commission’s regulations should establish a tightly structured statewide process for obtaining POLR supply.

2. All EDCs should be on a common schedule and use the statewide process to obtain POLR supply beginning January 1, 2011.

3. The Commonwealth, the Commission or an agent should administer the procurement process.

4. A limited number of standard energy and capacity products should be purchased in the auction in increments no less than 50 MW tranches to facilitate unambiguous price comparisons.

5. Each year a portion of POLR supply should be purchased to phase-in market prices.  Procurements will need to begin several years prior to 2011 to allow procurements to be accumulated to meet the total load on January 1, 2011.  Procurements should be conducted in 2008, 2009, and 2010.  Each year’s procurement(s) should address a third of the EDCs’ 2011 POLR supply needs.  Limits should be established on the amount of load that any single supplier can serve in order to limit the risk of a supplier default.  Prices in 2011 will reflect a blending of the procurements in 2008, 2009, and 2010.  As a result, one-third of Pennsylvania’s 2011 default service would be acquired in 2008.  In 2009, the second one-third of Pennsylvania’s 2011 default service and the first one-third on Pennsylvania’s 2012 default service would be acquired.  In 2010, the acquisition of Pennsylvania’s 2011 default service would be completed; the second on-third of 2012’s needs and the first one-third of 2013’s needs would be acquired.  After 2011, procurements can be conducted annually to replace contracts that will expire in each subsequent year.  

6. Energy from renewable sources sufficient to meet the EDCs’ 2011 obligation under the Alternative Energy Portfolio Standards (AEPS) Act will be obtained through the procurement as part of each energy tranche.

7. Beginning January 1, 2011, EDCs will recover all costs incurred to obtain POLR supply (including AEPS compliance energy) through one or more reconcilable clauses.

8. The Commission will agree not to order or approve any “opt out” customer aggregation (e.g., Direct Energy proposal in Pike).  Failure to establish such a prohibition exposes suppliers to risk that may reduce their interest in bidding or result in higher bids. 

9. The procurement results, by definition, will reflect “prevailing market price” and “reasonable costs” for all regulatory purposes.

10. PPL Electric will submit this proposal by July 31, 2006, in supplemental comments in the Commission’s default service rulemaking (Docket No. L-00040169).

B. Short-term proposal to “bridge” PPL Electric customers from January 1, 2010 through December 31, 2010

1. PPL Electric will follow the elements identified in the on-going default service proposal above.  However, solicitations will be conducted starting a year earlier in 2007 for one-third of PPL Electric’s 2010 default service.  In 2008 and 2009, PPL Electric’s 2010 default service would be included in the statewide process for on-going default service described above.  Prices in 2010 will reflect a blending of the procurements conducted in 2007, 2008, and 2009.

2. Beginning January 1, 2010, PPL Electric will recover all costs incurred to obtain POLR supply (including AEPS compliance energy) through one or more reconcilable clauses.

3. The Commission will agree not to order or approve any “opt out” customer aggregation (e.g., Direct Energy proposal in Pike) during 2010.  Failure to establish such a prohibition exposes suppliers to risk that may reduce their interest in bidding or result in higher bids. 

4. PPL Electric will obtain POLR supply for 2011 and beyond using the procedures established by the Commission in its default service rulemaking.

5. PPL Electric will file a specific proposal by July 31, 2006, subject to feedback and insights gained from this proceeding.

V.  Comments on Issues

PPL Electric strongly believes that the issues the Commission has identified are integral components to addressing potential increases in POLR rates at the completion of the transition periods.  Specifically, consumer education, conservation, and reducing peak demand for electricity are initiatives to which PPL Electric is currently committing resources and to which it will continue to commit resources in the coming years.

A. Educate Consumers

1. Educating customers sufficiently in advance of changes is essential.  These changes include not only the possibility of higher electricity prices, but, also, new pricing structures, especially the introduction of rates that may vary by season or time of day.

2. With regard to changes in pricing structures, it is essential that customers understand how their POLR supply is priced and how the rates are set.  This is an education process that began with Customer Choice, but which must continue.  Since restructuring, customers have received rate explanations on the generation portion of their bill indicating rates from the EDC were capped until some distant date in the future.  Before the capped rates expire, customers will need to be educated on what pricing they will see, how that pricing will change, and what they can do to respond to those changes or take advantage of them.

3. One of the keys to managing peak demand is ensuring that customers understand the relationship between the demand for electricity and its price. 

4. A part of education is providing customers with tools to manage electricity usage and their electric bills.  PPL Electric’s installation of meters that can be read remotely provides a platform upon which such tools can be developed.  The Company is committing approximately $5 million to develop and install a meter data management system that will allow that data to be presented to customers in useful and meaningful ways.  This system also includes audit capabilities to help customers identify opportunities to use electricity wisely, and provides the capability to offer new rate options.  The meter data management system is anticipated to be completed during 2007, at which time the Company will make these new tools available to customers.  The Company plans to use insights from customers on these new tools to develop and implement the programs that will provide maximum benefit in helping customers manage their electricity consumption.  One potential rate option under consideration is an expansion of the summer peak demand response pilot that the Company has conducted with 300 residential customers over the past four years.

5. Tools and education must be compatible with customer choice. 

6. Consumer education can have a statewide component (broad messages) and a local component (messages tailored to an individual EDC’s rates).  EDCs will be an important provider of information.  PPL Electric would support of a collaborative effort to develop statewide communications on broad topics such as the long-term benefits of a competitive generation market and demand side response.

7. PPL Electric has approximately $1 million of unspent customer choice education funds that can be used to educate customers on the transition from capped rates to market prices for POLR supply.

B. Encourage Conservation

1. PPL Electric believes that conservation is actually a subset of the broader issue of encouraging customers to use energy wisely.

2. In a competitive electricity market, customers should see the true cost of their consumption choices, so time-variant pricing is a fundamental tool for encouraging customers to use energy wisely.

3. PPL Electric’s Demand Side Response (DSR) pilot has resulted in participants using 18% of their electricity needs during peak periods instead of 24% which is the norm for similarly sized and situated customers.

4. The Company will continue efforts to encourage low-income households to use energy wisely through its Low Income Usage Reduction Program, which includes both weatherization measures and energy conservation education.

5. Distribution rates should be modified over time to eliminate usage-based components.  Distribution infrastructure is, primarily, a fixed investment and cost recovery should be accomplished primarily through a monthly charge and a demand charge.  Otherwise, successful conservation programs will prevent utilities from fully recovering their distribution costs between base rate proceedings.

C. Reduce Peak Demand for Electricity

1. Customers should have available to them default service rates with some element of time variation because:  (1) demand response is an essential part of a properly structured market and (2) fixed rates obtained in the market will include risk premiums which could exacerbate rate increases at the end of capped rates.  Customers who elect time varying rates should be able to avoid some of the risk premium and gain the opportunity for further reductions by managing their usage.

2. Not only must rate increases be considered but, also, the degree of rate complexity to which customers are subject must be managed.  To the extent possible, rate complexity should be phased-in and made available in varying degrees to provide customers with an opportunity to learn about these issues over time.

3. Infrastructure to provide customers data and tools should be provided by EDCs and the costs of that infrastructure should be recovered from customers.  In some instances where cross subsidies may be a concern, it may be appropriate for customers who are participating in programs to contribute to or bear the cost of the infrastructure that allows their participation.

4. Markets and market prices change over time, and the Commission should not create an infrastructure that will be “stranded” by changes in the market.  For example, PPL Electric has studied variations in peak hour pricing within the PPL Zone of PJM.  In 1999, the actual average locational marginal price (LMP) for all 8,760 hours was 2.8 cents/kWh.  The actual average LMP for the 100 highest cost hours was 61.4 cents/kWh.  If load could have been reduced in those 100 hours such that the price for all those hours would have been the same as the price in the 101st hour, the average price for all 8,760 hours would have dropped to 2.3 cents/kWh -- a 20% reduction in the energy component of the bill.  This is the reason that most DSR programs are focused on the highest hours.  In 2005, the actual average LMP for all 8,760 hours was 6.3 cents/kWh.  The actual average LMP for the 100 highest cost hours was only 23.2 cents/kWh.  If load could have been reduced in those 100 hours such that the price for all those hours would have been the same as the price in the 101st hour, the average price for all 8760 hours would have dropped to 6.27 cents/kWh – less than a 1% reduction in the energy component of the bill.  Clearly, a DSR program focused on peak hours would have had significantly less value in 2005 than it would have had in 1999.  Furthermore, today, conservation (as opposed to simply reducing peak demand) might actually be a better approach from the customer's perspective.  In 1999, there were 108 hours in which the LMP exceeded 10 cents/kWh.  In 2005, the number of hours increased to 1,418.  This is not to say that critical peak pricing programs should not be pursued or that only conservation should be pursued.  Because no one really knows where the market will go in the future, flexibility is very important and significant investment should be made in infrastructure and programs that will be useful in a variety of economic environments.

5. Infrastructure changes and default service rates to facilitate demand response must be compatible with customer choice so that Electric Generation Suppliers (EGSs) can offer programs.  This means that information for analysis and billing is available to the customer and the EGS.  Moreover, the EDC must be assured that it will recover the cost of any facilitating infrastructure even if the customers migrate to EGSs.  It is, therefore, entirely appropriate that such infrastructure and programs be considered distribution-related so that the EDC can recover its costs from the entire customer base through base rates.  Because the infrastructure and programs would be available to all customers, whether they shop or not, this approach is entirely appropriate.

6. Distribution rates should be modified to eliminate usage-based components.  Distribution infrastructure is, primarily, a fixed investment and cost recovery should be accomplished through a monthly charge and/or a demand charge.

7. In his statement supporting Commissioner Fitzpatrick’s motion, Commissioner Shane requested that utilities provide an estimate of the "marginal cost" of air conditioning.  “Marginal cost” could be interpreted two ways:

a. “Marginal cost” could mean the incremental change in a customer’s bill for using air-conditioning; or

b. “Marginal cost” could be getting at the impact of air conditioning load in the marginal price of wholesale electricity.

PPL Electric has estimated the marginal cost from the customer's bill change perspective based a 20-year average of the number of cooling degree days.  For a typical non-electric heat customer (total average monthly usage of about 800 kWh), the cost of air conditioning is about $96 per year based on rates currently in effect.  For a typical electric heat customer (total average monthly usage of about 1,500 kWh), the cost of air conditioning is about $77 per year based on rates currently in effect.  These figures reflect all components of retail rates; i.e., they include distribution, transmission and stranded cost recovery as well as generation.  If this issue is considered from the perspective of the impact of wholesale energy costs, one would find that air conditioning is typically used during on-peak hours in the summertime and those are the hours when wholesale energy prices are the highest.  These are also the hours when wholesale energy costs are likely to be higher than retail rates that reflect average annual costs.  That is, the marginal cost to supply the energy for air conditioning likely exceeds the cost to consumer.  In this case, “time of use” rates would send an appropriate signal to a customer that should have the effect of reducing wholesale energy costs.  PPL Electric has not attempted to estimate how much reductions in air conditioning load might reduce either hourly wholesale prices or retail rates that may be based on average annual wholesale prices. 

D. Consider Alternatives for Avoiding Abrupt, Large Price Increases

In considering alternatives for avoiding abrupt, large price increases, PPL Electric looked at some of the reasons that prompted the Commission’s Order.  First, the POLR procurements conducted since late-2005 have demonstrated abrupt price increases for customers because price increases in the wholesale market are passed through directly to the retail customers.  In addition, the rate caps have insulated customers from what otherwise would have been gradual increases in market prices.  The length of the rate cap period and the level of the capped rate compared to market prices will affect the level of price increase.  The abrupt price increase, in some instances, can be attributed to the procurement of the total POLR supply needs at one point in time.  Lastly, risk factors associated with customer migration, load shape, and weather sensitivity contributes to price increases.

Second, the volatility of the wholesale market has contributed to the abrupt price increases to customers.  This is evident by the hurricanes last year that disrupted the fuel supply for generating stations and resulted in abrupt, large price increases in the wholesale market.  The volatility of the wholesale market can make if difficult to determine the best time to procure POLR supply, however procuring supply over multiple periods can mitigate the potential price increases to customers through the concept of dollar cost averaging.

PPL Electric is mindful of the commitments that were made to POLR supply rate caps throughout various EDC transition periods.  However, PPL Electric also believes that there are circumstances in which increases in customer rates in the years prior to the expiration of POLR supply rate caps may be appropriate if such increases are determined by the Commission as not breaking the POLR supply rate caps.  The Company offers the following two examples:

a. Payments could be made during the years when rates are capped as a form of savings plan to be used to offset post-cap increases (as discussed in the Commission’s Order).  The extra amounts paid while the caps remain in effect are not for generation received during that period, but for generation to be received after the caps have expired.

b. Payments could be made during the years when rates are capped to lock-in a specific price at the end of the rate cap period, or to purchase an option which has the effect of putting a ceiling on post-cap prices.  Those amounts are, as in the first example, related to generation to be received after the caps have expired not during the rate cap period.

The overall rate for default service in New Jersey has been significantly less volatile then rates in other jurisdictions because New Jersey’s recent procurements reflect only one-third of New Jersey’s total POLR needs.  The higher price for this year’s procurement has been blended with the prices of procurements made in 2005 and 2004, thereby, mitigating the impact of this year’s price.  This is simply proof of the old adage, “don’t put all your eggs in one basket” which translates in these circumstances to “don’t buy all of your supply on a single day.”  PPL Electric has made this blended procurement an essential element of both its recommended statewide on-going procurement process and its proposed short-term bridge proposal.

The Commission Order discusses some alternatives to avoid abrupt, large price increases to customers, such as implementing a deferral of the price increase after-the-fact, or an early “phase-in” of the price increase.  PPL Electric has reviewed the Commission’s alternatives and has proposed two additional alternatives, the early purchase of supply or an option for supply and the earlier procurement of supply with staggered terms.  All of these alternatives are discussed in more detail below.

1. After-the-fact deferral


This is a reactive strategy.  A procurement would have already been conducted and supply contracts would be in place.  A determination that the price of those contracts is unacceptably high does not alter the need to pay the suppliers under those contracts.  PPL Electric believes that such an approach is undesirable for all of the reasons identified in the Commission’s Order of May 19, 2006.  A deferral works mainly in a flat or declining energy market.  Deferring costs may simply move them from one high cost period to an even higher cost period, which could exacerbate future price increases and, thereby, result in additional deferrals.  Growing deferral amounts could compound investor uncertainty and could translate into higher interest costs, less availability of funds, and additional spending reductions.  Accordingly, PPL Electric believes that it is essential to act proactively to avoid this “last chance” alternative.


A deferral would need to be structured to allow for the EDC to fully recovery the costs associated with borrowing money to cover the deferral, along with an appropriate return on the equity that must be issued to maintain a balance capital structure of the EDC.  To reduce interest costs for the customer, a short recovery period should be set.  However, any deferral will increase costs for the customer.  For the EDC, its only business is electric delivery.  If recovery of deferral costs is not allowed, spending reductions could decrease the funds available to maintain its distribution system, which could ultimately affect reliability.  

2. Early Phase-In

In this alternative, rates would be allowed to increase prior to the expiration of POLR rate caps and funds collected by EDCs would be returned to customers at the expiration of the caps to mitigate any increases that may be experienced when market-based prices are introduced.  As discussed earlier, the extra amounts paid while the POLR rate caps remain in effect are not for generation received during that period, but for generation to be received after the caps have expired.  The objective of this approach is to replace a single, large rate increase with a series of smaller and, presumably, more acceptable rate increases.  Such an approach could also enhance the value of consumer education because the actual small increases could cause customers to better focus on the educational messages.  Based on experience with customers’ reactions to price increases, PPL Electric believes that customers would prefer the smaller increases over a period of time associated with this approach rather than one large increase.  This is consistent with current customer reactions to price increases in New Jersey (gradual over several years) and Maryland (abrupt, large one-time increase).  


The Order notes that one disadvantage of this approach is that customers would be required to pay higher rates at an earlier date.  However, if interest is accrued on these payments and returned to the customers, then they would be made financially whole.  However, there are other disadvantages.  The most significant concern is that this approach relies on a forecast of future prices which may turn out to be wrong.  Customers could end up paying increases that were unnecessary, only to have those amounts refunded.  Alternatively, they may pay early increases and still face a significant one-time increase several years in the future.  Also, this approach introduces “generational” subsidy issues that ratemaking generally seeks to avoid.  The customer base under the rate cap would be paying a premium for the benefit of the post-cap customer base.  In the circumstance where refunds are required, they would, in some cases, go to customers who had not made the initial payments.


Finally, the mathematics of phasing in a compounding increase is more complex than it might appear.  To illustrate, assume that the current forecast of market prices in the PPL Zone suggests an increase of 20% for default service from capped rates in 2009 to market-based prices in 2010.  Instead, an early phase-in might be proposed that would increase rates by about 2% per year in 2007, 2008, and 2009.  Such an “early phase-in” would accumulate enough during those years to permit the increase from 2009 to 2010 to be held to 2% as well.  Thus, instead of experiencing a single increase of 20% in 2010, customers would experience annual increases of only about 2% in each of four consecutive years.  However, customers still would experience an increase of almost 11% from 2010 to 2011.  This could be further “smoothed” either by returning the accumulated funds in smaller amounts over more years or by reshaping the accumulation of funds.  For example, an early increase of about 6.5% in 2009 would result in an increase of about 6.5% in 2010 and, if forecast prices are realized and unchanged in 2011, another increase of about 6.5%.  However, if 2011 prices are higher than forecast, then the rate spike is simply deferred one year.  This complexity leads to concerns regarding the ability to explain such a plan to consumers, particularly when their early payments do not result in any guarantee of future prices or assurance of limited price increases.

3. Early purchase of supply at a specific price or of an option

This alternative is really a variation of the “early phase-in” except that the early customer payments actually lock-in either future supply at a specific price or establish, through the purchase of an option(s), a ceiling on future prices.  The mechanics of this approach would work as follows:

· An EDC nearing the end of capped rates would seek supply for one or two years immediately following the expiration of those caps at a specific price.  

· If suppliers required a premium to sell at the specified price, that premium would be recovered from customers over the prior years to produce the same gradual increase in retail rates that is the goal of the early phase-in alternative.

· As an alternative, instead of seeking bids for actual supply, EDCs could seek bids for options with a specified strike price.  Closer to the delivery date, the EDC would choose either to exercise the option or, in the event that less costly supply is available from the then-current market, allow the option to expire and purchase supply from the market.

As discussed earlier, the extra amounts paid while the caps remain in effect are not for generation received during that period, but for generation to be received after the caps have expired.  This approach has the objective, like the “early phase-in”, of replacing a single large rate increase with a series of smaller and, presumably, more acceptable rate increases.  As with the “early phase-in”, such an approach could enhance the value of consumer education because the actual small increases would cause customers to better focus on the educational messages.

Also, like the “early phase-in”, the early purchase approach requires customers to pay higher rates at an earlier date.  A significant advantage of this approach over the “early phase-in” is that, some measure of certainty will be achieved by the early payment which, as noted above, is not the case with the “early phase-in”.  If prices increase from the time the early purchase or option is made, then customers benefit.  However, if prices decrease, the customers will pay more than necessary for the early purchase or pay the price of the option that is not exercised.

However, this approach does have disadvantages.  The most significant concern is how to conduct the procurement to achieve an acceptable price and an acceptable series of increases to reach that price.  The ultimate price and the premium (which translates into the series of early payments) are functions of each other.  A solicitation could specify either parameter and then bids would be compared on the basis of the other parameter.  The solicitation might then be rerun by establishing the first parameter at a different level to see if a more acceptable result could be achieved. However, suppliers may be unwilling to participate in such a process and, ultimately, no bids might be received.  PPL Electric is also concerned that, given the volatility in the market and uncertainty of fuel prices, option products might not be available or only be available at unacceptably high premiums.

4. PPL Electric proposal for a statewide process with staggered terms begun early

As described earlier, PPL Electric believes that a standardized statewide procurement process with staggered terms would offer significant benefits.  At the outset, this process could be modeled after the New Jersey process with each procurement representing a third of the default service load with a term of three years.  One-third of the load would be rebid each year so that the retail rate would reflect a blending of the price of the new purchase with prices of the two existing purchases.  PPL Electric recommends that the process of obtaining 2010 POLR supply should begin early and should seek to move the supply dates to coincide with generally accepted planning periods.  For a common start date of 2011, PPL Electric recommends procurements in 2008, 2009, and 2010 for supply periods starting January 1, 2011 of 17 months, 29 months and 41 months, respectively.  All subsequent procurements would be for a standard 36 month term and would be conducted at an appropriate date to accommodate a delivery date of June 1 of each year.  

PPL Electric also believes that an EDC-specific version of this approach should be employed, if necessary, in order to “bridge” supply from the end of an EDC’s caps or current Commission-approved supply arrangements to 2011.  In PPL Electric’s case, this would involve a series of procurements in 2007, 2008, and 2009 with each intended to supply a third of PPL Electric’s default service needs in 2010.

PPL Electric believes that this approach provides significant benefits:

· The impact of wholesale market volatility on retail prices should be reduced.  The retail price will be the average of the three procurements.  However, this does not suggest that there cannot be significant changes in retail prices.

· The degree of rate increase that will occur at the expiration of rate caps will be revealed through successive procurements.  This will allow for better planning and more effective consumer education.

· It uses accepted market tools to achieve market results.

· It does not involve changes in rates in any way while rate caps are in effect. 

· Depending on feedback from this proceeding, the procurements could be conducted to purchase supply at a specified price and create a ramp-up.

· It provides opportunities after the 2007 and 2008 procurements to reconfigure subsequent procurements for “bridge” supply in light of procurement results; and after the 2008 and 2009 procurements for long-term supply.

It is important to note this option by itself may not avoid significant increases in POLR rates.  If wholesale prices remain at the same level over the procurement periods, then that will be reflected in the retail rate.  Either the early phase-in or the early purchase of supply at a specific price or of an option could be used in combination with this option to help reduce a single large increase.

Review Issues Concerning Programs to Assist Low-Income Customers

a. PPL Electric filed comments on January 30, 2006 in response to a Commission order on funding for low-income programs.  The Company recommended:  1) providing a level of funding that addresses the appropriate need while minimizing the cost impact on other customers, and 2) identifying a cost recovery mechanism that is simple to administer and reconcile. 

b. PPL Electric suggested a reconcilable surcharge to recover costs not in base rates for programs such as OnTrack and WRAP.

c. The Company recommended assigning all costs for low-income programs to residential customers, which is consistent with fundamental ratemaking principles of allocating costs to the customer class responsible for imposing those costs on the utility.

d. PPL Electric recommended that the Commission continue to provide a general design template for programs like OnTrack, rather than standardized, comprehensive design elements for the program.

F. Review Interplay with the Wholesale Energy Markets

PPL Electric agrees with the statement in the Commission’s Order that linkages exist between wholesale energy markets and the products and pricing that can be offered to retail customers.  Furthermore, this is true whether the retail products are provided as part of default service or by competitive suppliers.  However, it is important to recognize that the structure of wholesale energy markets is regulated by the Federal Energy Regulatory Commission (FERC), and not the PUC.  Consequently, there is little, if anything, that can be accomplished within the confines of this proceeding to affect wholesale market structures.  However, if retail products (including those offered by default suppliers) are designed in ways that are inconsistent with wholesale market structures, those products will carry higher prices as a result of inefficiencies and risks that are introduced by the inconsistencies.  Those higher prices will contribute to the price increases that this proceeding is addressing.  Therefore, it is appropriate to address, in this proceeding, issues related to the design of retail products.  The following comments are organized around the issues raised by Commissioner Shane in his statement. 

1. Locational Marginal Price

a. Commissioner Shane’s statement alludes to criticisms that have been leveled, in various forums, at locational marginal price and whether it is an appropriate economic signal.  As Commissioner Shane acknowledges, wholesale pricing methodologies, such as locational marginal price, are under FERC, not PUC, jurisdiction and, consequently, will not be revised in the context of this proceeding.  However, PPL Electric agrees that Pennsylvania’s electricity consumers will look to the PUC for answers and, therefore, an understanding of locational marginal price and how it is reflected in retail pricing is an appropriate subject for this proceeding.

b. PPL Electric will not reiterate here the many arguments forwarded by economists and accepted by the FERC that support locational marginal price as an appropriate measure of the economic value of any generator operating to serve otherwise unserved load at any instant in time.  The Company accepts these arguments and supports them.  PPL Electric believes that those who criticize locational marginal price may lack a complete understanding of what it represents.  Locational marginal price actually is the price in just one of several wholesale markets – the spot market.  A significant amount of electricity is purchased through bilateral agreements, but the pricing, terms, and conditions of these transactions are not publicly available.  The locational marginal price is, by design, a highly visible price and represents energy purchased at the last minute to serve that portion of load not already served by bilateral arrangements.  Characteristics of this load include a high degree of sensitivity to weather, sensitivity to price, and mobility meaning that it may be shopped or it represents manufacturing capability that can be transferred elsewhere.

c. PPL Electric believes that much of the criticism of locational marginal price may result from a failure to fully appreciate that it represents only a portion of the wholesale market – the spot market.  In fact, it is the volatility in spot market prices that encourages both producers and consumers to hedge themselves with long-term bilateral contracts so as not to have significant exposure to spot prices.

d. As indicated in the order in this proceeding, “policies that reduce demand for electricity during peak usage periods would help to reduce price spikes in the wholesale energy market, and to reduce overall energy prices.  One of the biggest problems facing wholesale markets is the fact that consumers do not have a sufficient financial incentive to reduce demand as wholesale prices rise during peak usage periods.”  PPL Electric believes that without LMP, it would be very difficult, if not impossible to provide consumers with sufficient financial incentive to reduce demand during peak usage periods.  In fact, if true demand response is ever to be achieved such that the overall load shape is improved, and the construction of unneeded peaking generation is avoided, LMP should be augmented with appropriate scarcity pricing as explained below.  With LMP and appropriate scarcity pricing in place, prices will reflect the value of consumption to load during times of scarcity, and there will be the incentive for true Demand Response without the need for subsidies.

e. Many critics of LMP suggest that the concept of LMP is the cause of higher wholesale prices, and these higher wholesale prices are an indication of the failure of competition to promote lower prices.  Recent information provided by PJM indicates that when the load weighted LMPs are adjusted for the increase in fuel prices, LMPs have actually decreased over the last five years.  During that same period, significant new generation was added to PJM.  This new generation currently contributes to the reliability of PJM, but, according to the PJM market monitor, PJM market prices (including the energy market priced at LMP) have not provided sufficient revenue to cover the fixed costs of these new resources.  Customers have benefited from this significant new construction, which came initially as the result of high LMPs, and the developers have borne and continue to bear the risk of generation construction and operation.

f. PPL Electric believes that retail energy suppliers are in the best position to create retail products that reflect different wholesale combinations (for example, a purchase of baseload bilateral energy for their customers’ round-the-clock needs with spot purchases for load following).  However, in the absence of such suppliers, the Company believes that default suppliers should provide a limited number of retail products designed consistent with wholesale market structures

2. Capacity Pricing Models 

a. Commissioner Shane’s statement includes a reference to PJM’s proposed Reliability Pricing Model (“RPM”) as another wholesale market price methodology that may contribute to increased retail prices and whose justification is questionable.  As in the case of locational marginal price, Commissioner Shane acknowledges that RPM falls under the jurisdiction of the FERC, not the PUC, and, consequently, will not be revised in the context of this proceeding.  However, PPL Electric agrees that Pennsylvania’s electricity consumers will look to the PUC for answers and, therefore, an understanding of RPM and how it might be reflected in retail pricing is an appropriate subject in this proceeding.

b. PPL Electric will not reiterate, at length, the many arguments it has forwarded in the past regarding various mechanisms that have been proposed to produce a clearly identifiable revenue stream to support the construction of new baseload generation.  The Company has supported the need to make changes to the existing capacity construct in PJM.  It has found fault with various provisions of RPM while recognizing that RPM has some favorable attributes.  More recently, the PPL Electric has become convinced that at the same time that PJM adopts a modified capacity market construct, it must also adopt changes in the energy and ancillary services markets so as to permit true scarcity pricing in PJM.  This would involve what Professor William Hogan refers to as the “Belts and Suspenders” approach of adopting an RPM-like mechanism while enacting enhancements to the energy and ancillary services markets that would begin to implement a PJM energy market with true scarcity pricing, robust demand bidding, and a co-optimized reserve market.  This approach would provide greater certainty of generation adequacy, while providing a means for the decreasing importance of capacity mechanisms over time.  Even PJM agrees that, over time, capacity payments made pursuant to RPM should diminish in importance as energy markets prove more effective at providing an economic incentive for investment in new resources.  This approach also would encourage a healthy market for long-term bilateral contracts.  Commissioner Shane acknowledges the importance of bilateral contracting when he seeks comments on the use of long-term contracts to provide incentives for innovative base load facilities.  

c. PPL Electric believes that an approach such as RPM or “Belts and Suspenders” that treats all wholesale market participants in a similar fashion is preferable to any solution that creates cost exposures only for default service providers.  Requiring long-term contracts only for default suppliers could incent customers to flee default service and seek supply from competitive suppliers in order to avoid the additional costs of such contracts.  This, in turn, would leave the default service suppliers short of revenues to meet their obligations under such contracts.  Even if the charge were a non-bypassable charge applicable to all customers, there is a concern that, at some point over its life, a contract could be, as a result of changes in the market, rendered a stranded investment.  PPL Electric believes that default service providers must be protected from a future finding that might render such long-term contracts stranded investments.

3. Multiyear contracts for default energy service supplies

a.
PPL Electric believes that a series of layered multiyear contracts could be an appropriate construct for long-term default service.  While PPL Electric believes that such a construct should begin with a simple series of three-year terms each representing a third of the default service needs, the Company also believes that this could evolve to a more complex layering of contracts with even longer-terms as long as the default service provider is permitted full and timely recovery of the cost of such contracts.  The Company believes that such an approach would tend to produce additional price stability by mixing more different products procured at different times.  The practical limit of such an approach is the point when there are so many tranches that they become too small for suppliers to serve efficiently and, as a result, prices increase.
4. Could financial incentives be offered which relieve transmission congestion and result in lower LMP prices?

a. It is not clear whether this question intends financial incentives be provided for the building of transmission, generation, or both.

b. If the issue is transmission, rate incentives are a matter within the jurisdiction of the FERC.  This issue was raised in the Energy Policy Act of 2005 and is currently being addressed in several proceedings at the FERC.  PPL Electric would welcome the support of the PUC in this regard at the FERC.  Also, an issue within the PUC’s jurisdiction that it may want to consider is its role in transmission siting and whether it may be appropriate to change that process to encourage quicker and less costly development.  PPL Electric would support such an effort.

c. If the issue is generation, this would suggest grants to competitive generators to site in certain locales or incentives to EDCs to build generation within rate base.  Neither is barred by federal or state law, but both represent a kind of tinkering with the fundamental intent of the Competition Act; i.e., that competition is a more economically efficient approach to meeting generation needs than regulation.  Real competition in generation will always bring about more efficient results for consumers in the long run than will regulation.  Real competition in generation also shifts the risks of construction and operation of generation toward generators and away from default supply customers.  Thus, PPL Electric has reservations about such an approach.
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