BEFORE THE

PENNSYLVANIA PUBLIC UTILITY COMMISSION

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

Price Increases                                              :

REPLY COMMENTS ON BEHALF OF THE

OFFICE OF SMALL BUSINESS ADVOCATE

            By Order entered May 24, 2006, the Pennsylvania Public Utility Commission (“Commission”) instituted the above-captioned proceeding to address issues and develop policies to mitigate potential electricity price increases upon the expiration of generation rate caps.

            On June 15, 2006, the Office of Small Business Advocate (“OSBA”) submitted comments in response to the invitation in Ordering Paragraph 3.  In response to Ordering Paragraph 2, the OSBA also presented testimony at a June 22, 2006, public hearing before the Commission.

            The OSBA is submitting the following reply comments in response to the invitation in Ordering Paragraph 3.  In addition to responding to the written comments and the testimony of other parties, the OSBA is also addressing several issues raised at the public hearing by the commissioners.

1.  
Lawful Procurement Options

    
A.  
Background

            During the June 22, 2006, public hearing, Commissioner Cawley invited parties to respond in their reply comments to the question of whether a New Jersey-style auction would be lawful under 66 Pa.C.S. Ch. 28, known as the Electricity Generation Customer Choice and Competition Act (“Competition Act”).  Under the New Jersey approach, an electric distribution company (“EDC”) purchases one-third of its load each year through competitively bid contracts of three years’ duration and adjusts its default service rates only once each year.

            In addition to Commissioner Cawley’s invitation, Commissioner Fitzpatrick also questioned whether a New Jersey-style procurement process would be lawful under Pennsylvania’s Competition Act.

 
B.  
Legislative Intent

            The questions raised by Commissioners Cawley and Fitzpatrick reflect a continuing debate about the legislative intent of the Competition Act:  specifically, whether the principal objective of the Competition Act is to foster retail competition or whether the principal objective is simply to produce lower rates than under traditional regulation, regardless of the impact on retail competition.  Those who believe that the principal objective is retail competition generally advocate real-time pricing or frequent rate adjustments to minimize the divergence between spot market prices and default service rates.  On the other hand, those who believe that the principal objective is lower rates generally prefer rates which change no more often than annually and which are derived from auctions, multi-year contracts, or a combination of the two.

         

i.  
Appellate Court Decision

            An appellate court decision would appear to have answered the question of legislative intent.  Specifically, the Commonwealth Court has held that “[t]he purpose of the Competition Act is clear:  to relinquish the local utilities’ monopoly control over the generation of electricity and to invite competition in an effort to lower electric generation rates for the citizens of this Commonwealth.”  Indianapolis Power & Light Company v. Pennsylvania Public Utility Commission, 711 A.2d 1071, 1077 (Pa. Cmwlth. 1998), appeal denied 556 Pa. 698, 727 A.2d 1124, certiorari denied 119 S. Ct. 1143, 143 L. Ed.2d 210.  Nowhere in its opinion did the Commonwealth Court suggest that retail competition is a higher priority under the Competition Act than is wholesale competition.  Nowhere did the Court endorse the view that default service rates must be adjusted frequently or be artificially inflated—i.e., be made “ugly”—in  order to give customers an incentive to shop.  Instead, the Court simply pointed to competition in generating electricity (which can be accomplished through wholesale competition) as the chosen means for lowering rates.
  
ii.  
Plain Language
            The Commonwealth Court’s decision in Indianapolis Power & Light Company is consistent with the plain language of the Competition Act.

            Prior to the Competition Act, the Commission set electricity rates on a bundled basis (Generation + Transmission + Distribution) in base rate cases pursuant to 66 Pa.C.S. § 1308.  The Commission also approved the recovery of certain fuel and purchased power costs through a surcharge pursuant to 66 Pa.C.S. § 1307.

            In contrast, the Competition Act provides that generation rates are to be determined through market forces rather than through traditional rate base/rate of return/energy clause regulation.  Specifically, each EDC, or a Commission-approved alternative default service provider, is to acquire electric energy “at prevailing market prices” to serve those customers who do not choose an Electric Generation Supplier (“EGS”) or whose EGS fails to deliver.  See 66 Pa.C.S. § 2807(e)(3).  

            Much of the debate over legislative intent stems from the fact that the General Assembly did not define “prevailing market prices” but, instead, delegated that task to the Commission.  See 66 Pa. C.S. § 2807(e)(2).  To carry out that delegated task, the Commission convened the Provider of Last Resort (“POLR”) Roundtable at Docket No. M-00041792 and subsequently initiated a proposed rulemaking at Docket No. L-00040169.  That proposed rulemaking was published on February 26, 2005, at Pennsylvania Bulletin, 35 Pa.B. 1421.

            Although the Commission may have the discretion to forbid the use of a New Jersey-style auction and the use of multi-year contracts as mechanisms for determining “prevailing market prices,” the plain language of the Competition Act does not compel the Commission to impose such prohibitions.  In fact, the lynchpin of the Commission’s proposed default service regulations is that “prevailing market prices” are to be determined through a competitive procurement process.  Specifically, the Commission stated as follows:

A key concept requiring a definition is the term ‘prevailing market prices,’ which is found at 66 Pa. C.S. §2807(e)(3).  The Commission is required to ensure that generation supply for default service is acquired at ‘prevailing market prices.’  This is a variation from the standard of review for rate requests made prior to passage of the Act found in Section 1301 of the Public Utility Code, 66 Pa. C.S. §1301, which required that rates be ‘just and reasonable.’  The conclusion arrived at by the Commission is that the prevailing market price will only be realized through a competitive procurement process approved by the Commission, and that in a competitive market the prevailing market price is analogous, though not identical, to the ‘just and reasonable’ standard for utility rates.  Accordingly, we have defined this concept as the price that will result from a default service provider’s compliance with a Commission approved competitive procurement process.  (emphasis added)

See Rulemaking Re Electric Distribution Companies’ Obligation to Serve Retail Customers at the Conclusion of the Transition Period Pursuant to 66 Pa. C.S. §2807(e)(2); Provider of Last Resort Roundtable, Docket Nos. L-00040169 and M-00041792 (Proposed Rulemaking Order entered December 16, 2004), p. 7.

              The “Declaration of policy” section of the Competition Act contains both statements regarding lower rates and statements regarding retail competition.  See 66 Pa. C.S. § 2802.  However, no language in the Competition Act mandates that the Commission give the fostering of a robust retail market priority over obtaining lower rates for consumers.

            As articulated in the “Declaration of policy,” the General Assembly approved the Competition Act because “[r]ates for electricity in this Commonwealth are on average higher than the national average, and significant differences exist among the rates of Pennsylvania electric utilities” and because “[t]he cost of electricity is an important factor in decisions made by businesses concerning locating, expanding and retaining facilities in this Commonwealth.”  See 66 Pa. C.S. § 2802(4) and (6), respectively.

            The legislature opted to allow competition in the belief that “[c]ompetitive market forces are more effective than economic regulation in controlling the cost of generating electricity.” (emphasis added)  See 66 Pa. C.S. § 2802(5).  Significantly, this oft-cited language about the virtues of competition actually makes no specific reference to retail competition.  See, similarly, 66 Pa. C.S. § 2802(7), (8), and (14)   Furthermore, the benefits of competition in the generation of electricity could be achieved at the wholesale level even if there were no competition at the retail level.

            Consistent with its goal of restraining the cost of generation, the General Assembly mandated that the EDC (or Commission-approved alternative provider) “acquire electric energy at prevailing market prices” in order to provide electricity to default service customers.  See 66 Pa. C.S. § 2807(e)(3).  The language of Section 2807(e)(3) does not state that default service rates must be changed frequently or that an EDC’s compliance with the “prevailing market prices” standard depends upon how many customers shop.  The absence of such a statement is not surprising, in that the purpose of Section 2807(e)(3) is not to provide an incentive to shop.  Rather, the purpose of the “prevailing market prices” standard is to protect ratepayers who have chosen not to shop and ratepayers who have shopped but have not received what their EGSs promised.

            Admittedly, the Competition Act declares that “it is now in the public interest to permit retail customers to obtain direct access to a competitive generation market.”  (emphasis added)  See, specifically, 66 Pa. C.S. § 2802(3) and, similarly, 66 Pa. C.S. § 2802(12), (13), and (14).  However, the implementing language of the Competition Act provides only that “all customers of electric distribution companies … shall have the opportunity to purchase electricity from their choice of electric generation suppliers.” (emphasis added)  See 66 Pa. C.S. § 2806(a).  Furthermore, the Competition Act makes clear that “[t]he ultimate choice of the electric generation supplier is to rest with the consumer.” (emphasis added)  See 66 Pa. C.S. § 2806(a).
            The Competition Act does not provide that the Commission is to encourage customers to shop.  Similarly, the Competition Act does not require the Commission to discourage customers from taking default service.  In short, the Competition Act neither explicitly nor implicitly provides for the Commission to influence a customer’s choice by adjusting default service rates frequently or by otherwise making those rates “ugly.”  To the contrary, the Competition Act declares that electric service is to be “available to all customers on reasonable terms and conditions.” (emphasis added)  See 66 Pa. C.S. § 2802(9).


iii.  
Legislative History
            The Commonwealth Court’s decision in Indianapolis Power & Light Company is also consistent with the legislative history of the Competition Act.

            Pressed by irate constituents, the General Assembly had sought in the 1980s to mitigate major rate increases caused primarily by the construction of nuclear power plants at a time when the demand for electricity was falling far short of projections.  For example, legislators severely limited rate relief for construction work in progress, authorized the Commission to cancel the construction of unnecessary power plants, and provided for at least a partial denial of rate requests in cases involving excess capacity or construction cost overruns.   

            Unfortunately, the Commission responded to the legislation of the 1980s by making only modest excess capacity and cost overrun adjustments, choosing not to halt the construction of the Limerick II nuclear power plant, and approving rates for the Philadelphia Electric Company (“PECO”) and the Duquesne Light Company (“Duquesne”) which were among the country’s highest.

            Faced with that track record, legislators were open to the argument in 1996 that competition would do a better job of restraining electric rates in the future than would traditional regulation.  However, competition was the means to an end (i.e., lower electric rates) and not the end itself.  In short, the General Assembly approved the Competition Act to benefit consumers—not to benefit EGSs.

            As a review of the floor debate in the House of Representatives and the Senate will verify, legislative supporters and opponents of the Competition Act started with the same stated goal:  to reduce rates.  No participant in that debate suggested that the Commission should require or permit frequently adjusted, or artificially high, default service rates in order to stimulate retail competition.

  
D.  
Commission Precedent

            Despite the ongoing debate about how often default service rates must be changed in order to meet the “prevailing market prices” test, the Commission would appear to have determined already that it is lawful to approve multiple-year default service plans and to do so on the basis of an auction in another jurisdiction or on the basis of an auction conducted by a Pennsylvania EDC.



i.  
Duquesne
            Duquesne proposed a default service plan to set rates for six years (from 2005 through 2010).  Much of the dispute in the ensuing litigation focused on the permissible length of the plan.  Although the Commission ultimately rejected the six-year plan, it approved rates for residential and small commercial and industrial customers which are fixed for three years.  See Petition of Duquesne Light Company for Approval of Plan for Post-Transition Period Provider of Last Resort Service, Docket No. P-00032071 (Order entered August 23, 2004).  In reaching that decision, the Commission relied on evidence that the proposed default service rates for residential and small business customers were consistent with the rates in a recent supply auction in New Jersey.  Specifically, the Commission held that Duquesne had proven by a preponderance of the evidence that the proposed rates for the first three years of Duquesne’s POLR plan were virtually identical with those of that recent auction and were, therefore, representative of prevailing market rates.  Duquesne, pp. 21-22.

            Some parties may attempt to distinguish Duquesne as an “interim” solution approved for a “transition period” between capped rates and the promulgation of default service regulations.  However, it is important to note that the Commission concluded in Duquesne that an EDC’s “transition period” ends when its generation rate cap has expired.  The Commission reached that conclusion even though the regulations required by Section 2807(e)(2) had not been finalized.  Despite the arguments of some parties that Duquesne’s “transition period” should, in effect, be extended in order to align Duquesne with other major EDCs still under rate caps, the Commission held that “Duquesne is no longer in transition and all aspects of Section 2807(e)(3) of the Act apply.”  Duquesne, pp. 17-18. 



ii.  
UGI

In Pennsylvania Public Utility Commission v. UGI Utilities, Inc. – Electric Division, R-00017033 (Tentative Order entered May 28, 2004), the Commission approved a Stipulation in Settlement that set maximum default service rates for 2005 and 2006.  In supporting that Stipulation, the OSBA asserted that the maximum rates were comparable to the auction results in New Jersey and, therefore, complied with the prevailing market prices requirement in Section 2807(e)(3).  UGI (2004), p. 5.  After noting some distinctive characteristics of UGI, the Commission stated that “[o]f equal importance is the OSBA’s assertion that the levels of rates proposed in the Stipulation are consistent with market-based rates determined in a neighboring jurisdiction with similar markets.”  UGI (2004), p. 6.  The Commission then concluded that “[t]his assertion is significant given the mandate of Section 2807(e)(3) of the Code relating to market based pricing and the recovery of costs of POLR Service.”  UGI (2004), p. 6.

Similarly, the Commission recently approved default service rates for UGI for 2007, 2008, and 2009.  See Petition of UGI Utilities, Inc.-Electric Division for Approval to Implement 2007-2009 Default Service Tariff Provisions on One Day’s Advance Notice, Docket No. P-00062212 (Order entered June 23, 2006).  The evidence offered in that case sought to satisfy the “prevailing market prices” requirement by comparing UGI’s rates to the results of auctions in New Jersey and Maryland.



iii.  
Pike

In Pennsylvania Public Utility Commission v. Pike County Light and Power Company, Docket No. P-00052168 (Order entered September 23, 2005), the Commission rejected arguments by the OSBA and the Office of Consumer Advocate that Pike’s default service rates should be set for one year rather than for multiple years.  Instead, the Commission directed that default service rates be set for two years on the basis of an auction.  Pike, pp. 17-20.  According to the Commission, such an approach complies with Section 2807(e)(3) because it “should yield a ‘prevailing market price’” through a competitive procurement process.  Pike, p. 30.



iv.  
Penn Power
            In Petition of Pennsylvania Power Company for Approval of Interim POLR Supply Plan, Docket No. P-00052188 (Order entered April 28, 2006), the Commission approved the use of an auction (conducted by the EDC) to set default service rates for a seventeen-month period.

2.  
Encourage Conservation and Reduce Peak Demand for Electricity

            In its initial comments, the OSBA expressed skepticism about the extent to which real-time pricing would actually change consumption by small businesses.  The initial comments by Duquesne and by the Industrial Energy Consumers of Pennsylvania (“IECPA”) demonstrate that the OSBA’s skepticism is well-placed.

            Many advocates of hourly pricing claim that such pricing is necessary to provide the proper incentive for customers to conserve and to shift consumption off-peak.  However, most of Duquesne’s Large Commercial and Industrial (“Large C&I”) customers have taken fixed price service from EGSs rather than accept hourly pricing.  Consequently, Duquesne does not believe that its Large C&I customers have significantly altered their consumption patterns.  Furthermore, according to Duquesne, fewer than 10% of its Large C&I customers have the sophistication and financial ability to handle hourly pricing.  (Duquesne Comments, pp. 3-5)

            IECPA offered observations similar to Duquesne’s regarding the inability of many Large C&I customers to cope with hourly pricing and their preference for a fixed-price default service option.  In addition, IECPA argued that making hourly pricing the sole default service option would force Large C&I customers to purchase fixed price service from EGSs at inflated prices.  (IECPA Comments, pp. 27-28)

            If hourly pricing has not changed the collective load profile of Duquesne’s Large C&I customers, it is unlikely that hourly pricing would alter the consumption patterns of small businesses, which have less incentive to change because electricity costs are generally a smaller proportion of their total costs than is the case with Large C&I customers.

            Duquesne estimated that it would cost $235 million to extend time-of-use metering to residential and small business customers.  (Duquesne Comments, p. 7)  An expenditure of that magnitude can not be justified if time-of-use metering would not actually produce significant conservation.  

WHEREFORE, the OSBA respectfully requests that the Commission consider the OSBA’s initial comments and the foregoing reply comments as it develops policies to mitigate potential electricity price increases.

                                                                              Respectfully submitted,

                                                                              ________________________

                                                                              William R. Lloyd, Jr.

                                                                              Small Business Advocate

                                                                              Attorney I.D. No. 16452 

Office of Small Business Advocate

Suite 1102, Commerce Building

300 North Second Street

Harrisburg, PA  17101

(717) 783-2525
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