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MOTION OF VICE CHAIRMAN CAWLEY
Before us is the Petition of Pennsylvania Power Company for Approval of its interim POLR Supply Plan.   A number of parties have participated in this proceeding, offering, what I view, as compelling arguments for further modifications to Penn Power’s proposal in order to eliminate potential cross subsidizations among rate classes, and even more importantly, to maximize opportunities for a more successful competitive bid process.  In light of these compelling arguments, the following changes are proposed.
Issue No. 1—Slice of System Tranches vs. Bid by Rate Class

Penn Power proposes a fixed price tranche procurement for all classes instead of separate tranches by customer class.  The Company states that solicitation by class for the small number of tranches would create a significant price differential between classes.
  


However, the arguments posited by the OCA, OSBA and Constellation are convincing arguments in that Penn Power’s proposed matrix allocation mechanism is likely to overstate or understate market-based pricing that would result if full-requirement bidding were separately conducted by rate class.  Both OSBA and OCA argued that the higher migration premiums related to large customers should not be borne by their customer base.  OSBA testified convincingly that load profiles for small commercial customers did not justify the price premiums imposed on them by Penn Power’s proposed allocation mechanism.  OSBA and OCA indicated that, unlike the Pike County Light & Power Company default service proceeding, the Company’s load size is sufficient to support separate tranches for various rate class groupings.  Both OSBA and OCA referenced other jurisdictions where separate rate class bids were conducted, and where market-based bidding produced results substantially different from that proposed by the Company.  
Based upon these arguments, I move that separate bids be established for the following groups of rate classes:




Tranches*
Bid #1

Bid #2

Rate classes
Residential

7

4

3

RS, RH, CS, WH

Small Commercial
4

2

2

GS, GM, lighting

Large Commercial
7-8

4

3-4

GP, GT

* Tranches are to be designed to be approximately 50MW each.  The actual number of tranches in each rate class may be slightly higher or lower, depending on peak day usage for each rate class group.
Issue No. 2—Rate Discounts

Penn Power proposes to grandfather existing rate discounts for existing customers and then to eliminate them over time.


The OSBA appropriately argues that rate discounts are, in general, inconsistent with market-based pricing as some POLR customers will pay the costs associated with the grandfathered discount rates.   The OCA asserts that the gradual elimination is appropriate to permit customers to adjust to changing economic conditions.  While I recognize the basis for the OSBA’s challenge here,  I am also cognizant of the Commission’s policy of adjustments on rate policy.  Therefore, I concur with the Company’s recommendation to grandfather existing agreements, phasing such discounts out as they expire. 
However, consistent with the rebuttal testimony of OSBA, I move that such discounts shall be funded within the supply costs of that bid class of customers.  This will limit cross-subsidization across rate classes.  
Issue No. 3—Timing of Bid Process

Penn Power proposes to issue the RFP at the end of April 2006 with bids due in the third week in May 2006.

The OSBA expresses concern over the lengthy period between when the solicitation takes place, and when power flows, arguing that such a long period will increase bid premiums.  OCA expresses concern over going out for all supply at one point in time.  In response to these concerns, the following bid process should be adopted:

Schedule:

Final Order



4/20/2006

RFP Issued



5/4/2006

Bidder Session


5/18/2006

Bid#1 Bids Due


5/30/2006

Comm. Action, Bid#1


6/1/2006

Bid#2 Bids Due


7/18/2006

Comm. Action, Bid#2


7/20/2006

Rates Posted (if bidding complete)
7/27/2006 (Bids posted for all tranches)

This recommended schedule would addresses some of the concerns raised by the OSBA and OCA regarding proximity of bidding to the effective date of the contracts, and by providing for two essentially identical bids, with approximately an even number of tranches to mitigate exposure to bidding only on one day.  To the extent the total bid group has an uneven number of tranches, the first bid should have the higher number of tranches.
Issue No. 4—Contingency Bid Plan

Penn Power’s requested POLR Plan provides for a number of contingencies including the receipt of an insufficient number of bids and the impact of a default of a winning bidder.  In response to these events Penn Power proposes to avail itself to MISO administered markets or rebid.


The OCA expresses concern regarding Penn Power’s over-reliance on a spot market-based contingency plan.  Penn Power, on the other hand, indicated that its reliance on a spot-market contingency plan revolved around encouraging bidder participation in the bid process.  
Acknowledging the position of both parties,, any bids unfilled in the first bid should be offered for re-bid in the second round of bidding.  Further, any unfilled bids in the second tranche are to be re-bid in a subsequent contingency bid.  In the unlikely event that some load remains un-served, the Commission will convene all interested parties to discuss appropriate next steps in the process.  This compromise proposal should enhance the opportunities that the load will be successfully bid out to the market participants, reduce potential dependence on the spot market, and enhance bidder participation.  The schedule for any residual bidding shall be as follows:
Residual Bids Due



8/15/2006

Comm. Action, Residual Bid


8/17/2006

Rates Posted (if residual bid is filled)

8/24/2006

Issue No. 5—Rate Design

Two substantial aspects of rate design were identified in this proceeding.  OSBA argued that the demand component of GS and GM rate schedules should be eliminated, which would be consistent with market-determined supply prices.  
The OSBA’s testimony is duly noted in this case.    While adopting the ALJ’s decision, going forward, the parties should examine further the need for a demand component and also the declining block aspect of many rate schedules.  OSBA’s witness correctly noted that market-based rates are more attuned to time-of-use based rate structures that send more appropriate price signals.  Declining block supply prices and demand components may also be inconsistent with market prices and contrary to demand side management objectives that are increasingly important in an increasing energy cost environment.

The second aspect of rate design is seasonal pricing.  OSBA testified that seasonal prices were consistent with market-based prices, and argued the consistency of this pricing proposal with the proposed default service regulations.  Constellation recommended that seasonal pricing would better match revenues with costs, and significantly enhance the likelihood of getting the most competitive prices in the auction process.  OSBA testified that such a proposal would be a moderate change in seasonal prices.  Therefore seasonal prices would be consistent with a policy of gradualism. 
Penn Power’s concerns regarding complication of the bid evaluation process are questionable.  Bid evaluation spreadsheets could be easily modified to calculate a weighted average bid price based on projected summer and winter usage.  Moreover, seasonal pricing should help mitigate migration risk associated with retail competition, and send more proper price signals to customers, as noted by Constellation.  Overall, seasonal rates should result in lower prices to consumers.  Additional concerns regarding higher costs in the summer vs. winter can largely be mitigated through budget billing.  However, I will adopt the ALJ’s decision.   I believe, however, that seasonal rates should be reconsidered in future POLR proceedings.
Issue No. 6—Retail Cost of Service

Constellation noted that Penn Power, as POLR provider, will bear the costs of customer assistance, customer records, collections, and other customer service expenses, as quantified in its FERC Form 1.  Constellation recommended that these costs be refunded to shopping customers in the form of a credit.  Constellation argued that, absent a credit, choice customers would be required to pay such retail costs twice – once to Penn Power, and once to the EGS.  OSBA, among others, objected to this proposal, but offered a rational critique of this embedded cost analysis of Constellation.  
Based on the discussions of the parties, a recalculated embedded cost credit  could provide to shopping customers based on the functionalization principles outlined by OSBA’s witness, with regard to the costs identified by Constellation.  

Such credits may be required in order adequately to implement retail choice, especially for smaller customers who are likely to receive the most significant credits under this revised proposal.  Penn Power testified that it would not file a rate case.  Therefore, further unbundling does not appear to be an option any time soon.  Conversely, Dominion Retail argued that Penn Power should provide purchase of receivables service, noting that the company’s refusal to unbundle retail costs, including bad debt from its distribution rates.  
Given the desires of the competitive suppliers to remove barriers caused by current cost allocation deficiencies, an equally acceptable solution to this dilemma could be for Penn Power to voluntarily offer purchase of receives to EGSs in lieu of implementing a crediting mechanism, thus putting their collection resources to work for all suppliers (POLR and EGSs) that are supported by distribution rates paid by all customers.  Additionally, purchase of receivables, as proposed by Dominion Retail, could facilitate competitive offers to lower credit customers.  
While adopting the ALJ’s decision in this proceeding, I note that retail credits, in the absence of further unbundling of retail costs or voluntary purchase of receivables programs, does merit further consideration in future POLR proceedings. 

Issue No. 7—Bid Evaluation
OCA recommended an approach that allows for evaluation of qualifications and financial capability prior to the submission of price bids, arguing that evaluation of price bids is relatively straightforward, and can be completed within hours, thus permitting the overall determination of award to be accomplished more quickly.  A shorter evaluation period would serve to either reduce the bidder costs of participating in the solicitation or reduce the risk premium attached to the price bid.  Either of these circumstances serves to benefit the solicitation results.  Reliant also concurred with the need to allow review of financial documents prior to submitting bids.  This would allow additional cure time, thus enhancing the opportunity for active bidder participation.  
I find that the arguments of the OCA and Reliant are consistent with the need to encourage bid participation and minimize bid premiums.  Therefore, I move that the RFP should be modified to allow the review of financial documents (Parent Guarantees and Letters of Credit) at least two weeks before bidding starts.  In this manner, bids can be submitted to the RFP Manager on a Tuesday, submitted to the Commission on a Wednesday, and a decision can be rendered by the Commission on Thursday, reducing the open bid period to approximately three days.  
Secondly, Constellation argued that Penn Power should not have unbridled powers to terminate or reject the RFP, and further argued that such powers would discourage active participation by default service suppliers.  
I agree.  Only the Commission should have the power to reject bid results.  Lastly, I reject the ALJ’s approval of a maximum bid price.  I am concerned that there is insufficient evidence established in this record that delineates how any such price would be determined.  I recommend modification of this proposal, and propose that the RFP Manager provide its unbiased recommendation as to its view of an appropriate market price for full requirements service.  The Commission can use this information in its evaluation and approval process.
Issue No. 8—SMA – Stakeholder Working Group

Constellation argues that the Commission should consider requiring a period of stakeholder discussions regarding potential revisions to the RFP documents between Penn Power and potential auction suppliers, with a filing to be made with the Commission subsequent to such discussions.  Penn Power argues that past discussions of this nature have been unproductive.  Given the lack of time to fully engage the stakeholders within the constraints of this proceeding, I agree with the ALJ’s decision to deny this request.  However, this issue of the RFP and SMA construction, much of which will contain very similar provisions between Pennsylvania EDC’s should be addressed in a generic proceeding, so that the same issues do not need to be rehashed in each POLR proceeding.  To achieve administrative efficiency , I move that we assemble a working group to address these documents in a generic POLR proceeding under Docket L-00040169 . 
Issue No. 9—Rights to Cure
Constellation’s argued that Section 5.1(xi) of the RFP, which deals with, among other things, deficiency notices relative to violations of applicable federal, state or local code or regulations, was provided an insufficient cure period.  Constellation testified that it must be recognized that three (3) days is not a realistic timeframe in which to cure such defaults and that a longer cure period, such as the 30 days is required.  A 30 day cure period, argues Constellation, will provide suppliers a realistic opportunity to cure such violations.  
I agree that default service suppliers should be given adequate time to resolve events of default.  To the extent that supply service under the POLR supply agreement is not imminently threatened, the defaulting party should likely be given up to 30 days to cure violations under Section 5.1(xi) with regard to federal, state or local codes, regulations or statutes.  However, I will adopt the ALJ’s decision in this matter, pending further consideration in the generic proceeding.

Issue No. 10—Bilateral Credit
Constellation argues that utilities and default service suppliers should be subject to the same credit requirements.  According to Constellation, this requirement would protect default service suppliers from utility bankruptcies, thus enabling them to lower their wholesale full requirement bid prices.  In the alternative, Constellation argued that Penn Power should be required to accelerate settlement payments to wholesale suppliers in the event of a significant downgrade of Penn Power’s credit rating.  Penn Power argued that bilateral credit reciprocity would cost the utility money, and that the Commission had a vested interest in ensuring that utilities meet their payment obligations.  
I agree with the ALJ that bi-lateral credit should be rejected at this time.  Constellation was unable to identify any default service bid programs in any states that adopted bi-lateral credit requirements.  However, Constellation did establish a case for its accelerated payment alternative in most neighboring jurisdictions.  I therefore recommend that Constellation’s weekly accelerated payment proposal be further discussed in the generic proceeding.
.
Issue No. 11—Level of Collateral

Penn Power proposed that default service suppliers provide $1 million per tranche (decreasing over time) as an Independent Credit Requirement (“ICR”), in addition to credit amounts determined under a Mark-to-Market mechanism (“MTM”) that includes a multiplier of 1.1.  When calculating the collateral requirements of any wholesale default service supplier, Penn Power also indicated that it would not provide a credit for any amounts owed to the default service supplier.  Reliant testified that Illinois had recently eliminated the ICR, and that Duquesne Light Company’s ICR has been rejected.  Constellation pointed out that Maryland Standard Offer Service (“SOS”) collateral requirements exclude an ICR, contain no MTM multiplier, and factor payables into the MTM calculation.  Constellation further noted that the states of Maryland, Delaware, Illinois and Virginia, as well as the District of Columbia have all agreed that less restrictive credit provisions provided adequate credit support.  Penn Power countered that New Jersey and Ohio require both an ICR and a MTM adder.  Constellation concluded that these onerous provisions can adversely impact the liquidity and pricing of the procurement process because suppliers have credit and contingent capital limits that cause them to participate in those procurement processes that are less onerous in terms of the costs of credit and capital.  Additionally, the higher the credit related costs, the more consumers will pay as suppliers will try to capture back some of the costs associated with such credit requirements through premiums included in their bids.  For these reasons, most of the states that now offer competitive procurement programs in the PJM and MISO regions have chosen not to require an ICR or have an MTM adder.  
Consistent with the intent to attract prospective bidders to enhance competition for supply service, I move for the elimination of the ICR once the MTM collateral, including the multiplier, exceeds the ICR.  Credits for any payables should be incorporated into the MTM calculation.

Issue No. 12—Unsecured Credit Amounts  

Penn Power proposed a sliding scale unsecured credit allowance that will dictate how much unsecured credit a supplier receives, as a function of the credit score of the supplier or the supplier’s guarantor.  Penn Power’s proposal provided unsecured credit allowances down to BBB-.  Reliant proposed a similar sliding scale credit allowance table that provided for additional unsecured credit allowances for customers down to BB-, which was consistent with that approved in Maryland’s SOS bidding process.  The Maryland process provided for $5 million, $10 million and $15 million of unsecured credit for credit scores of BB-, BB, and BB+, respectively.  Reliant offered testimony that demonstrated that the risk of default was around 2% for BB- on a 1-year, and 2% for BB on a 2-year contract.  Penn Power countered that the default risk for a B- credit score creditor is 38% in 5 years.  
I agree with Reliant that some level of unsecured credit below BBB- is justified given the low risk associated with a 17 month bidding program.  Moreover, Penn Power’s reference to 38% default risk was ill suited for application in this proceeding.  In that Penn Power’s testimony failed to demonstrate that any regional SOS default service suppliers had defaulted on their supplier obligations of similar duration, I find that an unsecured credit of $5 million, $10 million, $15 million and $20 million be provided to suppliers with credit ratings at or above BB-, BB, BB+, and BBB-, respectively.  

Issue No. 13—MISO Charge Exhibit
Constellation argued that the SMA should include a chart that clearly delineates what MISO charges each party to the SMA is responsible for. Constellation demonstrated that SOS contracts used in the Maryland, District of Columbia and Delaware  RFP processes, and the contract proposed by Commonwealth Edison and Ameren in the Illinois auction process use this mechanism to clarify which RTO imposed charges are to be paid by which party.  It should be no burden or cost for Penn Power to include this exhibit in the SMA.  I move that this request be granted.

Issue No. 14—Confidentiality
Constellation proposes to include a Confidentiality section in the SMA (proposed Section 15.15), consistent with confidentiality agreement in Maryland’s SOS process, and consistent with standard industry practice.   Constellation further recommends that there needs to be (i) a contractually binding obligation to maintain information as confidential and (ii) a consequences for violation of such obligation.  Constellation witness Phillips disagreed with Penn Power’s assertion that the proposed confidentiality language is too broad, since it utilizes standard language that excludes disclosure to governmental agencies or pursuant to legal or regulatory proceedings, or information that is generally available.  
I move that Constellation’s proposed section 15.15 be included in the SMA, consistent with standard industry practice.  Further, such inclusion is appropriate since the existing confidentiality provisions appear mainly focused around the RFP process, whereas there will be a continuing need to address confidentiality of information retained by Penn Power during the duration of the contract period as it administers the agreement.  

Issue No. 15—Derivative Accounting and Language

Constellation recommends removal of the last sentence in Section 5.4(a) of the SMA in order to relieve concerns regarding the impact of assignment, and the resultant derivative treatment, for accounting purposes, for a default service supply contract.  Penn Power acknowledges that derivative treatment is a concern for suppliers, but is equally concerned about the adequacy of contractual requirements to protect consumers in the event of default.   
Both parties have raised legitimate concerns about this proposal.  Constellation successfully argues that Penn Power has failed to carry its burden of proof to demonstrate that “normal purchase and sale” will be afforded wholesale suppliers.  However, Constellation fails to provide alternative language that would clarify the calculation of the settlement amount.  Optimally, wholesale suppliers and Penn Power will examine how this issue is addressed in other states, and will mutually agree to alternative language that would be applied to all wholesale suppliers, for the benefit of customers.  The Commission recommends this action.  Absent such agreement, Constellation’s proposal to eliminate the last sentence of 5.4(a) should be denied.
Issue No. 16—Customer Education


Penn Power proposed to file compliance tariffs on October 16, 2006, and to provide rate notices to consumers in their November 2006 bills.  In testimony, the Company noted that it was in the process of sending a letter to customers informing them of this filing, how to participate in the proceeding, and the impact of the proceeding on them.  The Company further indicated that another letter would be sent to customers after new retail rates are submitted to and approved by the Commission.  Lastly, the Company indicated that it would provide additional public notice as directed by the Commission under § 53.45(g) of the Commission’s regulations, 52 Pa. Code § 53.45(g).


Constellation argued that Penn Power should be required to hold a series of customer meetings with large customers who may be more interested or able to choose an EGS.  Customers would be educated on the Interim Plan and meet with EGSs.  Constellation offered to contribute financially to such a meeting, and argued that the Company be prohibited from holding meetings with customers absent the presence of licensed non-affiliated representatives at any such meetings.

The ALJ rejected Constellation’s proposal, noting that large customers should be permitted to attend Penn Power’s pre-bid conference. 

The ALJ’s recommendation regarding attendance at the pre-bid conference does not address Constellation’s concerns or benefit customers.  The purpose of a pre-bid conference is to answer bidding questions of wholesale suppliers who have an interest in bidding in the auction.  The results of the bid and the impact on customers will not be known at that time, and wholesale suppliers (not retail suppliers) will be in attendance.  It is likely that large customers would gain minimal benefit from attending such a meeting.  


The concern remains that Penn Power’s education program may be inadequate.  Specifically, given the likely increase in generation costs since 1997, customers should be given additional information, not only on the increase in rates but also on energy efficiency programs, demand management programs, and retail choice.  Penn Power should be directed to coordinate any communications with the Commission’s Office of Communications and the Bureau of Consumer Services in consultation with the Bureau of Conservation, Economics and Energy Planning (“CEEP”) and to file a copy of any customer letters that it sends out.  Additionally, Penn Power should hold a conference call with interested EGSs and CEEP for the purpose of planning a joint meeting with interested large customers.  Such meeting should be held immediately after approval of the new rates in order to review the results of the bid process and allow large customers (GP and GT rate class customers) to meet with other competitive suppliers.  Costs for this meeting may be jointly funded by Penn Power and participating EGSs.  
THEREFORE, I move that the Office of Special Assistants draft the appropriate order consistent with this Motion.
April 20, 2006




______________________________
      Date




James H. Cawley, Vice Chairman
� Penn Power St. No. 4 at 5.
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