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1

Direct Testimony Of Lisa Crutchfield 1 

I. INTRODUCTION AND QUALIFICATIONS 2 

1.      Q. Please state your name and business address. 3 

A. Lisa Crutchfield, 2301 Market Street, Philadelphia, Pennsylvania 19103. 4 

2.      Q. By whom are you employed and in what capacity? 5 

A. I am Vice President of Regulatory and External Affairs for PECO Energy 6 

Company (“PECO” or the “Company”). 7 

3.      Q. What are your responsibilities as Vice President of Regulatory and External 8 

Affairs? 9 

A. I am responsible for managing the Company’s rates and regulatory, governmental 10 

affairs, economic development and energy acquisition functions. 11 

4.      Q. Please briefly describe your educational background and industry 12 

experience. 13 

A. I am a graduate of Yale University and Harvard Business School.  I have been 14 

involved in the utility industry for about 16 years.  I was Vice-Chairman and 15 

Commissioner of the Pennsylvania Public Utility Commission from 1993 to 1997, 16 

which included the period during which significant retail electric competition 17 

legislation was passed in Pennsylvania, and I was actively involved in the crafting 18 

of that legislation.  During my time on the Commission, I often served as an 19 

expert witness before the United States Senate on industry restructuring issues 20 
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and before the Federal Energy Regulatory Commission on transmission access 1 

issues.  Subsequently, I served as an executive at Duke Energy Corporation, 2 

where I managed the utility’s energy policy and strategy division, which was 3 

responsible for developing the corporation’s strategy on issues related to 4 

restructuring the electric and gas industries. 5 

5.      Q. What is the purpose of your testimony? 6 

A. By Order entered May 24, 2006, the Commission launched an investigation at 7 

Docket No. M-00061957 to explore the likely course of energy prices upon the 8 

expiration of existing rate caps over the next several years and to determine what 9 

actions, if any, can be taken now to mitigate the impact of future price increases 10 

(the “Investigation Order”).  My testimony addresses Issues 1-5, as set forth at 11 

pages 4-8 of the Investigation Order.  In addition, I note that Michael M. 12 

Schnitzer, a Director of The NorthBridge Group, is also submitting testimony on 13 

behalf of PECO (Statement No. 2).  Mr. Schnitzer’s testimony focuses primarily 14 

on Issue 6 and provides an independent assessment of future wholesale energy 15 

price trends.    16 

II. OVERVIEW 17 

6.      Q. In its Investigation Order (pp. 1-2), the Commission cites three recent 18 

examples where the expiration of rate caps exposed customers to “sudden, 19 

dramatic price increases” and the risk of “rate shock.”  Based on current 20 

projections, is it likely that PECO will find itself in a similar position when its 21 

rate caps expire at the end of 2010? 22 
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A. No, it is not.  As depicted in Figure 1 of Mr. Schnitzer’s testimony, we anticipate 1 

that, on average, there will be a manageable impact on customers’ overall bills 2 

when PECO’s rate caps expire.  That is because increases in purchased power 3 

costs are expected to be largely offset by the elimination of PECO’s Intangible 4 

Transition Charge/Competitive Transition Charge, which expires at the end of 5 

2010. 6 

7.      Q. Given PECO’s current projections, is there any need, in your judgment, for 7 

PECO to consider the termination of rate caps prior to their scheduled 8 

expiration and/or an “early phase-in” of higher rates, as discussed at pages 6-9 

7 of the Investigation Order? 10 

A. No.  PECO will continue to meet its commitments from its prior settlement 11 

agreements.  I should add that PECO, as a matter of principle, could not support, 12 

and would no doubt oppose, any unilateral attempt to lift its rate caps prior to 13 

January 1, 2011.  As the Commission is aware, those caps are critical components 14 

of omnibus settlement agreements reached in three important and hotly-contested 15 

Commission cases - - PECO’s electric restructuring proceeding at Docket No. R-16 

00973953; the PECO/Unicom merger proceeding at Docket No. A-17 

00110550F0147; and the recently concluded Exelon/PSEG merger proceeding at 18 

Docket No. A-110550F0160.  We believe that the careful balancing of interests 19 

reflected in the Commission’s Orders in those cases should not be revisited absent 20 

extraordinary circumstances, which we do not presently foresee occurring.   21 
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8.      Q. Are there any measures that PECO believes can and should be taken 1 

between now and January 1, 2011 to mitigate potential electric price 2 

increases? 3 

A. Yes, there are.  Most importantly, we believe that the Commission should 4 

conclude its Default Service Provider rulemaking at Docket No. L-00040169 and 5 

issue final regulations.  Furthermore, we ask the Commission to endorse the 6 

implementation, preferably on a statewide basis, of a reverse descending-clock 7 

wholesale purchase power auction for the procurement of full requirements 8 

default service retail supply.  As we pointed out in our comments at Docket No. 9 

L-00040169, the auction model offers the advantages of transparency, objectivity 10 

and standardization.  Moreover, its adoption could be expected to stimulate 11 

aggressive competition and therefore provide the most competitive costs for 12 

customers.  We further noted as follows: 13 

Another advantage of an auction is price stability.  14 
The auction accommodates a “staggered” 15 
procurement process where a series of overlapping 16 
supply contract terms is employed such that only a 17 
portion of the utility’s load obligation is bid out 18 
each year for multi-year periods.  This results in 19 
rates that are subject to modest changes from year 20 
to year as actual market prices fluctuate.  It also 21 
limits the risks associated with purchasing all power 22 
supplies when the market prices may be high. 23 

9.      Q. Why are these comments relevant to the issues raised by the Commission in 24 

its Investigation Order? 25 

A. Recent experience, as shown by the examples cited by the Commission in its 26 

Investigation Order, illustrates the risks of procuring all required energy supply at 27 
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one time.  As the Commission observes in its Investigation Order (p. 2): 1 

“[T]iming is important because wholesale energy prices are volatile [footnote 2 

omitted].”  Consequently, if the default service rulemaking is further delayed, 3 

certain opportunities to mitigate potential volatility in energy costs through 4 

mechanisms that require a longer lead-time may be lost. 5 

10.      Q. Why? 6 

A. The draft default service provider rules anticipate that default service 7 

implementation plans will be filed no later than fifteen months prior to the 8 

expiration of the caps on a utility’s generation rates and that the Commission will 9 

have at least six months to review those plans.  In PECO’s case, this would 10 

suggest a filing date during the second half of 2009 and Commission action 11 

sometime in the first half of 2010.  Presumably at that point, an auction would be 12 

conducted to obtain generation supply for the post-2010 era.  This timetable, if 13 

adopted, would result in procurement of all of PECO’s POLR supply only several 14 

months prior to the expiration of the rate caps - - precisely the scenario that 15 

recently played out in Delaware and Maryland. 16 

11.      Q. What do you recommend? 17 

A. PECO would like to explore a possible “phase-in” - - not of rates, but rather the 18 

auction process itself.  More specifically, PECO would like the flexibility to begin 19 

the procurement of post-2010 supply as early as 2008.  For example, in 2008 20 

PECO might acquire, by auction, one-third of its 2011 energy needs; in 2009, 21 

one-third of its projected requirements for 2011 and 2012; and in 2010, one-third 22 
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of its projected requirements for 2011, 2012 and 2013.  Schedule 1 to my 1 

testimony provides a graphic illustration of this phase-in of procurement.   By 2 

accelerating the procurement process, staggering the purchase of needed supplies 3 

and thereby averaging prices from multiple acquisition dates, we believe we could 4 

mitigate some price volatility and thereby lessen the impact of future price 5 

increases. 6 

12.      Q. What can the Commission do to facilitate the use of such a price risk 7 

mitigation strategy? 8 

A. Two things.  First, we urge the Commission to finalize its default service 9 

regulations  as quickly as possible and, in so doing, to explicitly authorize the use 10 

of a “phased” auction process.  Second, and equally important, the Commission 11 

needs to provide regulatory certainty that the results of such auctions and 12 

subsequent rates will not be second-guessed several months or several years later.  13 

As long as the possibility exists that prices for supply agreed upon in 2008 and 14 

2009 may not be honored when cost recovery is sought in 2011 and 2012, 15 

suppliers will invariably factor that risk into the prices they offer in the earlier 16 

years and any hedging benefits will be lost. 17 

III. SPECIFIC ISSUES IDENTIFIED IN THE INVESTIGATION ORDER 18 

A. Customer Education 19 

13.      Q. In its Investigation Order (p. 4), the Commission suggests that potential “rate 20 

shock” could be mitigated through a customer education program initiated 21 

“well in advance of the expiration of the rate caps.”  Do you agree? 22 
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A. On a theoretical level, I agree that customers need to be reminded that the rates 1 

they are paying have been capped by prior regulatory agreement and that those 2 

caps will be removed in several years.  I also believe there may be value to 3 

sensitizing customers to the possibility that they may face higher electric prices 4 

once the rate caps have expired.  Beyond these generic messages, however, I 5 

question the benefits of launching an extensive customer education program 6 

today.  In our judgment, it would be more valuable to communicate with 7 

customers in conjunction with the approval of the actual post-transition POLR 8 

model so that customers can make informed decisions. 9 

14.      Q. Why? 10 

A. As the experience of the past several years has shown, energy prices can be 11 

extremely volatile.  Consequently, today’s prevailing market prices may bear little 12 

resemblance to prices six months from now, much less three or four years down 13 

the road.  PECO’s current customer information and education practices 14 

continually emphasize the value and benefits of conservation and reducing load 15 

during peak demand periods (see Schedule 2).  It is therefore unlikely that 16 

communicating details on a potential price increase several years in the future will 17 

cause customers to take additional action today. 18 

15.      Q. Does that mean there is no role for customer education in mitigating post-19 

transition period rate shock? 20 

A. No, it does not.  The issue is not whether customer education can be of value, but 21 

rather how and when it can most effectively be deployed.  As I mentioned 22 
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previously, today’s customers need to know that their rates will not be capped 1 

beyond 2010 and that, beginning in 2011, they will be exposed to market forces. 2 

But, in our view, it would be premature to speculate on future customer impacts 3 

now.  Instead, we believe that the filing of a utility’s default service 4 

implementation plan would be a more opportune time to launch a focused effort 5 

to educate customers on their future options and the likely costs of those options 6 

vis-à-vis the capped rates then being charged. 7 

B. Conservation 8 

16.      Q. The Investigation Order also cites conservation as a “key strategy” for 9 

helping customers mitigate the effect of higher electricity prices (p. 4).  Please 10 

comment. 11 

A. We agree. PECO already has in place an active program to provide customers 12 

with information on ways to reduce usage and conserve energy.  This information 13 

is furnished through the use of seasonal bill inserts, press releases and postings on 14 

PECO’s website.  The Company also spends about $6.5 million per year on 15 

energy efficiency and conservation for its low-income customers under the Low 16 

Income Usage Reduction Program (LIURP).  Activities supported through these 17 

efforts include weatherization upgrades and the replacement of old, inefficient 18 

appliances with high efficiency models.  Examples of the materials furnished 19 

customers regarding PECO’s conservation initiatives are attached as Schedule 2. 20 

C. Reduction Of Peak Demand 21 



 

1-PH/2435898.3 9 
 

17.      Q. At pages 5-6 of the Investigation Order, the Commission discusses various 1 

rate structure strategies that could be employed to encourage customers to 2 

reduce their usage during peak demand periods.  Does PECO currently 3 

utilize any of the pricing strategies mentioned by the Commission? 4 

A. Yes, it does.  In fact, PECO has been a leader over the years in terms of 5 

developing rate designs and rate options intended to promote demand response.  6 

Key examples of such rate designs include:  (1) Rate R’s (Residential) and Rate 7 

RH’s (Residential Heat) inverted rate block designs for summer usage in excess 8 

of 500 kWh per month (1.8 billion kWh and 1.3 million customers affected); (2) 9 

Rate GS’s (General Service) rate design that contains a special blocking structure 10 

in the summer months (800 million kWh and 150,000 customers affected); and 11 

(3) Rate HT’s (High Tension) rate design that ties minimum billing demands in 12 

winter months to the maximum demand in summer months.  Examples of rate 13 

options that PECO offers customers include:  (1) Rate RT-Residence Time-Of-14 

Use Service (116,000 kWh affected); (2) the Interruptible Rider-2 (IR-2) 15 

primarily for voluntary load reduction available to commercial and industrial 16 

(C&I) customers (150 Mw affected); and (3) the Night Service Riders – GS, PD 17 

and HT available to C&I customers (over 8.7 billion kWh affected).  The 18 

applicable tariff sheets and some of the promotional material describing these 19 

programs are attached as Schedule 3.   20 

D. Alternatives For Avoiding Abrupt, Large Price Increases 21 

18.      Q. Please respond to the suggestion that utilities may wish to consider a “phase-22 

in” of higher rates prior to the expiration of generation rate caps. 23 
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A. As I previously explained, we do not believe that the lifting of PECO’s rate caps 1 

at the end of 2010 will trigger an unmanageable rate increase.  Consequently, 2 

given what we know today, there is no need for PECO to consider an “early 3 

phase- in” of rate increases along the lines discussed in the Investigation Order.  4 

As I noted, however, we believe that an early phase- in of supply procurement for 5 

2011 and beyond may be beneficial for customers. 6 

E. Low-Income Customer Assistance 7 

19.      Q. The Investigation Order notes that rising electric rates could impose a 8 

particular burden on customers of modest means and invites respondents to 9 

address the adequacy of existing universal service programs.  Please 10 

comment. 11 

A. PECO provides some of the most extensive and far-reaching low-income 12 

customer assistance of any utility in the nation.  As of June 2006, PECO had over 13 

109,000 electric customers and more than 19,000 natural gas customers enrolled 14 

in its CAP Rate program - - by far the most of any energy company in 15 

Pennsylvania.  In addition, PECO’s CAP Rates were recently stratified to include 16 

a Special Needs component available to individuals with household income at or 17 

below 50% of the federal poverty level.  The cost of the CAP Rate program 18 

approximates $65 million annually. 19 

20.      Q. What else does PECO do to assist low-income customers? 20 

A. Over the last five years, PECO has contributed nearly $6 million to the operation 21 

and administration of Matching Energy Assistance Funds (MEAFs), which help 22 
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low-income customers pay their utility bills.  PECO also spends approximately 1 

$6.5 million per year on LIURP funding and staffs a full-time Customer 2 

Assistance and Referral Evaluation Services (CARES) program.  Finally, I would 3 

note that the Settlement Agreement approved by the Commission at Docket No. 4 

A-110550F0160 provides for substantial enhancements to PECO’s universal 5 

service programs upon the consummation of the Exelon/PSEG merger, including: 6 

(1) the payment of $500,000 per year from 2007 through 2010 to the MEAF; (2) 7 

an increase in the monthly usage level eligible for discounts under CAP Rates B, 8 

C, D and E from 500 kWh to 650 kWh; (3) a commitment by PECO to spend $1.2 9 

million on additional CAP enrollment outreach; (4) the stream-lining and 10 

simplification of the CAP application and recertification process; (5) a 11 

contribution of $400,000 to community based organizations (CBOs) for CAP 12 

outreach and referrals; and (6) the scheduling of at least four training sessions 13 

annually to educate CBOs on the availability and operation of the CAP Rate 14 

Program. 15 

21.      Q. In view of the foregoing, do you believe PECO’s universal service programs 16 

are adequate? 17 

A. Yes, I do. 18 

22.      Q. Do you have any concluding remarks? 19 

A. Yes.  PECO applauds the Commission’s efforts to address, in a proactive way, 20 

these difficult issues.  Although PECO does not anticipate dramatic rate increases 21 

upon the expiration of its rate caps, we recognize that current price projections are 22 
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by no means certain and that we cannot afford to become complacent about the 1 

future.  We further believe that one of the best ways to mitigate potential rate 2 

shock is to adopt reasonable hedging strategies.  For that reason, we urge the 3 

Commission to promptly finalize its default service regulations so that PECO and 4 

other companies can develop, and implement on a timely basis, procurement 5 

plans to address future volatility and allow customers to become educated about 6 

their supply options and potential impacts. 7 

 8 
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Q. Please state your name. 1 

A. Michael M. Schnitzer. 2 

Q. What is your business address? 3 

A. My business address is 55 Old Bedford Road, Lincoln, Massachusetts 01773.   4 

Q. Mr. Schnitzer, by whom are you employed and in what position? 5 

A. I am a Director of the NorthBridge Group, Inc. (“NorthBridge”).  NorthBridge is a 6 

consulting firm specializing in providing economic and strategic advice to the electric 7 

and natural gas industries. 8 

I. PURPOSE OF TESTIMONY AND CONCLUSIONS 9 

Q. What is the purpose of your testimony? 10 

A. The purpose of my testimony is to address Issue No. 6 in the Commission’s May 24, 11 

2006 Investigation Order, relating to the interplay between wholesale and retail electric 12 

markets. To that end, I first provide a forecast of the potential range of PECO Energy 13 

Company’s (“PECO” or “the Company”) POLR (Provider of Last Resort) supply costs 14 

and average retail rates in 2011, and compare that range to PECO’s 2010 rates under its 15 

restructuring settlement agreement. 16 

Second, I discuss price volatility more broadly, including the issue of a fixed price versus 17 

variable price offering for small customers, and how a full requirements auction like the 18 

one the Company has proposed can bring the benefits of wholesale competition in the 19 

PJM market to retail customers and mitigate retail rate volatility.  20 

 21 
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Q. What are your conclusions? 1 

A. I have three:  2 

1. Based on current forward prices for natural gas and electricity, I estimate that PECO’s 3 

average rates in 2011 will be about 11% higher than its 2010 rates under the 4 

settlement. Of course wholesale market prices are quite uncertain.  Based on 5 

historical levels of price volatility, the change in PECO’s average rates from 2010 to 6 

2011 could be as high as a 26% increase or as low as a 5% decrease.  7 

2. To reduce price volatility for POLR customers, POLR supply can be procured under 8 

fixed price contracts. Particularly for small customers, volatility is reduced further if 9 

the fixed price contracts are multi-year in term, with only a portion of the customer 10 

load put out to bid each year, under a “rolling” procurement.  11 

3. Procurement of fixed priced supply through a full requirements auction, in addition to 12 

reducing retail price volatility, will provide the benefits of wholesale competitive 13 

markets to customers who “choose not to choose”, or who prefer to be served by 14 

PECO as their retail generation supplier. The PJM wholesale electricity market 15 

structure provides a strong platform for a full requirements auction for Pennsylvania 16 

load in that it provides potential bidders with numerous competitive options for 17 

supplying POLR customer load from the PJM market. 18 

II. BACKGROUND AND QUALIFICATIONS 19 

Q. Mr. Schnitzer, please summarize your relevant experience in the electric energy 20 

industry. 21 
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A. In 1992, I co-founded NorthBridge.  Before that, I was a Managing Director of Putnam, 1 

Hayes & Bartlett, which I joined in 1979.  I have focused throughout this time on 2 

assisting energy companies deal with strategic issues, particularly those relating to 3 

finance and market structure issues.  In so doing, I have experience working with private 4 

sector clients in the electric utility, natural gas, private power, steel and coatings 5 

industries, as well as with public and nonprofit agencies.  6 

I have testified before the Federal Energy Regulatory Commission (FERC) and a number 7 

of state commissions on issues relating to competitive restructuring and wholesale market 8 

design, including Locational Marginal Pricing and Financial Transmission Rights, 9 

Regional Transmission Organizations (RTOs), standard market design, resource 10 

adequacy, and transmission expansion pricing policies. On several occasions I have been 11 

invited by FERC staff to participate as a panelist in technical conferences on these 12 

subjects. 13 

Last year I testified before the Illinois Commerce Commission on behalf of 14 

Commonwealth Edison, an electric distribution company that is an affiliate of PECO, in 15 

support of ComEd’s proposal to supply its default mass market customers through a full 16 

requirements competitive auction. 17 

Q. Mr. Schnitzer, please summarize your educational background. 18 

A. I hold a Master of Science degree in Management from the Sloan School of Management 19 

of the Massachusetts Institute of Technology, which I received in 1979.  My 20 

concentration was in finance.  I also received a Bachelor of Arts degree in chemistry, 21 

with honors, from Harvard College in 1975. 22 

23 
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III. PROJECTED 2011 POLR SUPPLY COSTS 1 

Q. Is it possible to forecast retail rates in 2011 for customers who are supplied by 2 

PECO?  3 

A. Yes.  The rates will be the sum of delivery rates (including transmission and distribution) 4 

plus the cost of supplying the full generation requirements of POLR customers. To 5 

estimate these rates, we have taken 2010 delivery rates and added to them the estimated 6 

cost of full requirements supply in 2011.  7 

Q. Can you know the cost of full requirements supply in 2011 with any certainty? 8 

A. Future market prices for electricity are, of course, uncertain.  And while it is possible to 9 

forecast 2011 full requirements prices based on current forward market price data, there 10 

is no guarantee that market conditions will not change between now and then.  Indeed, it 11 

is almost certain that they will change.  But with those caveats, it is possible to forecast 12 

2011 full requirements prices, and I have prepared such a forecast.  13 

Q. Can you please briefly describe your forecast methodology? 14 

A. Yes.  Right now, there are no prices that can be directly observed for 2011, because no 15 

one is currently offering full requirements power for 2011 delivery.  Nor are there 16 

currently any offerings for around-the-clock (ATC) energy (i.e., block energy) or 17 

capacity for 2011.  Thus, the starting point for the forecast is the best available market 18 

price data for full requirements service, which are the New Jersey BGS (Basic Generation 19 

Service) auction results for POLR supply for the period June 1, 2006 through May 31, 20 

2009.  The average price for POLR supply acquired in the New Jersey auction was about 21 

$102 per MWH, excluding line losses, but including network transmission charges.  The 22 
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corresponding figure without transmission charges is about $98 per MWH, for the 2006 1 

to 2009 period. 2 

Q. How did you translate those results to a 2011 forecast for PECO POLR load? 3 

A. The two biggest “drivers” of POLR supply costs during this period are natural gas prices 4 

and PJM capacity prices – both of which are beyond the Company’s and the 5 

Commonwealth’s control.  My approach therefore was to take the New Jersey results and 6 

adjust them for forecast changes in natural gas and capacity prices relative to their 2006 7 

to 2009 values. 8 

Q. Please explain. 9 

A. At the time of the BGS auction, forward prices for natural gas for delivery in the 2006 to 10 

2009 period averaged $9.5 per MMBtu.  However, current forward prices for natural gas 11 

for 2011 delivery are about $7.6 per MMBtu – significantly lower than the 2006 to 2009 12 

prices at the time of the BGS auction.  Because natural gas-fired generation sets the 13 

market price for electricity in Eastern PJM for the majority of the on-peak hours, and 14 

because POLR consumption is heavily weighted toward on-peak hours, natural gas prices 15 

and POLR prices are directly linked.  My analysis of the POLR prices indicates that for 16 

each ten percent change in natural gas prices (up or down), there will be a corresponding 17 

effect on the energy component of POLR prices of about eight percent.  Based on this 18 

relationship, and the fact that forward gas prices have come down somewhat since the 19 

time of the prior BGS auction, the forecast 2011 PECO POLR rate is $15 per MWH 20 

lower than the BGS result. 21 

The capacity adjustment, while similar, goes in the opposite direction.  Market capacity 22 

prices for 2006 to 2009 suggest a capacity component of the BGS price of just under $7 23 
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per MWH.  PJM forecast capacity prices in Eastern PJM for 2011 translate to a capacity 1 

component of 2011 PECO POLR costs of just under $8 – or  $1 per MWH higher than 2 

the BGS auction results.  The figure below summarizes these two adjustments, and shows 3 

that the forecast 2011 PECO POLR supply cost is $84 per MWH, excluding line losses 4 

and transmission costs.  (T&D costs are combined on the chart as a “delivery rate”.)  5 

Figure 1  -- Projected 2011 Average PECO Rate 6 
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 7 

Q. Assuming these supply cost forecast results come to pass, what are the retail rate 8 

implications? 9 

A. PECO’s forecast 2010 average retail rates under the settlement are about $108 per MWH, 10 

including an average delivery rate of $29 per MWH, excluding gross receipts tax.  As the 11 

figure above shows, adding the $84 per MWH supply cost, plus line losses, to the 2010 12 
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delivery rate yields a 2011 total rate of about $119 per MWH (11.9 cents/kWh), an 11 1 

percent increase over the 2010 rate.   2 

Q. Could the rate increase be much different than your forecast?  3 

A. Yes.  First, I should note that my forecast implicitly assumes that Pennsylvania defines 4 

similar POLR products and adopts similar switching rules as New Jersey.  If 5 

Pennsylvania does not do so, these price forecasts for PECO could be materially affected.  6 

Second, as I explained before, one of the biggest “drivers” of POLR supply costs is 7 

natural gas prices, which are very uncertain.  For example, natural gas forward prices for 8 

delivery in 2010 have been quoted on the New York Mercantile Exchange (“NYMEX”) 9 

since November 2004.  Since November 2004 the prices for 2010 delivery have been as 10 

low as $5.00 per MMBtu and as high as $8.90 per MMBtu, a range of $3.90 per MMBtu.  11 

Based on this evidence, it is clear that 2011 POLR supply costs could be significantly 12 

higher or lower than my forecast.  To illustrate this point, I have applied the historical 13 

range of $3.90 per MMBtu to the current 2011 forward prices for natural gas – meaning 14 

2011 natural gas prices could turn out to be $1.95 per MMBtu higher or lower than the 15 

current 2011 forward price of $7.60 per MMBtu.  This yields a range of 2011 gas prices 16 

from $5.70 to $9.60 per MMBtu.  Using the same forecast methodology for POLR prices, 17 

this range of gas prices could result in a 2010 to 2011 average PECO rate increase of 18 

26% at the high end, or, on the low end, a decrease of 5%. 19 

IV.  MINIMIZING PRICE VOLATILITY 20 

Q. What do you mean by volatility of POLR prices? 21 
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A. We all know that wholesale prices for electricity vary dramatically – over the course of a 1 

day, a month, a season, and from year to year.  The question is how much of this 2 

variation should be reflected in retail prices, particularly for sma ll customers. 3 

Q. How does a spot price “pass through” for POLR customers work? 4 

A. Under a spot price pass-through, a utility does not enter into any long-term supply 5 

contracts on behalf of its POLR load.  Rather, it buys every day from the spot market and 6 

passes through the charges directly to customers.  The pass-through can be in the form of 7 

hourly real-time pricing, in which case retail customers are charged the hourly PJM spot 8 

price, based on their consumption in each hour (assuming they have interval metering.)  9 

Real-time prices vary widely over the course of a 24 hour period, and any large industrial 10 

customers who are “exposed” to such hourly prices can tailor their consumption patterns 11 

accordingly.  However, such an hourly pricing structure cannot be used for small 12 

customers, who – at least today -- do not use hourly interval meters.  13 

For small customers without interval metering, spot price pass-through generally means a 14 

pass through of spot prices on a monthly basis, based on the cost to supply them out of 15 

the PJM spot market.  Experience in other markets indicates that a spot price pass through 16 

of this sort can result in quite a bit of volatility from month to month in electric bills. The 17 

figure below illustrates the variability in residential POLR rates for certain New York 18 

utilities, three of whom offered a “fixed price” or hedged product (National Grid, 19 

NYSEG and Rochester G&E) and three who generally were less hedged and passed 20 

through spot prices (Central Hudson, Con Edison and Orange & Rockland.)  The chart 21 

shows the monthly and seasonal swings experienced by the customers of the pass-through 22 

utilities, in contrast to the more stable rates experienced by customers under the fixed 23 
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price offers.  (The fact that prices are higher on average for Con Edison and O&R is 1 

largely a function of locational price differences within the state.)   2 

 Figure 2 – New York Residential POLR Rates 3 

 4 

Q. You have already mentioned fixed price full requirements contracts for serving 5 

POLR load.  Do they reduce price volatility for retail customers?    6 

A. The answer depends on two variables – the length of the contract term, and the amount of 7 

load that is put out to contract at one time. 8 

Q. Please explain. 9 

A. Under very short term fixed price POLR contracts – meaning 6 months to one year –10 

prices are fixed only for a short period.  They can change frequently, and they can change 11 
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significantly.  For example, in Massachusetts, residential default service was 1 

competitively procured every six months for a six month duration.  As the figure below 2 

illustrates, default service customers were exposed to significant price volatility, with 3 

default service prices nearly tripling in a three and a half year period.  So, longer contact 4 

terms provide more insulation from volatility. 5 

Figure  3 – Massachusetts (NStar) Residential POLR Rates 6 
 7 
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 8 

But any procurement approach, which is structured to “turn over” all the load at once – 9 

even if the contracts in question are very long term -- can also result in significant abrupt 10 

changes.  Therefore PECO advocates an approach for small customers in which there is 11 

an auction each year to procure a three year fixed price supply for one third of the full 12 

requirements of the POLR load.  This results in a rolling procurement and a dollar 13 

averaging effect that dampens price swings for customers. I should note that a multi-year 14 
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(e.g. rolling three-year) purchase is recommended only for smaller customers who are 1 

less likely to switch back and forth between POLR and competitive retail suppliers. For 2 

large customers, PECO advocates procuring full requirements POLR supply based on one 3 

year fixed price contracts.  4 

Q. By a portion of the small customer load being put out to contract, do you mean that 5 

supply only for certain customers is put out to bid each year? 6 

A.  No.   What is put out to bid each year is a “slice” (e.g. one third) of the entire small 7 

customer POLR load.  The price charged to all POLR customers (in the same rate class) 8 

is the same and it is “blend” of the contract prices from each year. 9 

Q. Have other jurisdictions approved such a plan? 10 

A. Yes, both New Jersey and Illinois have approved multi-year, rolling procurement for 11 

small POLR customers.  In each state, an annual auction is (or will be) conducted in 12 

which the delivery companies obtain three year fixed price contracts for full requirements 13 

supply.  One third of the POLR load is put out to bid each year.  The price to POLR 14 

customers is a blend of all three “vintages” of contracts.  15 

Q. If putting all the load out to bid at once can create a large price change, how can a 16 

utility manage the one -time transition from price caps to rolling 3-year contracts? 17 

A. There are several options, including starting the forward procurement well in advance of 18 

the expiration of the current price caps.  This issue is discussed in more detail in the 19 

testimony of PECO witness Lisa Crutchfield.  20 

21 
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V.  OTHERS BENEFITS OF A FULL REQUIREMENTS AUCTION 1 

Q. Are there other benefits of using a competitive auction to procure fixed price full 2 

requirements power on behalf of default electric customers? 3 

A. Yes.  Besides reducing volatility of retail prices, under this approach all default 4 

customers can get the benefits of wholesale competition, even though they have not 5 

chosen alternative retail providers. 6 

Q. Please explain. 7 

A.       Through PJM, Pennsylvania is embedded within one of the largest competitive wholesale 8 

power markets in the world.  Each bidder in a full requirements auction will make its own 9 

judgments about how best to supply the fixed price product from this wholesale market, 10 

and the bidders will compete on that basis -- who can procure from the wholesale market 11 

at the lowest cost.  There are many supply choices for the bidders to make – for example, 12 

whether to make short term or long term purchases, whether or not to “lock in” fuel costs, 13 

whether to buy an equity interest in generating assets. The price ultimately paid by the 14 

retail customers will be based on the bidders’ best judgments about how to tap into the 15 

wholesale market.  Thus all mass market customers – those who remain with their utility 16 

and those who choose alternative retail providers -- will get the benefits of two levels of 17 

competition: the competition among generating resources in the underlying wholesale 18 

market, and the competition among full requirements suppliers for how best to buy in that 19 

market.   This should provide substantial benefits to Pennsylvania consumers.   20 

Q. What are the prerequisites for successful fixed price full requirements 21 

procurement? 22 
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A. Basically, there are two prerequisites:  a well functioning competitive wholesale market, 1 

and a well structured set of rules for the competitive procurement process and associated 2 

customer choice issues.  As to the second element, I have already noted that my analysis 3 

implicitly assumes that Pennsylvania adopts POLR products and switching rules similar 4 

to those in New Jersey.  These rules are material to full requirements bidders and can 5 

affect the price and even the viability of full requirements procurement.  As to the actual 6 

mechanics of the full requirements auction, if the PaPUC permits PECO to pursue the 7 

auction approach, it will have several examples of well structured processes to draw upon 8 

– in particular the BGS auctions in New Jersey and the Commonwealth Edison auction in 9 

Illinois.  There is one feature of these rules which I would like to elaborate upon – 10 

namely, the importance of not undermining supply contracts which “after the fact” 11 

become above-market in price.   12 

Q. Why is this important? 13 

A. From a commercial point of view, the prospect that the rules could be changed or 14 

contracts revisited after the auction has been completed would be highly problematic.  15 

This risk could change suppliers’ view of the product that they are being asked to bid on, 16 

from a forward contract to an options contract.  17 

Q. Please explain. 18 

A. If bidders believe that contracts will honored and rules will not be changed after the fact 19 

if wholesale prices stay the same or go up, but that if wholesale prices go down, then the 20 

rules may be changed (and the utility’s ability to honor the contracts may be 21 

compromised) then the bidders will effectively view the product they are be asked to bid 22 

on as an option, not a forward contract.  Normally an option is priced in two parts  – a 23 
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price to hold the option, then a price when and if it is exercised. But in the context of a 1 

full requirements auction, a bidder is limited to a single bid price. The only way it can be 2 

compensated for the risk of offering an option is by bidding a very high price – a price 3 

above the expected wholesale price at that time. For instance, suppose the current 4 

forward price is $50. If the bidder believes it is really bidding on an option, due to 5 

regulatory review risk, its view will be that if prices fall to $40, the option will not be 6 

exercised (because the auction results will be rejected), but if prices rise to $60, the 7 

bidder will be held to its commitment.  In that case, the bidder will be forced to offer a 8 

price somewhere above $50 – say, $55 -- in order to be compensated for the asymmetric 9 

risk it is taking on. Of course, this strategy will be self-defeating, because if all suppliers 10 

take this view (as is likely) the clearing price will be perceived as being above-market, 11 

and the auction results will be rejected.  So the result of the risk of future rules changes is 12 

the possibility of lower participation (and higher prices) or, in the worst case, a failed 13 

auction altogether.  14 

        The "deal" for POLR suppliers is that the PAPUC is committed to a competitive 15 

process, and seeks only to assure itself that the process was followed and that results are 16 

consistent with current wholesale market conditions, not that the Commission gets to wait 17 

and see how market conditions might change following the auction.  A short review 18 

window (with all the prior review) is adequate for that purpose.  A longer review period 19 

or the potential for other rules changes raises the possibility of some other standard of 20 

review, potentially an opportunistic approach to market price movements.  Such a 21 

perception by suppliers will undermine the auction effectiveness, and increase prices. 22 

23 
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VI. PJM SUPPORTS COMPETIVE FULL REQUIREMENTS AUCTION 1 

Q. Why do you assert that PJM markets provide a good platform for a full 2 

requirements auction? 3 

A. PJM is a very large regional wholesale electric market that is carefully designed and 4 

monitored to promote robust competition.  Bidders in a fixed price full requirements 5 

auction can draw on this entire market in many different ways, and will compete in the 6 

auction on the basis of how to serve full requirements load at the lowest possible cost 7 

from this market.  Thus the efficiency of the PJM markets will be passed through to 8 

customers through the mechanism of the full requirements auction. 9 

Q. Is PJM unique in this respect? 10 

A. No, but it is the largest and one of the best developed of its type.  And it is important to 11 

recognize that the PJM model has several key features that are not present in many parts 12 

of the country but are essential to the concept of a full requirements auction.  For 13 

instance, PJM runs a central energy market that dispatches generation across PJM at least 14 

cost to serve all PJM load reliably.  PJM also provides ancillary services on a competitive 15 

basis.  Therefore full requirements suppliers need not own or control generation in order 16 

to serve their load.  This substantially increases the universe of potential bidders in a full 17 

requirements auction, relative to the situation in other parts of the country without 18 

organized central markets. 19 

In areas without central markets, a full requirements supplier almost invariably must not 20 

only own or control generation, but it must own or control several types of generation 21 

including load following capability and operating reserves.  Furthermore, with physical 22 

transmission rights rather than PJM-style congestion pricing, there is a distinct advantage 23 
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to generation located in the same control area as the load.  Thus the universe of potential 1 

full requirements suppliers would typically not be large – not large enough to support a 2 

competitive procurement. 3 

Put another way, under the PJM structure there are no physical barriers to entry to a full 4 

requirements auction.  As I noted, bidders in a full requirements auction do not need to 5 

own or contract with any generation in order to serve load in PJM. If a bidder wins the 6 

auction, but never contracts with a single generator, load will still be served reliably from 7 

the daily PJM spot market, and the bidder will be charged the cost. Thus bidders can 8 

make a firm fixed price commitment to serve load without having any generation under 9 

contract.  Their only risk from doing so is financia l, not physical. And the utility does not 10 

have to require that bidders own or control generation; it only needs to assure their 11 

financial strength.  The universe of entities that are financially strong is far larger than the 12 

universe of companies that own generation in Pennsylvania or even in PJM.  Thus this 13 

aspect of the PJM market facilitates the largest possible field of bidders in a full 14 

requirements auction. 15 

The entire PJM market is available to full requirements bidders to hedge their fixed price 16 

obligation.  Bidders can contract bilaterally with any generator in PJM, and with financial 17 

players as well, without transmission reservations.  Put another way, bilateral contracts in 18 

PJM are financial, not physical.  A bidder can contract bilaterally with a generator in 19 

Maryland just as easily as with a generator in Illinois.  A bidder can also contract with 20 

one of the many financial players who offer forward products in PJM. Thus, given the 21 

large size of the PJM market, the potential supply of price hedges available to bidders in 22 

the full requirements auction is huge.  Price competition among bidders in the FR auction 23 
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will reflect the depth of the underlying PJM market and bring the benefit of that market to 1 

POLR customers in Pennsylvania.   2 

Q. Does this complete your direct testimony? 3 

A. Yes.  4 


