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INTRODUCTION

Direct Energy Services, LLC (“Direct Energy”) submits these reply comments pursuant
to the Commission’s Advance Notice of Final Rulemaking Order (“ANOFR”) and its related
Proposed Policy Statement Order (“Policy Statement”) adopted February 8, 2007. As was done
for the first round of Comments, Direct Energy submits these reply comments in both dockets.

The end-state electricity market design is not a negotiable product. If the Commission
wants truly robust competition and innovative product options for the customers, only one
overall market design will work, recognizing that there may be a few ways to implement the
design. In reading the Comments presented by suppliers and private sector small customers’,
there 1s a high degree of uniformity among the messages. The comments of other parties
however, seem to contain significant distortions in the definitions and the interpretations of the

PUC's proposals in an effort to advance their own specific policy goals, which may or may not

See comments of RESA, NEM, Con Ed Solution, Direct Energy Services, Hess, Strategic
Energy, Reliant and Economic Growth through Competitive Energy Markets Coalition.



be consistent with the overall policy goal of the Commonwealth. The policy of this
Commonwealth, it apparently bears repeating, is customer choice of generation suppliers.

A successful retail market design includes, among other things, a market-responsive
default service rate. It must include the availability of customer usage and billing data in an
accessible and readily available format. The market design must link the obligation to bill and
collect with the entity that “owns” the customer. Finally, the market rules, regulations and
standards should be consistent across the state. These include codes of conduct for utility and
affiliate behavior, operational protocols and tariffs and consumer protection and compliance
issues. The issues that the Commission presented in its Policy Statement, such as the customer
referral program and the retail market ombudsman should be incorporated into the uniform rules
and business practices utilized around the state.

L Default Service Rates Should Reflect the Prevailing Market Price.

A default service rate that is reflective of current market conditions is the bedrock of a
competitive market. The Commission rightly believes that fixed rate options should be provided
by the competitive marketplace. Direct Energy fully supports this conclusion. Others in this
proceeding who do not support this conclusion rely on policy objectives not articulated in the
Electric Choice Act or on arguments that are fundamentally flawed.

A, Procurement of Power should be done in a manner consistent with the

Prevailing Market Price Standard and in a manner that promotes the policy
objectives in the Electric Choice Act.

1. PPL Comments on Procurement

PPL Electric Utilities Corp (“PPL”), for example, “believes that a statewide descending
clock auction would . . . be a better approach for obtaining defanlt supply.” (PPL Comments at
p- 8) Inits support of such a mechanism, no benefit to the customers is ever mentioned, nor is

any furtherance of the policy of the Commonwealth of Customer Choice of generation supplier.



PPL suggests that the state-wide auction would be less burdensome on the Commission. (PPL
Comments at p. 7) PPL also states that the state-wide approach would not “disrupt the wholesale
market”, a market in which PPL is a significant state-wide participant. (PPL Comments at pp. 7-
8) Finally, PPL states that it would minimize the risk of inconsistent regulatory treatment of
individual DSPs. (PPL Comments at p. 8) None of these are a valid reason to fail to move to a
market-reflective default service.

PPL also resists relying on the spot market for purchases, using volatility as a scare tactic.
They state “monthly electricity pricing in the PPL zone within PYM between 2002 and 2005
increased as much as 52% in a month or decreased by 32%. Prices have varied as much as 200%
in a year.” (PPL Comments at p. 12) PPL presented this testimony in its recent competitive
bridge plan hearing. In that hearing, they submitted monthly PJM pricing data for 49 months.
‘What they didn’t mention in the testimony then or in their filing in this docket is that in 44 of the

49 months, the PTM monthly clearing price in the PPL zone was less expensive than the PPL

tariff price for residential customers. PPL objected to this finding at the hearing and suggested
that the math presented was incorrect. Even when adjusted using PPL’s own math (which was
questionable at best), 32 of the 49 monthly PIM prices were lower than the PPL tariff price.2
Some entities may argue that volatility is bad for consumers. That is debatable. The bottom line
however, is that lower prices are good for consumers. The results are irrefutable. Market-

based, shorter term default service rates result in lower prices to default service customers.

2. Allegheny Power Comments on Procurement
Allegheny Power (“Allegheny”) suggests a form of “laddering” of contracts. Allegheny

certainly is sending mixed signals in its comments, Allegheny states that “the premise behind

2 See Appendix |, Exhibit FPL-4, Oral Rejoinder Testimony of Frank Lacey, in the Petition
of PPL Electric Utilities Corporation, For Approval of a Competitive Bridge Plan, Docket
No. P-00062227, discussed at transcript pages 218 — 222, December 19, 2006.



recent arguments for a complex ‘portfolio’ approach to default service is that it is possible for a
complex ‘portfolio’ to provide better prices than the market. This is simply untrue, and contrary
to all the evidence that led Pennsylvania . . . to seek access to the benefits of retail and wholesale
competition . . ..” (Allegheny Comments at p. 7) Direct Energy agrees with this conclusion.
However, it 1s therefore confusing when Allegheny later suggests that “[s]upply contracts can
vary by customer class groupings (and/or even consist of mixes of contract terms for each
group), and the expiration dates of the contracts can be staggered so that only part of a customer
class’s load turns over at any one time.” (Allegheny comments at p. 8) This “complex
portfolio” approach advocated by Allegheny is contrary to its own recommendations and it
neither mitigates volatility nor mitigates price increases. It only mitigates competitive choices.

3. Constellation Comments on Procurement

The Constellation Energy Group Companies (“Constellation”) state that price
adjustments negate “wholesale suppliers’ abilities to manage portfolios and analyze and account
for market changes and therefore does not provide for price stability.” (Constellation Comments
at p. 11) Constellation asserts that “price diversity and market-priced service can be achieved,
with some measure of price stability, by the Commission’s proscribed competitive procurement
structure which couples laddered contracts with multiple procurements leading up to the date of
default service delivery.” (Constellation Comments at p. 11) This argument belies the policy of
the Commonwealth which is customer choice of generation service provider, not wholesale
provider’s choice of electricity service to customers. Constellation is simply advancing retail
electric rate policies that will best advantage its wholesale supply business. That is not the

proper basis on which to make such policy determinations.



4, PECO Comments on Procurement

PECO Energy Company (“PECO”) seemingly goes further than the other EDCs,
supporting a state-wide procurement with laddered contracts and advocating contract terms
greater than three years for commodity supply. (PECO comments pp. 4-8) They offer no
benefits that will accrue to the customers with their suggestions.

5. EBEAPA Comments on Procurement

PPL and Energy Association of Pennsylvania (“EAPA”) support long-term contracts
through their suggested definitions of “prevailing market price”. They both suggest that “the
price for each of these different [energy] products over the agreed-upon term is a prevailing
market price at the time the generation supply is purchased.” (EAPA Comments at p. 5, PPL
Comments at p. 5) The instruction in the Electric Choice Act is to acquire power at the
prevailing market price when energy is not delivered from a supplier or when a customer fails to
make a competitive choice — not years in advance of that circumstance. It is clear from a reading
of the entire section that the default customer must receive a price that reflects the price
prevailing at or around the time that the customer utilizes the power. The EAPA/PPL
interpretation — which is shared by OCA, OSBA and many others — would mean that the
“prevailing market price” standard would be met by whatever price a contract sets, even if the
price is set years in advance. To suggest that a customer will see a “prevailing market price”
three years after a contract for the delivery of power is executed strains credibility. Defanit
service is a customer call option on energy. This EAPA/PPL definition is akin to suggesting that
someone could purchase a call option on a stock with a strike date three years forward at the

same price three years in the future as he could today.



6. Dugquesne Light Comments on Procurement
Duquesne Light Company (“Duquesne”) commented “[ajttempts to frequently adjust

retail rates for residential customers (e.g., in New York and Massachusetts) and attempts to rely
on a portfolio approach with reconciliation {e.g., New York) have in many instances resulted in
more rate shock for customers and less retail shopping than experienced in Duquesne’s service
area.” (Duquesne Comments at p. 7) Certainly, with frequently adjusted pricing, customers will
see price variations. There has been no evidence presented that New York customers have

experienced “rate shock™. In fact, in Pike County public input meetings, customers with homes

and/or businesses in both New York and Pennsylvania asked why their Pennsylvania properties

weren't priced like New York customers. The risk of price shock is much greater under long-

term contracts than under short-term default contracts. If nothing else, the impacts of inflation
are greater with long-term procurements. Additionally, if timed incorrectly, price shocks will be
lasting with long-term contracts. With frequent adjustments, prices will come down with the
market.

Duquesne also states that “[s]maller customers and especially residential customers do
not want to be exposed to short-term wholesale market price volatility while competitive retail
markets continue to develop.” (Duquesne Comments at p. 16) While on its face, this does not
seem like an outrageous assertion (in fact the claim is suspect because it is based on testimonials
from consumer advocates around the country — not consumers), it does not reflect the whole
story. If presented with the question, “Do you want stable prices?”” the answer may be yes.
However, if the question is, do you want lower prices and competitive options, or do you want
stable — and potentially higher rates — the answer undoubtedly will be lower prices and
competitive options. If residential customers in Duquesne’s service territory had been on

monthly priced service, Direct Energy estimates that they would have saved over $75 million



dollars versus the POLR III rate during the first two years of POLR III.* Only if customers are
presented with these facts can an accurate estimation of customer opinion be obtained.
Duquesne dismisses the argument that customers should see price signals stating that the
argument “is dampened however, to the extent that default service rates could reflect ‘stale’
prices due to laddering and/or reconciliation.” {Duquesne Comments at p. 17) In an age where
discussion of AEPS dominates much of the day, when global warming, greenhouse gas initiative
and carbon taxes consume much of our time, clearly it is incorrect to suggest that short-term
price signals are not important. Of course, short-term price signals are crucially necessary so

that customers can react to energy prices and allocate energy resources efficiently. In essence

by its very statement, Duquesne is really telling the Commission why long-term contracts are

fundamentally flawed from a policy perspective.

Duquesne further argues for long-term contracts stating “large increases in energy prices,
such as those experienced recently, are extremely difficult to control and manage.” Dugquesne is
correct in that large increases in energy prices are difficult to control. Yet for some reason,
Duquesne thinks that it can control them better than others. They simply cannot. The energy
market is priced based on global fuel commodities and demand. Energy prices across the
country and the world have risen over the last several years. Neither Duquesne nor any other
utility is in a position to control energy prices. The question for the Commission is whether the
Commission wants the utilities to try to manage the generation risks for the customers or if the
customers in the Commonwealth should be given the opportunity to do so by receiving

timely pricing signals and having the real ability to choose their own electric generation

See Appendix I, Intelometry Inc,, Power Price Report, Pittsburgh Market {Duguesne
Light}, 1-1-05 to 11-30-06, December 2006,



supply in order to mitigate or avoid such price changes. The Electric Choice Act is clear on
which path the Commission should pursue.

7. QCA Comments on Procurement

The Pennsylvamia Office of Consumer Advocate (“OCA”) suggests that for residential
customers, “[c]ontracts should be laddered to minimize risk.” (OCA Comments at p. 62)
Interestingly, OCA states in its comments that it is clear “that for residential customers default
service will remain the primary means by which essential electricity service is made available to
customers on reasonable terms and conditions.” (OCA Comments at p. 3) This conclusion can
only be premised on the basis that the OCA believes that its policies will be adopted or that
competition won’t deliver betier prices and products to residential customers than regulation.
Laddering of contracts in fact, gives rise to the least competitive of all market scenarios. No
matter what the ultimate definition of “prevailing market price” adopted by the Commission,
laddering contracts cannot meet that definition. Laddering contracts forces the averaging of
prices over time and yields the least competitive results. For example, if a three year laddering
approach was taken (similar to the New Jersey model that was rejected by the Commission in its
ANOQOFR and Policy Statement), the resulting price is the average of three different solicitations,
each of which was argued to be the “prevailing market price”. Clearly, the average of three
“prevailing market prices” cannot be the “prevailing market price”.

The OCA argues for three pages that the Commission should not require price
adjustments on a quarterly or more frequent basis. (OCA Comments at pp. 18-20) First the
OCA states that the Commissions proposal is based on the “mistaken assumption” that prevailing

market prices are “short-term prices”. This is not a mistaken assumption. The common

definition of the word prevailing is: 1) Most frequent or common; predominant; 2) Generally



current; widespread.* Again, the call option analogy utilized above is appropriate. The market
price for an option on a stock will not be the same over the course of any material length of time.
It will always be reflective of prevailing market conditions.

OCA also “submits that there is no obvious benefit from the use of quarterly price
changes in the stimulation of retail competition.” It cites to the gas markets and suggests that
quarterly pricing “might act as a barrier to customer choice.” With all due respect to the OCA,
not one of the competitive supplier entities that has intervened in this docket has suggested that
market-based default service is a barrier to retail competition. These competitive supplier
intervenors compete actively in competitive energy markets globally on a daily basis.
Surely, if quarterly pricing was a barrier to competition, one of the suppliers would have
mentioned it. (Adjustments due to reconciliation, on the other hand, are anti-competitive.)

The OCA also states that the “default service rate should be a stable price that adjusts no
more than on an annual basis. Prices that change more frequently can introduce significant
problems of affordability and bill management for customers. With unknown and unpredictable
changes during a 12-month period, the affordability of basic electric service can be jeopardized
(particularly for low to moderate income households), payment plans can be negatively
impacted, and budget billing becomes extremely difficult to implement and maintain.” (OCA
Comments at pp.18-19) These arguments can be made for a rate period of any duration — 3
months or 3 years. Pike County residents would be happier with shorter term pricing. The

residents asked to be on a monthly price, like customers in New York. Payment plans and

budget plans are just as impacted by annual rate changes as they are by quarterly rate changes.

Unless every customer on a budget plan signs up on the first day of the plan year (which is not

4 Prevailing. Dictionary.com. The American Heritage® Dictionary of the English L angiage,

Fourth Edition. Houghton Miffiin Company, 2004.
http://dictionary.reference.com/browse/prevailing (accessed: March 20, 2007)



feasible due to different meter read dates), then the budgeting has to overlap multiple budget
periods. The entire energy industry is properly concerned about the ability of low income
customers to afford the utility services they need; but the answer must be state-wide or individual
company low income energy assistance plans - not skewing the overall default service rate
structure to assure that the least fortunate can deal with any contingency. The fair extension of
OCA’s argument is that all EDC distribution rates should be reduced to the level at which the
most payment troubled customer can afford. This arguments presented by OCA are red herrings.

8. OSBA Comments on Procurement

In arguing for default service contracts of up to three years, the Pennsylvania Office of
Small Business Advocate (“OSBA™) claims that the “Commussion has articulated no rationale for
subjecting small business customers with peak loads of 25-500 kW to greater price volatility than
the other identified customer groups.” In fact, there is no evidence that the quarterly pricing or
annual contracts proposed by the Commission will lead to greater price volatility. In fact,
evidence and logic dictates that the volatility is lower when prices change more frequently. If
prices change less frequently, it is likely that the change will be larger in magnitude than if prices
change on a regular basis. Those large changes drive price volatility. In fact, between January 1,
2002 and November 30, 2005, Direct Energy estimates that the historic volatility that small
commercial customers using for an average small commercial customer using 45,000 kwh
annually would have been 35% if PECO had adopted a monthly pricing mechanism.” That
volatility was largely driven by the price spikes caused by Hurricanes Katrina and Rita. In

addition to a reasonable level of volatility, the small commercial customers would have saved

approximately $1.1 billion over that same time period versus the PECO tariff which equates to a

5 See Appendix lll, Intelometry, Inc., Power Price Report, Philadelphia Market (PECO
Energy Company), 1-1-02 te 11-30-06, December 2006.
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34% reduction off of what they actually paid to PECO during that time frame.® In Duquesne’s
service territory, the same study was conducted for the first 23 months of POLR 111 service
(January 2005 - November 2006). If small commercial customers had procured energy using a
monthly priced preduct in that market, the customers would have seen volatility of 18% and a
real reduction in rates of $28 million compared to Duquesne’s POLR 1T rates.” In only five of
the 23 months analyzed (those near the hurricanes of 2005), customers would have paid rates
higher than the current tariff. In the other 18 months, customers would have paid less.

OSBA also believes that longer term contracts may be needed to “enable developers to
obtain the funding for alternative energy projects.” Direct Energy disagrees with this conclusion
and laid out its arguments in its initial Comments in this docket. While Direct Energy would
prefer to see a market-based solution to the AEPS supply issues, it has presented a reasonable
solution that is competitively neutral below (See Section VI, Page 24).

9. Customers’ Comments on Procurement

One customer, United States Steel Corporation (“US Steel”), is suggesting that the DSP
should have the ability “to exercise discretion to enter into prudent and reasonable long-term
supply contracts,” It states that “[a]lthough over-reliance on long-term contracts can be
problematic in some circumstances, the use of a long-term confract in a balanced supply
portfolio could result in price stability for default service customers.” (US Steel Comments at p.
4) US Steel offers no solutions to the circumstance where long-term contracts can be
problematic. It also offers no justification for their suggestion other than price stability. US

Steel in fact admits, however, that it is already receiving its power from a competitive supplier.

Intelometry, Inc., Power Price Report, Philadelphia Market (FECO Energy Company), 1-
1-02 to 11-30-06, December 2008,

Intelometry, Inc., Power Price Report, Pittsburgh Market (Duquesne Light) 1-1-05 to 11-
30-06, December 2006.
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(US Steel Comments at p.2) That supplier, no doubt, is giving US Steel exactly what it needs in
an electricity product.

The Industrial Energy Users of Pennsylvania, et al (“IECPA”) also argue for a long-term
default service price for its members stating that a monthly POLR price is volatile and
unpredictable. (IECPA Comments at p.4) IECPA members are procuring power from the
competitive markets in Pennsylvania and across the country. They are no strangers to
participating in these markets. Presumably, with their size and buying power, they too, are
getting exactly the products they are looking for and at very competitive prices. IECPA further
argues that a critical business need of the large industrial customers is to manage energy costs.
(IECPA Comments at p.4) The entities best suited to help an industrial company manage its
costs are the competitive suppliers; perhaps even a supplier that owns generation. These entities
are staffed with electricity market experts that can work with their customers on a daily basis to
assist in the energy management tasks.

Ironically, IECPA really makes a compelling argument for a monthly default product. It
states that the monthly default product “may be a useful option for a customer that is in between
long-term contracts. Under this scenario, the customer could use the monthly PTC as a bridge
between competitive contracts” to bridge timing differences or wait out market anomalies.
(IECPA Comments at p. 5, emphasis added) IECPA’s description is exactly how the default
service is envisioned to work. Default service is a call option for customers. Itis for
customers whose supplier fails to deliver or for customers who fail to choose a supplier. There
should not be a free call option on fixed-price energy awaiting the customers who choose to

“wait out the market” or fail to sign a contract in a timely manner.
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Finally, the views of all of the utilities, OCA and OSBA, and the large industrial
customers are in direct contrast to a group representing thousands of smaller customers.
Ironically, IECPA argues that it needs long-term fixed price defauit products to sustain economic
growth in the commonwealth. (IECPA Comments at p. 7) The Economic Growth through
Competitive Energy Markets Coalition (“CEM”) represents 4,000 business electricity consumers
“interested in achieving an enhanced competitive electricity market in Pennsylvania.” (CEM
Comments at p. 1) CEM’s first principle is job growth. Its second principle calls for “effective
retail energy competition”. (CEM Comments at p. 1) CEM specifically “supports the concept of
regular adjustment of default service rates.” (CEM Comments at p. 2) It is clear that they
understand the benefits of effective retail energy competition on their member businesses, and on
the overall economy. It appears that IECPA, US Steel and the utilities all have a different
agenda.

B. Reconciliation should be eliminated, or alternatively, limited to only

reconciling the utilities actual cost to implement its DSP responsibilities, and
not include commodity management.

As part of the quarterly-adjusted PTC rate, the Commission would encourage, but not
require, interim rate reconciliation to correct under and over-collections. Direct Energy is
opposed to such market distorting adjustments. In fact, the suggestion that the DSP would be
allowed reconciliation is an admission that the Commission needs to allow the utilities to
“correct” prior hedging mistakes. In essence, reconciliations are nothing more than stranded cost
recoveries that distort true market price signals significantly. If utilities are unable to effectively
manage a supply portfolio, they should not be managing that portfolio. Direct Energy manages
an energy portfolio for millions of customers around the world. Reconciliation is not accessible

to competitive suppliers, nor should it be part of any competitive energy market framework. It is
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a vestige from the bygone era of regulated utilities and is inherently discriminatory and antj-

competitive. The Commission must reverse its recommendation to allow reconciliation.

1. PPL and FirstEnergy Comments

Metropolitan Edison, Pennsylvania Electric and Penn Power Companies (collectively
“FirstEnergy”’) and PPL support the Commission’s proposal to allow reconciliation. (PPL
Comments on Policy Statement at p. 10, FirstEnergy Comments at p. 11) Direct Energy strongly
believes that not only is reconciliation of default service rates bad public policy, and perhaps not
allowed by the Electric Choice Act it is simply just not necessary.

Reconciliation is bad policy because in very short periods of time, it divorces the market
price signals from the true market price of electricity. It will virtually gnarantee that customers
never see the appropriate price signal from the default service provider. The Commission’s
ANOFR and Policy Statement make it clear that the Commission would like some meaningful
portion of the default service portfolio to include spot market energy purchases. It appears that
the Commission believes that with short-term pricing, reconciliation is needed. This is not true.
Utilities can, and do, procure default service power in several markets around the country
without incurring any risk at all, thereby eliminating the need for a reconciliation mechanism.

PPL suggests that reconciliation is the “only way” that the Electric Choice Act can be
implemented fully and that reconciliation is required by the Competition Act. (PPL Comments
on Policy Statement at p. 10) This statement 18 completely without merit. Eleciric competition is
implemented in many markets without any type of reconciliation mechanism.

Most simply, utilities can hold competitive solicitations for load following power supply.
With these contracts, no commodity risks are incurred and there is no need for reconciliation of
commodity costs. Maryland, for example, is implementing quarterly competitive supply

auctions for its mid-size C&I customers (25 kW to 600 kW peak load). These contracts are load
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following contracts and the utilities bear no commodity risk by procuring these contracts for their
default service (referred to as Standard Offer Service or SOS in Maryland). For residential
customers in Maryland, the utilities are procuring a more complex “portfolio” of contracts.
Again, all of these contracts are load following, so the utilities bear no commodity exposure. It
appears that the Commission has suggested the same type of competitive auction mechanism in
Pennsylvania. The utilities should not need a reconciliation mechanism to manage commodity
exposure.

Alternatively, if a utility is willing to accept commodity risk, it should do so on its own
accord. It should not burden ratepayers with its hedging issues. Duquesne Light has taken this
approach in its past POLR cases, is asking for that risk again in its POLR IV case and advocating
for being able to manage its commodity risk in this docket as well. Duquesne has not had a
reconciliation mechanism in place during its POLR periods, is not proposing reconciliation in
POLR IV and is not advocating for it in this docket. In a list of ANOFR issues that Duquesne
has commented that it does not concur with, they state “while reconciliation may be
recommended, if a utility desires to forgo reconciliation that should be permissible.” (Duquesne
Comments at p. 25) Apparently, Duquesne is content without reconciliation. We have heard

repeatedly about the successes of the Duquesne retail market.

2. Direct Energy Comments

In its initial Comments, Direct Energy urged the Commission to eliminate reconciliation
altogether. It argued that the utility should be able to procure power in a risk free manner.
Additionally, it argued that a cost adder could be included on top of the energy price. The
revenue from the adder would be used to “manage™ the default service obligation. Direct Energy
fully understands that default service providers incur costs to be the DSP. The initial Comments

suggested that the utilities should be forced to manage within the parameters of the cost adders
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and that the retail markets would keep their adders in check. If the Commission is not willing to
force the ntilities to manage their default service operations within a certain cost bandwidth, then
Direct Energy would not be opposed to. allowing, but not requiring, reconciliation of costs to
implement the default service program. In this instance, the price distortions will be very limited
(likely less than one-tenth of a cent per kWh per adjustment period). However, if the
commission is going to allow reconciliation of costs, it should not allow a profit margin in those
costs, because profits should be earned for managing risks. In a world where reconciliation is
allowed, the utilities bear no financial risk, so the utilities should not be allowed to eamn a retumn.

1L Competitive Markets Must Include the Availability of Customer Usage and Billing
Data in a Readily-Available, Accessible and Usable Format.

Information and data access is vitally important to the long-term success and value of
competitive electricity markets. Specifically, as more advanced metering initiatives become
available, it will be absolutely critical that competitive market participants have this information
available to them on a real-time basis so that all customers can receive the benefits of the
advanced metering. But even more important than what is outlined, customers should have
portable access to their data so that a customer can log onto a website to authorize the release of
its data to a supplier. It should be made available, like cell phone data today, so that a customer
need not know his or her account number to access it. A phone number, or Social Security
number, or some other reasonable means of identification should be the threshold for data access.

A few parties commented on the Commission’s Policy Statement proposals for §69.1812,
“Information and data access policies.” There does not appear to be any opposition to the
concept of availability of customer data. OCA suggested adding a few consumer protections to
the data received by any competitive supplier. Direct Energy does not have any opposition to the

language suggested by OCA, other than to say that it might not be needed. Electric suppliers are
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bound by several consumer protection requirements imposed at the federal and state levels. It is
not clear whether incremental regulatory language specific to electric supply information is
required.

IIl.  Market Design must Link the Obligation to Bill and Collect with the Entity That
“Owns” the Customer.

In the ANOFR, the Commission suggests that full rate unbundling will occur in the near
future. The Commission also suggested in its Policy Statement that the “public interest would be
served” through the consideration of a Purchase of Receivables (“POR”) Program. These two
issues are obviously, inextricably linked.

A. OCA Comments on POR

The OCA submits “that any purchase of receivables program must be narrowly tailored
to meet the identified problem and must have significant consumer protections, including the
requirement that EGS cannot reject any customers and that a customer cannot be terminated for
failure to pay amounts that exceed the DSP default rate.” Direct Energy does not object to these
principles, as long as the entirety of the POR program is competitively neutral. The QCA cites
to various settlements on POR-type issues, saying a “purchase of receivables program on top of
the established protocol would be unnecessary.” (OCA Comments at p. 71) Direct Energy
respectfully disagrees with the OCA on this point. The programs cited by the OCA are gencrally
biased against competitive suppliers in that the utility is not fully performing its collections
services on their behalf, yet it does 50 on the behalf of the current POLR suppliers (usually the
utilities’ unregulated generation affiliates). For example, under the current programs, if an EGS
customer fails to pay a competitive supply bill, the debtor is turned over to the EGS, or the EGS
is forced to lose the customer, causing its investment in power for that customer to become

“stranded” with no right to recover that cost. Yet if that same customer was on POLR service,
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the utility would undertake all of its collections activities on behalf of the POLR supplier. This
1s inherently discriminatory and anti-competitive behavior. The fact that few competitive
suppliers take advantage of those provisions should be sufficient evidence that they do not make
a comprehensive POR program — similar to that agreed to by Duquesne — unnecessary. Direct
Energy is willing to work with the OCA and the Pennsylvania utilities to create an acceptable
purchase of receivables agreement. The framework used in the recent Duquesne Light
distribution case is a great example and starting point.

B. FirstEnergy Comments on POR

FirstEnergy “believe[s] the endorsement of programs under which EDCs will purchase
the receivables of EGSs is not good public policy.” (FirstEnergy Comments at p. 13)
FirstEnergy states that “[t]he purchase of an EGS’s receivables will require diversion of an EDCs
capital for purposes not directly related to a primary business activity of the EDC - the reliable
delivery of electricity through the distribution system.” (FirstEnergy Comments atp. 13) The
competitive suppliers and competitive market is not served in any way by having FirstEnergy put
the reliable delivery of electricity at risk. The competitive suppliers would never risk such a
potentially catastrophic result. However, Direct Energy does not believe that any incremental
capital or resources need to be deployed away from the critical reliability function te manage its
billing and collections processes.

Today, FirstEnergy performs (as do all of the EDCs) billing and collections services for
all of their customers. There is virtually no customer switching in the FirstEnergy service
territory. They are also obligated, and presumably stand ready to perform consolidated billing.
FirstEnergy, therefore, should not incur any incremental costs as a result of billing and collecting
for competitive suppliers. In fact, it is likely that their costs will decrease, because in a

competitive market, it is likely that the ultimate cost to consumers will be lower than if they
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remain on default service (credit-challenged customers especially will be unlikely to move to a
competitive market product unless they see a reduced price). As costs decrease, bad debt
expense will decrease. To the extent that some incremental costs are required for programming
changes, they should be very minor. In the recent Purchase of Receivables settlement with
Dugquesne, the suppliers agreed to finance the development of the systems needed to implement

the program. It 1s truly a win-win proposition, as the utility employees are maintained at their

current utilization, the competitive market is more efficient, and there will be no duplicative

payment of customer service costs to customers that are billed through this program.

As Direct Energy outlined 1n its initial Comments, the credit and collections relationship
should stay with the entity that has the ultimate customer relationship. As an alternative to the
EDC performing POR services, Direct Energy would be fully suppertive of a model where all
customers were billed for all charges (including wires charges) by the competitive supplier, so
long as the supplier had all of the collection rights available to it that the wires providers now
enjoy. In that scenario, the supplier owns and manages the full customer relationship and bears
all risk of non-payment, including non-payment for wires charges.

IV. Market Design must Include Uniform and Consistent Statewide Rules Governing

Operational Implementation, Consumer Protection and Compliance Issues, Utility

Codes of Conduct for Affiliate Relationships, Retail Market Programs and a Clear
Delineation of what are EDC services and what are DSP Services.

The market rules, regulations and standards should be consistent across the state. These
include operational protocols and tariffs, consumer protection and compliance issues, codes of
conduct for utility and affiliate behavior, retail market programs and a clear delineation of what
are EDC services and what are DSP services. On the operational rules side, only two issues

seem to be of concern to some entities — switching restrictions and customer referral programs.
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A, Switching Restrictions

EAPA supports switching restrictions. The EAPA states that “[a]n absence of switching
rules will lead to higher business rnisks and thus higher electric rates.” The short answer is that,
as the PUC has already found, switching restrictions that treat customers who switch to a
competitive supplier and then return to default service differently than a new customer taking
default service for the first time are simply illegal under the Public Utility Code.?

Putting aside for a moment the legal bar to such restrictions, the fact that they suggest the
absence of such restrictions will lead to higher risks and higher rates is a very compelling
argument in support of short-term defaunlt supply contracts. EAPA is right in that the long-term

contracts bear very costly nisks that could be easily eliminated. Regulating them away will not

work. The market should manage the risks for the customers. Short-term defauit service
coniracts are the means to that end.

The argument from EAPA on switching restrictions is very telling. The concern of the
industry is not the enstomer and the customers’ right to choose a generation provider. The
prevailing concern seems to be to keep the customers under a command and control utility
monopoly. Switching restrictions typically render a customer’s choice uneconomic, because, if
they choose to switch, and the wholesale supplier of DSP electricity needs to be “made whole”,
the entire economic benefit is foregone. Imagine a world where if you switched from Exxon to
Shell because Shell was less expensive or had a better gas formula, that Exxon had the right to

charge you for what they “expected you to buy”. Interestingly, in the market design promoted by

8 Section 2703(e){4), 66 Pa. C.8. § 2703(e)(4). Pefition 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 26-27; Petition of Duquesne Light
Company for Approval of Plan for Post-Transition Period Provider of Last Resort Service
Petition for Reconsideration of Duquesnse Light Company Petition for Reconsideration of
Constellation NewEnergy, Inc. and Constellation Power Source, Inc., Docket No.
00032071, Order entered October 5, 2004 at 13-14.,
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the Commission in the ANOFR where utilities go out for competitive bids for energy, the
utilities bear no commodity risk. The risk in this model is borne by the wholesale suppliers.

PECO also supports switching restrictions. PECQ states that “if customers are to be
offered an annualized fixed-price option, there must be some mechanism in place to protect
against ‘seasonal gaming.” ” (PECO Comments at p. 16) PECO proposes that DSPs should be
allowed to impose a 12 month minimum stay on customers or be allowed to charge an exit fee.
Again, PECQ’s suggestion is of questionable legality. Moreover, the answer to this concern is to
move markets to shorter term default service and give customers more choices in electric
supply. PECO recognizes that the switching restrictions are only needed with annual fixed-price
products. Therefore, the Commission should order a market responsive default price. PECO’s
argument is also flawed because under the PECO’s recommended competitive auctions, the
utilities themselves bear no commodity risk. The utility is a pass-throngh conduit of electrons.

Customers are unanimously and uniformly opposed to switching restrictions. Richards
Energy filed comments on behalf of its 900 commercial and industrial customers explaining in
very high detail some of the ludicrous switching restrictions across the Commonwealth.
(Richards Energy Comments at p. 1) CEM, another representative of customers in the
Commonwealth, “supports provisions of the proposed Policy Statement and Final Rule that
prevent restrictions on the ability of customers to move from default service to competitive
service through use of such mechanisms as minimum stay provisions and switching fees”.
(CEM Comments at p. 2) IECPA also supports unencumbered movement between default
service and competitive supply service. (IECPA Comments a p. 24)

B. Customer Referral Programs

Duquesne Light has suggested that customer referral programs are bad policy.

“Dugquesne has concerns that such referral programs do not have ample customer protections and
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rely on a “bait and switch” approach, whereby customers get minimal savings for a two month
introductory period (less than $3/month) and then are assigned to an unregulated rate not subject
to Commission oversight.” (Duquesne Comments at p. 25) They also cite a New York State
Assemblyman saying that the program is merely a “bait-and-switch game” that lacks
transparency. It lacks merit for Duquesne to state that these programs do not have ample
customer protections and rely on a bait and switch approach, before such a program has even
been formally proposed or presented in Pennsylvania. Direct Energy believes that a customer
referral program is one of the most cost-effective and efficient ways to educate customers about
retail choice options. If a customer calls the utility call center, the utility educates the customer
about alternative energy choices available. The customer does not have to move to a competitive
supplier simply because the call was made to the utility. It is the customer’s choice. The OCA
states that a “well designed customer referral programs could be beneficial” to the market.
(OCA Comments at p. 72) Such programs have been successful in other states which,
presumably, are just as concerned about consumer protections as Pennsylvania,

FirstEnergy believes that customer referral programs “could conflict with the
Competitive Safeguards™ and urges the Commission to be sure the Competitive Safegnards are
not compromised.” (FirstEnergy Comments at p. 13) Direct Energy agrees that the Competitive
Safeguards must be maintained. Direct Energy does not believe that customer referral programs
in any way would compromise the Competitive Safeguards. It goes without saying that any
customer choice program (referral or otherwise) needs to be in compliance with the rules and
regulations of the Commonwealth.

V.  DSP Contracting with Industrial Customers

US Steel suggests that the proposed regulation “must be amended to permit DSPs to enter

into long-term negotiated rate contracts with large commercial or industrial customers.” (US
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Steel Comments at p. 5) IECPA also urges the Commission to allow its members to enter into
long-term contacts with the DSP. (IECPA Comments at pp. 18-19) It is not clear why US Steel
or IECPA members would want this type of treatment from the DSP. US Steel has offered only
one far-flung explanation (and tired refrain) for its request. US Steel suggests that the
competitive suppliers would collude and charge US Steel an above market rate in the absence of
competitive pressure from the DSP.” In markets that are truly competitive, hundreds of suppliers
have entered the market — there is no need for competition from the DSP. Even in the retail
electric markets in Pennsylvania there are several different suppliers who are anxious to enter
into supply arrangements with large retail costumers. If at any time a subset of those suppliers
did somehow “collude” to refuse to offer anything but an above market price, there is nothing to
stop scores of others from entering the market and providing more attractive prices. It is frankly,
outrageous, for US Steel to suggest, without evidence or example of any kind that it needs
special treatment because of the theoretical potential that retail electric suppliers can or will
engage in price fixing.

In addition, the current DSPs in Pennsylvania do not own generation. Therefore, it would
be impossible for them to offer a more competitive rate than “supplicrs” — unless they collude
with their generation affiliates. In order for the DSP to offer a “better rate,” it would need to
shift costs and prices around between rate classes and between wires and energy services, in

other words they would have to subsidize the Jarge customers. Clearly, that is a bad policy

IECPA makes this same allegation when arguing for a long-term default service. Aside
from this behavicr being in violation of the anti-trust laws, the argument overlooks one
very important fact. The generation companies own the power plants. They are the
entities that ultimately set the market prices. They set the prices for default service
supply and they set the prices for competitive supply. So the allegation of collusion goes
beyond just the competitive suppliers and into the realm of generation suppliers, several
of which happen to be affiliates of the current DSPs.
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outcome.'® Some DSPs may be able to procure “below market” cost power from their affiliates
(FERC would likely frown on this). If a generation affiliate was willing to sell power at a below-
market rate, it should just sell directly to US Steel, without getting the regulated DSP/EDC into
the middle of the transaction. Direct sales from generation affiliates to US Steel are completely
acceptable behavior. FERC would have no interest or oversight over that transaction. [ECPA
acknowledges that several DSPs have supply affiliates that could “negotiate[e] a long-term, bi-
lateral contract based on the affiliate generator’s actual costs may produce the lowest reasonable
rates for consumers.” (IECPA Comments at p. 18) IECPA and its members are free to negotiate

and contract with their generation affiliates. It is just not clear why they need a middleman in the

deal. In the absence of a compelling reason to allow the DSP to negotiate directly with an
industrial customer (and none has been provided so far), the Commission must not allow that
practice. It will either result in no net benefit to the industrial customer, or it will result in
significant financial harm to all other ratepayers.

VI AEPS Procurement Does not Need to Confuse the Default Service Issues.

Several entities have presented comments around the topic of having the DSP contract for
AEPS assets on a long-term basis. Some support long-term contracts for AEPS resources; others
donot.!" The answer to this question can be easily resolved. If the Commonwealth of
Pennsylvania deems it necessary to issue a command and control type edict to have AEPS

resources built, then the policies of the Commonwealth should allow the EDC, in its capacity as

10 An economic development subsidy to industrial electric customers may not be a had

policy decision. Direct Energy does not have an opinion on that issue. However, if the
decision is made to subsidize electricity prices for a customer, that subsidy should occur
on the wires side, or regulated side of the customer’s utility bill. The net financial impact
would be the same to the industrial company receiving the benefit and to all of those
financing the incentive. In addition, the industrial company would have access to all of
the benefits that the competitive supply market could bring to it.

See Comments of PPM, PennFutures, PV Now and the Mid-Atlantic Solar Energy
Industry Associaticn, OCA and Direct Energy.

"
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EDC (not DSP), to procure the AEPS assets required based on the aggregate load requirements
for the territory. The EDC can then sell off all of what it procured for the year to the DSP and to
all competitive suppliers serving in the market. It would sell the AEPS resource to the market at
actual cost, on a per unit basis, equally to all market participants. This should resolve the debate,
eliminating any risk of stranded cost and being perfectly competitively neutral while, at the same
time, financing AEPS assets. Direct Energy does not believe a market distortion like this is
needed. Fundamentally, Direct Energy believes that under the appropriate regulatory
mechanism, AEPS assets will be built, financed and consumed by market participants. In the
absence of that belief, Direct Energy’s proposed solution should resolve the AEPS market issues.

VIL. Other Issues
A, Duquesne’s ability to conduct default RFPs

In support of its bilaterally procured energy, Duquesne stated that it is “concerned that
repeated attempts to conduct RFPs limited to its service area have not produced a sufficient pool
of bidders to establish a viable competitive wholesale market.” (Duquesne Comments at p. 6)

Dugquesne sits in the middle of PIM, arguably the most robust wholesale market in the country.

Dugquesne should have no problem procuring power in a competitive bid process. The wholesale
auctions that Duquesne refers to in its comments were for fixed price default service for a very
small number of large business customers. This is a very risky product, and not one for which
many suppliers choose to bid. It is largely this reason that the wholesale community largely
supports hourly pricing for these large customers. Most certainly, a wholesale bid for smaller
commercial and residential customers would produce satisfactory, competitive results.

B. EDC as “Last Resort”

PPL supports the EDC being named as the DSP. In support, it says that “as a practical

matter, the incumbent EDC will remain the “last resort” DSP if an alternative DSP defaults on its
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obligations”, (PPL Comments at p. 6) The distinction between the EDC and the DSP will
become more clear as the Pennsylvania retail market develops. PPL’s statement is patently
untrue. There need not be any obligation on a wires company to “stand ready” to be a default
service provider. In Texas, where the market has truly deregulated, the market participants are
the default service providers around the state. Competitive entities, not affiliated with any Texas
utilities stand ready to serve customers in the event of a default, or if a customer chooses to be on
default supply. Wires companies do not fill that role.

C. Direct assignment of contracts

One of the fundamental premises of restructuring is placing risk where risk belongs — on
the shareholders and management — and removing it from the ratepayers. UGI proposes an
outrageous concept where it would be allowed to direct assign its “out of the money” coniracts to
a retail supplier. Alternatively, UGI suggests that it should be able to recover its default supply
“stranded costs” through a distribution rate recovery mechanism. UGI should be prohibited
from recovering any default supply costs as stranded costs. Utilities around the country manage
default service in a completely risk-free manner. UGI is allowed to manage its default
obligations in a risk-free manner in Pennsylvania. If it chooses to take on supply risk in a
competitive market, it must be forced to bear that risk in a competitive manner. Its shareholders
win, or its sharcholders lose. UGI should be absolutely prohibited from moving its losses to
ratepayers or competitive suppliers serving customers in its territory. To minimize UGI’s
exposure, its customers should be on a market-reflective default service.

D. Generation Development

The OCA, in arguing against short-term default contracts, claims that “the short term
focus also does not seem designed to ensure reliable supply, and the development of new

resources.” (OCA Comments at p. 10) Reliability and generation development are very
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complex issues. Not one entity, other than the QCA, has raised reliability or generation

development (outside of the AEPS issues) as a concern with short-term contracts. While all

entities in the market are responsible for reliable operations and behavior on the system,
“reliability” is largely a wires responsibility. The EDCs ensure reliable delivery of power at the
distribution level. The ISOs (PIM, MISO and NYISO) are responsible for transmission
reliability. Generation reliability is largely managed by the market and the ISOs. In fact, PIM
and its members have been arguing for years that ICAP (soon to convert to RPM) guarantees
reliability and incentivizes generation development. OCA has supported PJM in those
arguments historically, so must believe that reliability is secure and will not be threatened by
short-term default contracts. Additionally, if the OCA believes that customers want long-term
stable prices, they will enter into an agreement with a competitive supplier to provide them.
Suppliers will then enter into agreements with generators to provide the power. Those contracts
should provide the same incentive to bwld power plants as the DSP contracts would. The
allegation that short-term contracts put system reliability at risk is completely unsupported.

VIII. Conclusion

Generally, it appears the market participants fully support the continued development of
the competitive retail markets.

There are a few fundamental differences among the stakeholders that the Commission
must resolve. It is Direct Energy’s opinion that the Default Service rates must be market-
reflective in order to facilitate robust competitive retail alternatives. Customer information must
be readily available and usable. A competitively neutral billing and collections mechanism must
be implemented and rules, tariffs, protocols, etc. should be consistent across the Commonwealth

and must be conducive to competitive markets and not limit customer choices. It appears that
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only a few minor objections have been raised to the customer information, customer billing and
operational issues.

However, a wide divide exists on the definition of "prevailing market price” and the
implementation tactics of default supply procurement. The Commission must push Default
Service to a more market-reflective service.

Respectfully submitted,

Tl Loy,

Frank Lacey 7/

Director, Government and Regulatory
Affairs

Direct Energy Services, LLC

42 Lintel Drive

McMurray, PA 15317

(724) 941-2149

Frank lacey@directenergy.com

Dated: March 23, 2007
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APPENDIX 1



Avarage Rate Schedule RS — Energy and Capacity Charges for 2006
Based on 1,000 kWh per month

Cents/kWh Cents/kWh
DAK Tariff Generation
Adjustment Price
Average Energy and Capacity Charge for 2006 5.03 6.27
Less Gross Receipts Tax 5.9% 0.28 0.35
4.75 592
Less Capacity of 0.58 cents/kWh 0.58 0.58
4.17 5.34
Less Losses @ 9% 0.34 044
3.83 4.
Less Load Following Factor of 1.13 0.44 0.56
Market Price for Energy {(LMP Proxy) 3.39 4,

Based on DAK-3, LMP purchasing would have resulted in savings in 65% (32 out of 49) of months

Exhibit FPL-4



Tariff

Generation LMP Savings

Date LMP Price Price or Losses
Dec-01 1.97 4.34 savings
Jan-02 2.05 4.34 savings
Fab-02 2.02 4.34 savings
Mar-02 2.44 4.34 savings
Apr-02 273 4.34 savings
May-02 2.22 4.34 savings
Jun-02 272 4.34 savings

Jul-02 364 4.34 savings
Aug-02 3.68 4.34 savings
Sep-02 2586 4.34 savings
Qct-02 2,75 4,34 savings
Nov-02 229 4.34 savings
Dec-02 3.21 434 savings
Jan-03 4.75 4.34 loss
Feb-03 4.75 434 loss
Mar-03 5.27 4.34 loss
Apr-03 3.60 4.34 savings
May-03 3.06 4.34 savings
Jun-03 2.88 4.34 savings

Jul-03 4.03 434 savings

Aug-03 3.88 434 savings
Sep-03 3.07 4.34 savings
Oct-03 2.89 4.34 savings
Nov-03 296 4.34 savings
D&c-03 3.64 4.34 savings
Jan-04 554 4.34 loss
Feb-04 419 4.34 savings
Mar-04 3.95 4.34 savings
Apr-04 4,31 4.34 savings
May-04 485 4.34 loss
Jun-04 3.80 4.34 savings

Jul-04 4.27 4.34 savings
Aug-04 3.88 4.34 savings
Sep-04 419 434 savings
Oct-04 3.95 434 savings
Nov-04 3.74 4.34 savings
Dec-04 4.65 434 loss
Jan-05 5.39 4.34 loss
Fab-05 4.49 4.34 loss
Mar-05 5.25 4.34 ioss
Apr-05 4.45 4.34 loss

May-05 4,23 434 savings

Jun-05 5.64 4.34 loss

Jul-05 6.90 434 loss
Aug-05 8.70 434 loss
Sep-05 8.04 4.34 loss
Oct-05 8.02 4.34 loss
Nov-05 6.03 434 loss
Dec-05 8.23 4.34 loss
Months of LMP savings vs. Tariff 32
Months of LMP loss vs. Tariff 17
Total Months 49

65%
35%
100%

Exhibit FPL-4
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