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I.
INTRODUCTION

Constellation NewEnergy, Inc., Direct Energy Services, LLC, Noble Americas
Energy Solutions LLC, (collectively “Retail Competition Advocates™)?, and the Retail
Energy Supply Association (“RESA”)’ commend the members of the Arizona
Corporation Commission (“ACC” or “Commission™) for moving forward on the
important issue of retail electric competition in the state. Other state jurisdictions have
wisely created markets to allow their residents and businesses the freedom to choose their
electricity supplier and to benefit from the competition that such choice creates. Indeed, it
is no exaggeration to say that informed parties from all over the United States are
watching Arizona with optimism that the Commission will act expeditiously in
supporting retail competition to ensure Arizonans also benefit from electric choice.

Retail electric competition and customer choice are long overdue in Arizona.
Customers are being denied both savings and service innovation the longer they are
limited to monopoly providers and bundled tariff services. The Commission has quite
properly decided to re-evaluate retail electric competition in light of more than a decade
of customer choice success in other states.

Retail Competition Advocates and RESA appreciate the opportunity to participate
in this first phase of this proceeding, initiated by ACC Executive Director Jodi Jerich’s
May 23, 2013 letter (“Request for Comments™). We anticipate that this process will
expeditiously culminate in a decision by the Commission to move forward to re-institute
electric retail competition. The comments of the Retail Competition Advocates and
RESA will reference the substantial evidence that demonstrates that retail electric choice
has placed downward pressure on electric prices, stimulates innovation and efficiency,

? Each of the members of the Retail Competition Advocates have applications pending before the Arizona
Corporation Commission for Certificates of Convenience and Necessity, which will, when approved, allow
each to compete to provide retail electric service to Arizona customers. We anticipate that additional
appplications will be submitted when the Commission moves forward with retail electric competition.

? The Retail Energy Supply Association (RESA) is a broad and diverse group of retail energy suppliers
operating in 16 states delivering competitively priced retail electricity and natural gas to residential,
commercial and industrial energy customers. For information about membership and initiatives, see:
http://www.resausa.org/ RESA’s members include: AEP Energy, Inc.; Champion Energy Services, LLC;
ConEdison Solutions; Constellation NewEnergy, Inc.; Direct Energy Services, LLC; GDF SUEZ Energy
Resources NA, Inc.; Hess Corporation; Homefield Energy; IDT Energy, Inc.; Integrys Energy Services,
Inc.; Just Energy; Liberty Power; MC Squared Energy Services, LLC; Mint Energy, LLC; NextEra Energy
Services; Noble Americas Energy Solutions LLC; NRG, Inc.; PPL EnergyPlus, LLC; Stream Energy;
TransCanada Power Marketing Ltd. and TriEagle Energy, L.P. The comments expressed in this filing
represent the position of RESA as an organization but may not represent the views of any particular
member of RESA.
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and empowers customers to choose products and services to meet their individual needs —
to the benefit of all customers.

Retail Competition Advocates and RESA are confident that after the Commission
and the ACC Staff review the responses to the Request for Comments provided by all
interested parties, it will conclude that implementing retail choice in Arizona is in the
public interest and all initiatives necessary to support that outcome must commence.

As such, it is the Retail Competition Advocates’ and RESA’s hope that the
Commission will direct ACC Staff to:

Develop and/or modify existing retail market rules and protocols to ensure an
efficient and robust competitive market framework; and

Address and remedy the technical and legal deficiencies that resulted in the
rules being suspended, as was contemplated by the Commission at the Open
Meeting held on March 9, 2013.

Retail Competition Advocates and RESA have structured responses to the
questions posed in the Request for Comments to provide the Commission with ample
evidence and support for the resumption of retail electric competition by:

Recounting the growing body of evidence on the benefits of retail choice and
the various ways that a market can be structured to achieve favorable
outcomes for all consumers. A compendium of reports and resources
(Attachment A) is included that documents the successes and “lessons
learned” from other retail choice markets, the benefits choice brings to
residents and businesses, and a description of market design approaches that
have been pursued in other markets to date to ensure the transition to retail
choice is best designed for customers. Many of these reports are specifically
cited in these comments; others are included because of their relevance to the
matters at hand and will provide the Commission and Staff with additional
description and data on the implementation of retail electric choice.

Explaining the mechanisms by which Provider of Last Resort service will be
made available to customers and how those mechanisms prevent cost shifting;
and

Providing an overview of the important and manageable work that will be

necessary in Phase 2 of this proceeding to re-establish retail market rules and
protocols.
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IL.
Responses to the Questions Posed in the Request for Comment

1.  Will retail electric competition reduce rates for all classes of customers -
residential, small business, large business and industrial classes?

Response: The benefits of robust, sustainable retail competition extend beyond a
simple analysis of price. With retail competition, customers are empowered to choose
among a number of value propositions customized to their individual needs. In some
instances, that may be an evaluation solely on price, but for others it may be about
increasing their use of renewable energy, or a desire to have a fixed price in place for a
pre-determined period of time, while still others may prefer time differentiated prices or
some blend of fixed and variable pricing. The full range of customer choice benefits
should be evaluated in their entirety; savings is but one of those benefits.

The success of competition in reducing electric rates to their lowest possible
levels in both the retail and wholesale sectors of electric industry has been well
documented. Many of these data points are cited below and demonstrated by a wide
range of reports, analysis, and data summarized in the Attachment A compendium. The
corollary point is, of course, that the Arizona status quo of vertically integrated, rate-
regulated utility service has not and will not guarantee any of these benefits to
consumers. Proponents of the status quo — opponents of customer choice — should be
expected to make an affirmative case for the superiority of customer savings and services
under the status quo approach, arguing that the empirical evidence of restructured market
successes are somehow not appropriate for Arizona to consider. Retail Competition
Advocates and RESA note that every state commission that has pursued restructuring has
asked a similar, fundamental question, “Will the benefits of retail competition to residents
and businesses in our jurisdiction outweigh the risks of pursuing this market approach?”
We submit that, for Arizona, the answer to this question is a resounding yes. Our
responses that follow address why moving to a Phase 2 implementation discussion in this
proceeding is warranted, and will be beneficial to all classes of customers in Arizona.

Currently, seventeen U.S. states plus the District of Columbia allow full or partial
customer choice, leveraging a range of models. As a result, approximately 20% of all
energy sales (TWh) in the U.S. are served competitively by a supplier other than the
vertically integrated utility.

Success of Competition in Retail Electric Markets: Allowing customers to
make choices with respect to their electricity supply will create competitive pressures that
incentivize more efficiency, technological innovation, product innovation, and better risk
management, and that will inherently put downward pressure on prices. In fact, reports by
several state utility commissions document that prices in competitive markets are lower
than would have been the case in a rate-regulated environment, had those states not
restructured. Those reports are included in Attachment A to these comments.*

* Attachment A: Ref #A1, “Regulation and Relevancy: Assessing the Impact of Electricity Customer
Choice”; Ref #A8, “Retail Electric Choice: Proven, Growing, Sustainable”; Ref #A10, “Retail Electricity
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When considering what constitutes “success” in competitive retail markets, the
evidence suggests the following metrics are important to evaluate:

o The Exercise of Customer Choice (Are customers actively engaged in taking
advantage of the choices they are afforded and at what prices?)

e Customer Value and Savings (Are customers able to select alternatives to the
traditional bundled rate that afford them savings or additional product choices?)

¢ Abundant Product and Service Options (Has the competitive market resulted in
a variety of products and prices from which customers can choose?)

e Market Entry and Participation of Retail Suppliers (Has the competitive
market design attracted a substantial/increasing number of competitive suppliers
to participate in the retail markets?)

The following offers an overview of the experience with regard to each of these
measures in restructured markets to date.

The Exercise of Customer Choice

Customers in open retail markets are actively choosing a supplier of their
electricity other than the traditional vertically-integrated utility at increasing levels. Each
restructured state reports (typically monthly or quarterly) customer choice activity
statistics by utility territory and customer type. The market design (particularly regarding
the procurement and pricing of default service where it exists), along with customer
education initiatives and other retail rules such as “purchase of receivables” and
aggregation allowances, greatly contributes to variations in residential shopping across
markets. The following examples highlight customer choice activity from the most recent
utility commission reports.

¢ Residential migration to competitive supply: In addition to Texas (where
choice is 100% in the areas of Texas where choice is allowed, since customers
can only opt for a competitive retail energy provider by market design), there are
numerous examples where a restructured state’s market design has led to a
significant number of residential customers choosing a competitive supply option,
including:

o Illinois: As a statewide average, over 60% of Illinois customers have
chosen a retail supplier. There is some variation in Illinois utility
territories based on tariff and market design. The highest residential choice
rates are in Ameren (Central Illinois Light Co.) at 73% residential
migration to a competitive supplier; 67% in Commonwealth Edison’s
territory.’

Customers Benefit When Suppliers Compete to Serve Them”; Ref #A14, “Innovation in Competitive
Electricity Markets”
> Based on the latest data available from the Illinois Commerce Commission (ICC) @

http://www.icc.illinois.gov/electricity/switchingstatistics.aspx
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o Ohio: Three utility territories in Ohio report residential customer
migration to a competitive supplier over 70%: Cleveland Electric and AEP
both report 76% migration, and Toledo Edison reports 72% migration.®

o Pennsylvania: Residential customer choice in Pennsylvania utility markets
ranges from 28% (West Penn Power) to 45% (Duquesne Light).’

o Connecticut: United Illuminated reports 49% of customer accounts
competitively served; Connecticut Light & Power reports 44% residential
customer choice.®

e Non-residential migration to competitive supply: Competitively-served non-
residential volumes served in MWh, as a percentage of eligible MWh in
restructured markets, average over 80% across all utility markets, with some
larger industrial volumes competitively served over 90%.’

Customer Value and Savings

According to an analysis of data from the U.S. Energy Information
Administration and the Bureau of Labor Statistics, between 1997 and 2012
inflation-adjusted retail rates in states with restructured competitive retail markets
decreased by 4% while those in states that rely on monopolies increased 7%. Retail
customers in all classes have benefitted from these decreases. Specifically, inflation-
adjusted rates for residential, commercial, and industrial customers in retail choice states
decreased by 6.5%, 12.1%, and 1.7%, respectively over this period, while rates in these
same customer classes in monopoly utility states increased by 3.9%, 1.2% and 10.1%,
respectively. '

Abundant Product and Service Options

Customers in restructured power markets have a wide range of offers to choose
from, such as various contract durations, pricing options, renewable options, as well as
other value added products and services, such as energy efficiency services. Finding
creative ways to use technological and other innovations is a core competency of
competitive retailers and the best way to make these solutions available to customers is
through a robust competitive retail market. Tables 1 and 2 that follow summarize just a

® Based on the latest data available from the Public Utilities Commission of Ohio (PUCO) @
http://www.puco.ohio.gov/puco/index.cfm/industry-information/statistical-reports/electric-customer-
choice-switch-rates/

7 Based on the latest data available from the Pennsylvania Office of Consumer Advocate (OCA) @
http://www.oca.state.pa.us/Industry/Electric/elecstats/ElectricStats.htm

8 Based on the latest data available from the Connecticut Department of Public Utility Control (DPUC) @
http://www.dpuc.state.ct.us/dockhist.nsf/Web+Main+View/Search+Electric?OpenView& StartK ey=06-10-
22

® Each state utility commission in restructured markets reports its non-residential customer choice activity,
in different non-residential size categories If the Commissioners or Staff would like more information on
non-residential customer choice activity details than is shown here, Retail Competition Advocates and
RESA will be glad to provide as a supplement.

10 Attachment A: Ref #A2, “States with Restructured Electricity Markets Post Lowest Rates of Change”
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sample of competitive residential offers in restructured markets, which are publicly
reported on either a state commission, utility, or external offer comparison website. Both
tables include a column (labeled “Price to Compare”) which is each utility’s residential
default rate that customers pay if they do not shop.

Specifically, Tables 1 and 2 show, for one representative month — June 2012- the

average among all residential pricing offers (as well as the minimum and maximum
offers of retail suppliers) in each utility territory for the nine states where this competitive
information is publicly posted.

As Table 1 shows, residential customers in nine states had from 3 to 58 different
fixed or variable competitive offers (depending on utilities) they could choose
from in June 2012 alone, among a range of suppliers active in each territory to
serve residential customers.

As Table 2 shows, residential customers in nine states had from 3 to 66 different
green power competitive offers (depending on utilities) they could choose from in
June 2012 alone, among a range of suppliers active in each territory to serve
residential customers. These green power options, which competitive suppliers
are actively offering, are an important contributor to states meeting their
Renewable Energy Portfolio (RPS) standards, discussed more in response to
Question 14.

Several restructured markets have developed easily accessible and user-friendly

platforms for residential and (and in some cases, small business) customers to compare
retail suppliers and their product and service offerings. These are summarized at a high
level in Table 1 and 2. Examples include:

Texas “Power to Choose” - http://www.powertochoose.org

New York “Power to Choose” - http://www.newyorkpowertochoose.com/
Pennsylvania “Power Switch” - http://www.papowerswitch.com/

Illinois “Power 2 Switch” - http://www.pluginillinois.org/

Connecticut Energy Savings - http://ctenergysavings.com/

Further elaboration of the abundance of service offerings provided by retail

choice suppliers is provided in response to Question 2, where Table 3 contains example
of retail supplier pricing, products, and services that are available to customers in
restructured markets.
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by Utility Market (June 2012 - example)

Table 1: Residential Fixed and Monthly Variable Competitive Price Offers,

CT CL&P 7.62 9.99 749 5 5 11.49 6.98 11 11
CT Ul 7.70 9.99 749 5 5 10.99 6.98 13 12
DC PEPCO DC* 9.24 9.59 845 5 5 8.59 7.79 3 3
IL Ameren Zone 1 4.67 7.50 447 12 10 6.20 4.10 2 2
IL Ameren Zone 11 4.66 7.50 447 10 8 6.20 4.10 2 2
IL Ameren Zone 1T 4.68 7.50 447 12 10 6.20 4.10 2 2
IL ComEd 5.11 7.90 0.06 17 16 7.60 4.10 7 7
MD BGE* 9.73 10.40 8.15 11 11 8.68 7.99 3 3
MD Delmarva MD* 9.15 9.49 8.30 5 5 - - 0 0
MD PEPCO MD* 9.29 10.70 8.35 9 8 11.10 7.99 3 3
MD Potomac Edison* 5.72 6.45 5.79 5 3 - - 0 0
NJ PSEG 10.97 14.72 12.49 4 2 15.89 15.39 3 1
NJ JCPL 10.22 12.60 |  10.79 6 4 14.25 | 13.75 3 1
NJ Atlantic City Electric 9.79 13.00 11.49 4 2 14.59 13.75 3 1
NY CenHud 6.05 8.60 7.59 5 5 10.49 5.60 13 10
NY ConEd 10.74 12.70 8.90 18 17 15.99 6.90 | 36 34
NY ConEd Westchester 6.74 10.99 7.46 18 17 15.99 599 | 31 30
NY NiMo 7.78 9.25 6.74 12 12 11.24 490 20 18
NY NYSEG 6.42 8.63 6.19 9 9 10.01 4.23 18 15
NY ORU 8.56 10.00 7.50 11 10 7.50 5.99 23 19
NY RGE 6.89 8.27 5.83 11 11 4.99 0.80 | 21 19
OH AEP hH 7.90 6.34 6 6 8.34 7.02 2 1
OH Dayton bl 6.89 6.40 3 3 9.75 9.75 1 1
OH Duke ** 7.40 5.49 5 5 9.44 5.49 11 8
OH FirstEnergy * 6.49 5.86 4 4 5.79 5.79 1 1
PA Duguesne Light 6.60 7.90 6.30 13 8 12.50 6.45 13 11
PA MetEd 8.79 9.49 749 14 8 9.49 6.98 8 7
PA PECO 8.61 10.49 8.19 17 10 10.89 7.28 17 8
PA Penelec 8.70 8.70 6.69 8 5 8.99 5.64 9 2
PA Penn Power 7.10 6.79 5.79 2 2 7.29 6.95 3 2
PA PPL 8.23 9.29 7.69 16 12 9.60 6.29 14 13
PA West Penn 6.22 7.10 5.33 9 6 7.99 6.00 5 4
X AEP Central na 8.40 5.10 53 38 11.94 340 | 30 22
TX AEP North na 8.93 5.63 49 35 11.43 3.53 26 20
X Centerpoint na 8.19 4.99 55 38 11.23 3.79 33 25
X Oncor na 8.15 5.35 58 41 11.49 3.55 31 23
TX TNMP n/a 8.07 5.67 50 36 12.51 4.07 23 19

Source: State utility commissions (note that TDSP charges are removed for Texas)

* MD utilities' PTC is the weighted average of seasonal variation

**The OH PUCO does not post Price to Compare on their offers website; this information is in EDC tariffs
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Table 2: Residential Renewable, Wind or Green Competitive Price Offers
by Utility Market (June 2012 - example)

High Low #of #of

Utility Utility Price
: to Compare  ¢/kWh  ¢/kWh  Offers Retailers
CT CL&P 7.62 13.49 7.57 16 9
CT Ul 7.70 13.49 7.57 16 9
DC PEPCO DC* 9.24 10.60 9.40 8 4
IL Ameren Zone | 4.67 5.56 4.57 4 2
IL Ameren Zone 11 4.66 5.56 4.57 4 2
IL Ameren Zone 111 4.68 6.30 4.57 4 2
IL ComEd 5.11 9.80 - 14 7
MD BGE* 9.73 12.49 9.18 17 9
MD Delmarva MD* 9.15 10.40 9.10 3 2
MD PEPCO MD* 9.29 11.99 9.00 15 8
MD Potomac Edison* 5.72 8.00 5.89 3 2
NJ PSEG 10.97 - - 0 0
NJ JCPL 10.22 - - 0 0
NJ Atlantic City Electric 9.79 - - 0 0
NY CenHud 6.05 9.00 5.85 6 3
NY ConEd 10.74 16.50 9.94 13 8
NY ConEd Westchester 6.74 12.97 8.49 15 8
NY NiMo 7.78 8.94 4.99 6 6
NY NYSEG 6.42 8.94 5.72 7 6
NY ORU 8.56 11.79 7.73 10 6
NY RGE 6.89 7.94 4.99 5 4
OH AEP ** 6.79 6.79 1 1
OH Dayton ** 8.94 6.70 2 2
OH Duke rk 9.44 5.90 4 3
OH FirstEnergy *x 6.19 6.19 1 1
PA Duquesne Light 6.60 10.40 8.30 4 4
PA MetEd 8.79 9.40 8.22 6 6
PA PECO 8.61 13.00 - 22 14
PA Penelec 8.70 9.49 8.06 8 )
PA Penn Power 7.10 7.49 7.39 2 2
PA PPL 8.23 11.99 7.94 23 13
PA West Penn 6.22 7.79 - 9 6
X AEP Central na 12.94 5.40 61 29
TX AEP North na 12.27 6.23 57 26
X Centerpoint na 12.23 5.59 62 30
TX Oncor na 12.49 3.85 66 30
TX TNMP na 13.51 6.17 59 27

Source: State utility commissions (note that TDSP charges are removed for Texas)
* MD utilities' PTC is the weighted average of seasonal variation
**The OH PUCO does not post Price to Compare on their offers website; this information is in EDC

Page 9 of 47




Market Entry and Participation of Retail Suppliers

Another important measure of the success of competitive power markets is their
ability to attract active retail suppliers to participate in the retail markets. As Figure 1
reflects, the number of licenses granted to retail suppliers entering restructured power
markets has grown substantially year-over year since 2009. Even after 15 years of
restructuring, many markets are still attracting new retailers to enter and/or enticing
existing retailers in other markets to be licensed in additional markets. Participants
include some of the largest well capitalized energy corporations from around the world,
as well as local entrepreneurs who carve out niche markets in this evolving space.

Figure 1: New Retail Supplier Licenses Granted in Restructured States,
2009 -2013 YTD
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Source: State commission websites reflecting license status. 2013 is through 6/30/13

The growing number of retail suppliers actively entering competitive markets, in
addition to benefitting customers in those markets by providing energy choices, services
and savings, has an important additional benefit — these new market entries also spur
economic development and job creation in restructured markets that would not have
existed without competition, such as new call centers. As noted in a recent report on the
connection between competitive markets and the economy, “By itself, electric
competition cannot rescue a moribund economy. But combined with other policies,
electric competition can be a catalyst for economic growth.”!!

Success of Competition in Wholesale Markets: It is also worth noting that
restructuring, which began in the 1990s, was undertaken by states that recognized that the
vertically integrated/cost-based regulation model was failing to control costs. Thus, the
goal of policymakers at the inception of competition was to ensure affordable and reliable
electricity for consumers by establishing competitive market principals and constructs to

' Attachment A: Ref #A13, “Electricity Competition at Work: The Link Between Competitive Electricity
Markets, Job Creation, and Economic Growth”
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ensure reliability at the lowest possible costs. That objective remains consistent today. As
it does elsewhere in the economy, competition keeps costs as low as possible, drives
innovation, and results in product innovations that customers are seeking. Of course, this
does not mean that competition promises ever-decreasing prices. Electricity prices, like
the prices of all other commodities, are subject to changing market conditions, in some
cases global markets, that affect the cost of inputs. This is just as true for traditional
vertically-integrated utilities. The competitive market structure ensures that prices remain
as low as possible.

Cost-of-service ratemaking employed in the traditional vertically integrated utility
model leads to rates that are based on whatever costs are deemed "prudently” incurred,
plus an administratively determined profit margin. Cost-of-service ratemaking does not,
and will not, provide utilities with the economic incentive to innovate and improve
operational efficiencies the way that competition doesbecause the discipline that
competitive market forces bring to such spending is lost.'* That restructuring has been
successful in bringing down wholesale costs is clear — in states where restructuring has
occurred, power plants are operating at higher capacity factors, and the massive cost
overruns for power plant construction of the type seen in Southeast regions have not
occurred. In fact, plant operators in restructured states reduced labor and non-fuel
expenses, holding output constant, by 3 — 5% relative to other investor-owned utility
plants in non-restructured states, and by 6 — 12% relative to government- and
cooperatively-owned plants that were largely insulated from restructuring incentives.'
The beneficiaries of these new efficiencies have been the formerly captive customers of
the utilities who had no other supply choice.

The Outlook for Retail Choice Savings in Arizona: There is evidence to
suggest that Arizonans in all customer classes will indeed experience savings under retail
choice. That evidence comes from the Alternative Generation Service tariff (“AG-1") that
was approved by the Commission as part of the settlement of APS’s last rate case, and is
a service that is available to 200 MW of large commercial and industrial load in the APS
service territory. AG-1 allows those customers to find a competitive third party supplier,
negotiate pricing for electricity supply, and have that supply delivered to APS for re-
delivery to the customer. Virtually all the load eligible for this service subscribed to it. In
fact, there was more demand for participation than the capped tariff allowed, such that
141 MWs of load that qualified for the service was not allowed to take service due to the
cap placed on program participation. The reason these customers wanted this service was
to take advantage of savings that could be achieved through market purchases. Simply
put, there is already unfulfilled demand by customers served under monopoly tariffs for
lower prices, not to mention a desire for a range of other customized products and
services for electricity only available from the competitive market.

12 Attachment A: Ref# A6, “Myths & Realities of Competitive Electricity Markets”

" Attachment A: Ref #A28, “Do Markets Reduce Costs? Assessing the Impact of Regulatory Restructuring
on US Electric Generation Efficiency” and Ref #A36, “Putting Competition Power Markets to the Test -
The Benefits of Competition in America’s Electric Grid: Cost-Savings and Operating Efficiencies”
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2.  In addition to the possibility of reduced rates, identify any and all specific
benefits of retail electric competition for each customer class.

Response: Most importantly, customers will see myriad benefits from retail
choice, including but not limited to new product designs, innovation, additional market
participants, customized and value added services — just to name a few, as described
further below.

1) Flexible Terms: Competitive retail markets provide customers of all types
and classes the ability to select or fashion contract terms that suit their preferences.
For example, some customers may want a fixed price, while others may prefer some
mix of fixed and variable pricing, while others may want daily or hourly pricing. In
various customer choice jurisdictions, competitive suppliers offer a range of time
periods for pricing and work with customers to extend contract time periods based on
their individual value perspective. This flexibility allows customers to manage their
energy costs at their own discretion — an individual customer-centric focus that
simply is not possible under utility cost-of-service ratemaking. Under cost-of-service
rate-making, rate changes are the result of utility filings, the timing and outcomes of
which are based on complex proceedings, and sometimes prolonged and opaque
settlement negotiations.

2) Price Signals: Competitive markets provide efficient price signals in
response to changes in the market conditions that drive supply and demand, including
changes in fuel prices and general economic conditions.

3) Price Transparency: Customers in competitive markets are in a better
position to discern and understand the prices of various product and service elements
that are most important to them than are customers in traditional contexts in which all
customers are presumed to have homogenous needs that can be met with bundled,
undifferentiated pricing. Unbundled pricing in competitive markets in which
generation/supply, transmission and distribution as well as other elements of each, are
priced separately, permits customers to understand the costs associated with
electricity service and to make informed choices about individual service packages.

4) Innovation in energy options and services: Price may be the primary
reason for some, but certainly is not the only reason for switching to a competitive
supplier. Customers of all classes are actively selecting competitive green power
options, and a range of energy efficiency and load reduction products and services
from retail suppliers in competitive markets. Table 2 (in response to Question 1)
shows the active green power competitive offers to residential customers in nine
restructured markets, in June 2012. In summary, the Attachment A compendium of
literature included with these comments presents evidence that demonstrates the
benefits of retail choice to residential, commercial, and industrial customers. Retail
competition allows residential and business customers in competitive markets to
manage and control costs, usage, and other key factors important to each individual
customer — in new and powerful ways, using the latest information and technology.
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Customers in restructured markets receive competitive pricing, expertise to help them
decide the best times to purchase, and a full range of products to choose from.

To provide further specificity with respect to the types of choices that customers
will have when retail choice is reopened in Arizona, the retail competitive suppliers who
are members of the Retail Competition Advocates and RESA have prepared an overview
of the depth and breadth of competitive product service offerings that they offer to both
residential and commercial/industrial customers, which are summarized in the Table 3
that follows. These product and services include multiple pricing options, demand
response and energy efficiency solutions, renewable energy, financial services to
facilitate the deployment of renewable installations, net metering services, value added
products and services, and multiple payment options. Customers can make choices based
on these types of retail offerings that are as simple as (i) a fixed price offer that
guarantees them savings, compared with what they would have paid with their utility, (ii)
a more time-based price, or (iii) opt to select from a number of renewable, energy
efficiency, or other value-added products and services.
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3. How can the benefits of competition apply to all customer classes equally or
equitably?

Response: Experience from existing competitive retail electricity markets
demonstrates that the pace and completeness with which competitive benefits flow to all
customer classes are largely a function of the timing and policies implemented by
regulators on key components necessary to support retail competition, including the
manner in which customers make the transition to retail choice (e.g., whether through the
use of a Provider of Last Resort (“POLR”)" service or some other mechanism, and
customer education. The following sections discuss these issues in more detail.

Retail Service Transition Considerations: Even with the depth and breadth of
experience on the implementation of retail choice at all customer class levels, Retail
Competition Advocates and RESA fully support the principle that special care must be
taken to ensure customers are able to choose a competitive supplier, while ensuring that
they also have continued availability to reliable service, as Arizona transitions to a fully
competitive retail market.

The mechanism by which Arizonans will make the transition to a customer choice
environment, the form and structure of POLR service, and related considerations, are key
decisions that will be made in the Phase 2 of this proceeding. Specifically, Phase 2 of
this investigation should give careful consideration to whether (and if so, for how long)
utilities retain either the ability or obligation to provide POLR service. If the utilities
retain such an ability or obligation, it will be essential to establish a clear transition period
toward a fully competitive retail market where the utilities responsibilities relate solely to
transmission and distribution services. Most importantly, determining the best solution
for the customers should always be at the forefront of these decisions. It is not about what
is most comfortable or easy for the utility or any other market participant, this analysis is
about what is best for customers and to allow the full benefits of retail competition to be
afforded to Arizona consumers.

Regardless of the transitional or final design eventually chosen by the
Commission, it must be a pre-requisite that any provision of POLR service by the utility,
if deemed necessary for any limited period of time, does not create any unfair
competitive advantage that would undermine the long term success of customer choice.
All jurisdictions that have retail competition have addressed the question of what
transitional mechanism to use to move customers from a vertically-integrated utility
model to one in which all customers actively consider their electricity supply choices.
Attachment A to this filing contains reports that provide a comprehensive review of the
various models used in other states for the Commission and Staff’s review to provide a

" Provider of Last Resort (“POLR”) is a term that is often used interchangeably with “default service.”
Competitive markets require provisional services in the limited instances where either a retail supplier exits
the market or, if applicable, an entity (utility or otherwise) serves customers that have not independently
selected a competitive provider. While market designs differ on whether these two services are linked or
provided by the same entity, for purposes of these comments, the term POLR service is used to describe
both these provisional services.

Page 16 of 47



framework for the discussion of this critical topic in Phase 2 of this proceeding. These
specific issues and cites are discussed more fully in the response to Questions 4 and 11.

Customer Education OQutreach: Educating consumers about retail competition
is crucial to a successful transition to competitive markets. There are three important
factors regarding consumer education programs: funding, hosting, and timing. Education
efforts should be led by state regulatory authorities that consumers view as objective
parties, and supplemented by stakeholder groups. Table 4, presented in response to
Question 4, summarizes the initial statewide customer education expenditures and
initiatives of eleven restructured states.

Texas and Pennsylvania are two examples of states that have undertaken the
imperative objective of proactive and on-going customer education regarding retail
electric competition. For example, the Texas Public Utility Commission continues to
educate consumers through its Power to Choose Website more than a decade after retail
completion was implemented there.'” The website provides information about the retail
electric market, the shopping process, retail offer comparisons and reasons to consider
choosing a competitive supplier. Leading up to the transition period in Texas numerous
channels, entities, and messages were used to fully inform and educate customers in an
unbiased fashion as to the upcoming market changes prior to any changes occurring. This
was one of many astute policy designs implemented to ensure, from day one, the retail
market was a success.

Pennsylvania has a similar customer education website hosted by the state’s
Public Utility Commission to serve as a resource for customers to understand their
options.'® In addition, the Pennsylvania commission directed its electric utility companies
to send commission-endorsed postcards encouraging customers to shop and directing
them to the website,'” and its commissioners have actively promoted shopping in their
speeches throughout the state. Stakeholder working groups are also effective in consumer
education efforts because stakeholders have first-hand knowledge of the market, and can
identify gaps in consumer knowledge and effective strategies for reaching out to
consumers. The Pennsylvania commission convened such a group to develop a consumer
education campaign in connection with its investigation into retail markets.'

Other Considerations: In addition to the determinations about customer
education outreach, and what role, if any, the utility will have in provision of POLR
service, the following are important considerations that should also be evaluated in Phase
2 of this proceeding:

' http://www.powertochoose.org/

' hitp://www.papowerswitch.com/

' Investigation of Pennsylvania’s Retail Electric Market: Intermediate Work Plan, Docket 1-2011-2237952,
Final Order, at p. 7 (March 1, 2012)

*® Investigation of Pennsylvania’s Retail Electric Market: Intermediate Work Plan, Docket 1-2011-2237952,
Final Order, at p. 12 (March 1, 2012)
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Customer protection issues

e Issues surrounding access to customer information (how, when, and what
customer information is available to suppliers and the process for customers to opt
out if they choose to do so)

¢ Permissibility of municipal aggregation programs (i.e., California, Illinois, New
Jersey, Massachusetts, and Ohio) and the opportunities customers may have as a
result of successful programs such as these

e Purchase of Receivables (either the utility’s purchase of supplier receivables or
vice versa, depending on the customer’s billing arrangement)

e Supplier Consolidated Billing to constantly reaffirm the relationship between the
customer and their supplier as well as minimize transaction costs

e Metering issues related to data access, data security, meter data management, and
ownership

Implications for Arizona: The options for market design to achieve the optimal
savings and services for customers can and should be examined in Phase 2 of this
proceeding to investigate more specific implementation options and leverage lessons
learned from other markets to support Arizona’s optimal retail market design. Retail
Competitive Advocates and RESA believe, given the lessons learned in other
jurisdictions, there does not appear to be any need to impose restrictions on retail choice
for any customer class, or to require a lengthy transition that slowly expands retail choice
to progressively smaller customer classes.

Finally, the fact that several retail business license applications remain pending
before the Commission demonstrates that competitive retail suppliers stand ready to enter
the Arizona market equipped with marketing expertise and technical know-how required
for the operation of a vigorous and dynamic marketplace for all customer classes.

4. Please identify the risks of retail electric competition to residential ratepayers
and to the other customer classes. What entity, if any, would be the provider
of last resort?

Response: While it is important to consider competitive market risks to
customers, it is equally important to acknowledge the risks presently being borne by
customers who have no choice but to remain in an outdated and unnecessary monopoly
market structure. Some of these risks are: 1) distorted electricity prices 2) tariff rigidity,
(3) lack of customization to fit individual customer needs and preferences, such as fixed
contractual periods at known prices, increased levels of renewable energy, and the ability
to manage their families’ and businesses’ energy budgets and (4) risks borne by
consumers with utility generation investment. These risks are just as real as any risks that
retail competition presents, and Retail Competitive Advocates and RESA respectfully
request that the Commission recognize and appreciate this important point as they read
these comments.

With respect to retail competition, the risks have historically been unfairly
characterized in two general categories: (1) if a retail supplier goes out of business, that
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supplier’s customers will not have access to electricity; and (2) retail competition is just a
“zero-sum” game, in which cost savings enjoyed by large commercial and industrial
customers will come at the expense of small commercial and residential customers.
These are archaic myths that have that have been proven as such in markets with
successful retail market structures, where in fact these “competitive market risks”
discussed above have been addressed, as follows.

Lack of Access to Electricity Supply. Retail Competitive Advocates and RESA
note here, as they have noted in the response to Question 3 and 11, that Phase 2 is the
proper place to focus on the particulars of POLR service design with respect to what
happens when a competitive supplier goes out of business.

Nevertheless, by way of example, Texas has designed its competitive retail
market to allow retail suppliers to thrive in their specialized areas so customers always
benefit from having competitors offer services. The utility is able to focus solely on its
core competencies of transmission, distribution and reliability services and the utilities
play no role in the provision of POLR service. Indeed, the regulated utilities in Texas
offer no retail electricity supply services at all. Instead, competitive suppliers with the
ability to innovate and design multiple product offerings provide a wide range of
products and services to customers. By designing a system that allows the utility to focus
on its wires specialty and allows retail suppliers to focus on their specialty of creating and
providing energy supply products and services has created the “win-win” outcome for
customers in Texas.

Other states have chosen to implement a POLR service that is available to any
customers who makes no affirmative choice to take service from a competitive supplier
in the period immediately following the opening of the market. In these models, the
POLR service, for whatever time period it is deemed necessary, is provided by the utility,
although it can also be provided by a competitive supplier.'” To ensure that POLR service
does not undermine retail choice, the pricing of that service must be based on prevailing
market prices, which is achieved through wholesale auction processes. In markets where
POLR service remains in place beyond an initial transition period, the frequency and
manner in which these auctions are held and the pricing of POLR serivce is re-set
becomes a linchpin to success of retail competition.?’

The Zero-Sum Game Fallacy. Some opponents of retail choice assert that retail
competition is a zero-sum game, in which all of the cost-savings are captured by large
commercial and industrial customers and paid for through higher prices charged to
residential and small commercial customers. In addition, some utilities have argued that
reductions in the amount of electricity sold to their retail customers means they will have
to recoup costs from the remaining POLR service customers — primarily residential and

' While many jurisdictions have chosen to allow the regulated utility to provide POLR service, in two
states (Pennsylvania and Massachusetts) the utility commission has the statutory ability to designate a non-
utility POLR service provider.

%0 Attachment A: Ref #A23, “Competitive Procurement of Retail Electricity Supply: Recent Trends in State
Policies and Utility Practices”
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small commercial ones, resulting in a “last man standing” situation, in which a few
customers are responsible for paying millions of dollars of utility costs.

This fear has no basis in fact, for several reasons. First, utilities who do not sell
electricity to their retail customers can sell that electricity in the wholesale market.
Second, the entire point of competition is to encourage greater operating efficiencies.
For example, utilities can purchase electricity in the wholesale market whenever the costs
are lower than their own generating resources. Third, utility stranded generation costs are
dealt with separately. Once those costs have been fairly recovered from all retail
customers — shoppers and non-shoppers alike — recovery of the utilities’ fixed generation
costs takes place in the competitive market.

Arizona specifics: The manner in which Arizona will address each of these issues
regarding the transition to a competitive retail market will impact the level of benefits
that customers achieve in the retail market. Moreover, the mechanisms adopted to ensure
separation of the utility generation function from their transmission and distribution
function, as discussed in the response to Question 7, will also play a significant role in
determining what type of POLR service will be best in Arizona.

Fortunately, Arizona has significant experience upon which to draw. In the late
1990’s this Commission tackled electric restructuring head on. With the help of Staff,
incumbent utilities, electric industry groups, and competitive retail suppliers, a
framework for the transition to retail competition was developed. In Decision No. 61973
(October 6, 1999)*! and Decision No. 62103 (November 30, 1999)* respectively, the
Commission approved settlement agreements for Arizona Public Service (“APS”) and
Tucson Electric Power (“TEP”) which provided for rate reductions for residential and
business customers; set forth the amount, method and recovery of stranded costs that APS
and TEP could collect in customer charges; established unbundled rates; and provided
that APS and TEP would separate their generating facilities, which would operate in a
competitive market apart from their its transmission and distribution systems, which
would continue to be regulated.?®

In addition, Decision Nos. 61973 and 62103, and the respective settlement
agreements attached thereto described in detail the benefits to customers, competitive
retail suppliers, and the incumbent utilities as follows: allowing competition to
commence in APS’s and TEP’s service territories months before otherwise possible;

2! Decision No. 61973 was a consolidation of Docket Nos. E-01345A-98-0473 In the Matter of the
Application of Arizona Public Service Company for Approval of Its Plan for Stranded Cost Recovery; E-
01345A-97-0773 In the Matter of the Filing of Arizona Public Service Company of Unbundled Tariffs
Pursuant to A.A.C.R. 14-2-1601 et seq.; and RE-00000C-94-0165 In the Matter of Competition in the
Provision of Electric Services Throughout the State of Arizona

22 Decision No. 62103 was a consolidation of docket Nos. E-01933A-98-0471 In the Matter of the
Application of Tucson Electric Power Company for Approval of Its Plan for Stranded Cost Recovery; E-
01933A-974-0772 In the Matter of the Filing of Tucson Electric Power Company of Unbundled Tariffs
Pursuant To A.A.C.R. 14-2-1601 et seq.; and RE-00000C-94-0165 In the Matter of Competition in the
Provision of Electric Services Throughout the State of Arizona

% See, Decision No. 61973 at 4; see also Decision No. 62103 at 4
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establishing both Standard Offer and Direct Access rates, and providing for annual rate
reductions with a cumulative total of as much as $475 million by 2004 for APS and a rate
reduction of 1% on July 1, 1999 and another 1% on July 1, 2000 for TEP; ensuring
stability and certainty for both bundled and unbundled rates; resolving the issues of
APS’s and TEP’s stranded costs and regulatory asset recovery in a fair and equitable
manner; providing for the divestiture of generation and competitive services by APS and
TEP in a cost-effective manner; removing the specter of years of litigation and appeals
involving APS, TEP and the Commission over competition-related issues; continuing
support for a regional independent system operator (“ISO”) and the Arizona Independent
Scheduling Administrator Association (“AZISA”); continuing support for low income
programs; and requiring APS and TEP to file interim codes of conduct to address affiliate
relationships.* Under the terms of the settlement agreements, APS was authorized to
recover stranded costs in the amount of $350 million dollars*® and TEP was authorized to
recover stranded costs in the amount of approximately $683 million through
2008(through both a fixed competition transition charge (“CTC”) and a floating CTC).2

The transition to retail competition in Arizona is by no means a novel exercise.
Arizona has been down this road before. This Commission, with the help of all interested
parties, has examined many of the issues raised in this proceeding in great detail more
than 10 years ago. The Retail Competition Advocates and RESA are confident that the
Commission and interested parties can again come together to update the good work done
previously with both information related to the experiences with restructuring in other
jurisdictions and new information that relates to conditions on the ground in Arizona
today and thereby develop a framework that allows this important transition to once again
move forward and expeditiously begin delivering real benefits to customers.

S. How can the Commission guarantee that there would be no market structure
abuses and/or market manipulation in the transition to and implementation
of retail electric competition?

Response: To the extent that this question is asking how the Commission can
prevent market structure abuses and/or market manipulation by competitive retail
suppliers, the Commission’s first line of defense is its process for awarding Certificates
of Convenience and Necessary (“CC&N™) to retail suppliers before they can begin selling
energy to retail consumers. The CC&N application and vetting process is already in place
and allows the Commission full opportunity to assess the credibility, integrity, and
capabilities of every applicant — and to impose specific conditions and safeguards on
those applicants as a condition for receiving a CC&N.

Moreover, the AZISA protocols that are expected to govern market operations for
the delivery of power to retail choice customers include market monitoring functions
which will be active when the retail choice market is reopened. As noted in the response
to Question 6, Phase 2 of this proceeding can and should include a review and update of

24 See, Decision No. 61973 at 4; see also Decision No. 62103 at 4
 See, Decision No. 61973 at 17; see also Settlement Agreement dated May 14, 1999 at 5
%8 See, Decision No. 62103 at 19-20; see also Amended Settlement Agreement dated June 9, 1999 at 4-5
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the AZISA protocols, as necessary, to assure that appropriate market monitoring
functions are in place.

In addition, the Commission will once again have the opportunity to promulgate
electric competition rules. As was previously developed through the Electric Competition
Rules enacted in the 1990°s, the Commission developed rules that described and
oversaw: Commencement of Competition; Certificates of Convenience and Necessity;
Competitive Phases; Competitive Services; Services Required to be Made Available;
Recovery of Stranded Costs; System Benefits Charges; Transmission and Distribution
Access; In-State Reciprocity; Rates; Service Quality, Consumer Protection, Safety, and
Billing Requirements; Reporting Requirements; Administrative Requirements;
Separation of Monopoly and Competitive Services; and Disclosure of Information.”’” In
light of the extensive experience over the past decade in states with customer choice,
Retail Competition Advocates and RESA regard these existing rules as well designed,
and can serve Arizona well as the starting point for ensuring there are comprehensive
rules that will facilitate the reopening of retail choice so Arizonans can again benefit from
retail electric competition. This review will be a key priority in Phase 2 of this
proceeding.

6.  What, if any, features, entities or mechanisms must be in place in order for
there to be an effective and efficient market structure for retail electric
competition? How long would it take to implement these features, entities, or
mechanisms?

Response: There are two areas that must be addressed for there to be an effective
and efficient market structure for retail electric competition.

Congestion Management: Systems and protocols necessary to allow competitive
suppliers to deliver power over the existing transmission and distribution grid to retail
customers must be in place. Fortunately, the original development of the AZISA tariff
contemplated the need for these types of systems and protocols. In a separate filing,
AZISA is providing answers to this and several other questions posed in the Request for
Comments that describe the history of AZISA, the FERC-approved tariffs under which it
operates, and the protocols that are in place to provide congestion management services
upon the resumption of retail choice in Arizona. The Retail Competition Advocates and
RESA will continue to work with AZISA to review and update those protocols to ensure
that they are consistent with current Western Electricity Coordination Council (WECC)
reliability standards, address any other legal and tariff related issues, and work toward
appropriate AZISA staffing.

Development of Competitive Market Rules: Market participants must have
clarity with respect to the market rules that will apply in the retail choice market. Again,
Arizona has been down this path before and in the response to Question 5, Retail
Competition Advocates and RESA have noted that the existing Electric Competition
Rules are comprehensive and provide a solid foundation for re-initiating this task.

27 See, R14-2-1602- 1616
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Toward this end, Retail Competition Advocates and RESA will have a
comprehensive set of proposals ready with respect to both stranded costs and
recommended modifications to the existing competitive market rules when the
Commission makes the decision to move forward to resume retail electric choice in order
to facilitate the completion of these tasks expeditiously in Phase 2 of this proceeding.

It is also important to note that upon the resumption of retail choice, the
competitive market rules become a “living” document that can and should be re-
evaluated periodically for the purpose of incorporating improved practices and adjusting
as necessary to market conditions.

7.  Will retail electric competition require the divestiture of generation assets by
regulated electric utilities? How would FERC regulation of these facilities be
affected?

Response: Retail competition does not require full divestiture by the utilities of
their rate regulated assets to either an affiliated or a non-affiliated third party. However, it
is important that there be sufficient separation of the generation operations from regulated
transmission and distribution operations such that delivery service can be properly priced
and untainted by legacy cross-subsidies, and so that there is adequate insulation of
decision making to prevent discrimination in access based on generation or supply
ownership.

Divestiture of a regulated utility’s generating assets to either an affiliated or a
non-affiliated third party provides a transparent solution that fully ensures a level
competitive playing field and brings immediate transparency to the calculation of
stranded costs. Divestiture or sale of generating assets also ensures a level competitive
playing field, although it is not as transparent with respect to the stranded cost
calculation. These observations are explained more fully in the following sections.

Why Retail Competition Requires Some Form of Corporate Separation: One
of the most important factors in regulating an electric utility, regardless of whether there
is retail competition, is to ensure that customers who purchase regulated services do not
cross-subsidize competitive market activities in which the utilities may engage. Not only
are cross-subsidies inequitable — forcing customers to subsidize a utility’s services, whose
profits are not returned to those customers — they are inefficient. Cross-subsidies can
provide a utility with an unfair competitive advantage over other market participants who
lack such subsidies. There are two general ways to limit cross-subsidies, both of which
involve the creation of firewalls to separate the utility’s regulated and competitive market
activities: functional separation and structural separation.

Functional Separation: Functional separation is the least-costly, but least
effective, form of firewall. Under functional separation, a generation-owning utility’s
corporate structure remains the same. The utility forms two separate business functions —
one for regulated activities (distribution and transmission) and one for unregulated,
competitive activities.

Page 23 of 47




The key to functional separation is establishment and enforcement of strict
accounting guidelines and standards of conduct that govern the business relationship of
the regulated versus unregulated businesses. Strict accounting guidelines are necessary to
ensure that regulated activities are not allocated costs (which are then paid by utility
ratepayers) that should be allocated to competitive market activities. Functional
separation also requires utilities to enact codes of conduct between personnel who work
on regulated activities and unregulated ones. For example, there must be rules in place
that limit information-sharing between personnel who oversee regulated activities and
personnel who oversee competitive activities, so as not to provide the personnel with
responsibilies in the unregulated business with strategic or other operational information
not available to other competitors.

A common method that is used to limit cross-subsidies is activity based costing,
or ABC, which focuses on allocating indirect costs (e.g., overhead, management fees,
etc.) to their proper activities, something that traditional cost accounting does not do. The
goal of ABC is to convert indirect costs into the functional equivalent of direct ones and
thus reduce the potential for cross-subsidization of competitive activities by regulated
ratepayers.

With functional separation, additional regulatory oversight is required to ensure
the utility manages “migration risk,” that is, the risks of customers leaving utility service.
Specifically, regulators should not allow utilities to make generation investments on
behalf of customers who shop after functional separation is in place. Otherwise, all
ratepayers, those who shop or those on POLR service, may be saddled with unnecessary
costs and additional risk. The best way to do this, because it places generation supply risk
on suppliers who are best equipped to manage that risk, is through a competitive auction
process for POLR service load, rather than drawn out regulatory proceedings to
determine whether a utility’s generation investments are prudent.

Although functional separation is the simplest administrative form of
restructuring, it is the least effective. The problem with functional separation is that no
matter how detailed the accounting rules and codes of conduct, there is simply no way to
structure those regulations to provide for stringent, ironclad enforcement of the codes of
conduct, especially when some personnel will serve management roles with respect to
both regulated and unregulated activities.

Structural Separation: Under structural separation, the utility spins off its
generating assets into an unregulated affiliate or subsidiary, which is a separate legal
entity.

Depending on the generating assets spun off, additional steps are required.
Typically, for example, the debt obligations associated with the generating assets also
must be transferred or refinanced through the new subsidiary. The ability to do this
depends on the assets’ market value. Second, the utility must be compensated for the
“stranded” costs of its assets, i.e., the aggregate of the assets’ total book value less their
aggregate total market value. The regulator establishes the overall stranded cost amount
and the schedule over which the utility recovers those costs through a non-bypassable
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rate surcharge. As is the case with function separation discussed, above, it is equally
important in the structural separation models to ensure there is no inappropriate sharing
of strategic and operational information sharing between the competitive affiliate and the
regulated transmission/distribution company. This requires a thorough code of conduct to
govern the communications between the two and careful state regulatory oversight.

The need for separating generation from wires assets was driven home in a
recent New Hampshire Public Utilities Commission staff report.”® The report
highlights that Public Service Co. of New Hampshire’s (PSNH) continued
ownership of generation facilities, with the costs imposed on the utility’s
customer base, is not compatible with the state’s now-thriving competitive retail
electricity market and will distort good market outcomes for consumers. The staff
report underscores the fact that the best interests of New Hampshire electricity
consumers will be served if the original intent of the state’s 1996 electricity
restructuring law is adhered to and PSNH is required to divest itself of its power
plants.

Implications for Arizona: In Arizona, the issue of divestiture was fully evaluated
when retail choice was first opened in 1999. A.A.C. R14-2-1615(A) and (C) set forth
requirements and conditions for Affected Utilities (regulated electric utilities) to divest
generation assets and competitive services in anticipation of competition in the state. In
Phelps Dodge Corp. v. Ariz. Elec. Power Coop., 207 Ariz. 95, 83 P.3d 573 (App. 2004)
(“Phelps Dodge™), the Court deemed the promulgation of A.A.C. R14- 2-1615(A) and
(C)* went beyond the Commission’s plenary ratemaking powers, and without separate
statutory authorization, was invalid on its face. However, the court also found that the
intended separation of monopoly and competitive services could still be achieved through
Affected Utilities’ compliance with R14-2-16 15(B), which was not challenged. More
specifically, the Court stated:

“If the Affected Utilities choose to retain competitive assets for a period
beyond the prescribed date, or indefinitely, the competitive market is
seemingly unaffected, as long as the Affected Utilities abide by R14-2-
1615(B), which prohibits them from competing.” [Phelps Dodge at p.
181].

Hence, it does not appear that there would be a legal or functional need to require
divestiture of generation assets by regulated electric utilities to move forward with retail
competition.

In summary, while divestiture of assets provides the preferred and cleanest
separation of wires and supply, it is not required for a successful retail choice program.

% Attachment A: Ref# A4, “Public Service Company of New Hampshire -- Report on Investigation into
Market Conditions, Default Service Rate, Generation Ownership and Impacts on the Competitive
Electricity Market

» A.A.C. R14- 2-1615(C) provided that Electric Distribution Cooperatives were not subject to the
provisions of A.A.C. R14- 2-1615 unless it offers competitive electric services outside its distribution
service territory
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What is required is that incumbent utilities not be allowed to make investments going
forward on behalf of retail suppliers and their customers and recover the associated costs
through non-bypassable charges, and that safeguards are implemented to ensure a level
playing field between utility personnel that manage utility owned assets (whether owned
bv the utility or an unregulated affiliate) and the personnel that manage the
transmission/distribution operations.

8. What are the costs of the transition to retail electric competition, how
should those costs be quantified, and who should bear them?

Response: There are three categories of costs that must be accounted for in the
transition to retail electric competition, as follows:

AZISA related costs: The first category of costs associated with the transition to
retail electric competition will be the costs to implement new systems and update the
tariffs and protocols by which AZISA will manage scheduling and settlement of power,
as outlined in the response to Question 6. A study completed for AZISA by Utility
System Efficiencies, Inc. provides a range of estimates of the costs that would be incurred
to bring AZISA into full operation; that report is being provided by AZISA in its
response to the Request for Comment.

It should be noted that the option exists for the incumbent utilities to formally join
or form a FERC regulated RTO or ISO. Althought Retail Competition Advocates and
RESA do not believe that membership in and RTO or ISO is essential for the resumption
of retail electric choice in Arizona, the benefits of more efficient dispatch across a
broader footprint may suggest that such membership is in the interest of Arizona’s
ratepayers. If the incumbent utilities have an interest in such membership, and regulators
approve it, Retail Competition Advocates and RESA would support such a membership.

Utility systems implementation: The second category of costs associated with
the transition to retail electric competition will be costs that the utilities will incur to
appropriately interface with competitive suppliers on meter data and other customer
information data exchanges. Retail Competition Advocates and RESA presume that the
utilities will seek recovery of these costs, and do not dispute that they should be afforded
such recovery for just and reasonable costs. The precise mechanisms for recovery of
these costs can be addressed in Phase 2 of this proceeding.

Customer Education: As noted in the response to Question 3, designing and
implementing customer-focused programs to provide education about retail choice are an
important part of the transition. Educating the public about the specifics of restructuring
is an imperative of the new competitive electric markets. Statewide consumer education
programs exist in all restructured states. Utilities in those states are required to fund the
campaigns and in return receive cost recovery through various methods. About half of the
electric restructured states required mandatory utility territory-specific consumer
education campaigns as part of their initial restructuring plans, with education efforts
undertaken by all utilities to some degree, whether it includes bill inserts, direct mail,
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media relations, or outreach to community-based organizations. Determining the content,
layout and other key components of a successful customer education campaign can be
discussed in Phase 2.
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Table 4: Initial Statewide Restructuring Customer Education Expenditures

Initial Program Total Budget Total S per [OU

Duration (vears) (Millions) customers

California 1 89.3 $8.89
Connecticut 2 8.7 $6.06
Maine 2 1.5 $2.16
Massachusetts 2 2.0 $0.81
Maryland 2 5.6 $2.82
Michigan 4 26.8 $6.71
New Hampshire 2.5 22 $4.05
New Jersey 3 39 $11.02
Ohio 5 31 $6.87
Pennsylvania 4 98 $20.31
Texas 4 34 $5.44

Source: KEMA Retail Customer Education Study, 2000
Note: Customer education initiatives have extended in most markets past these initial mandates

9. Will retail electric competition impact reliability? Why or why not?

Response: At the outset, it is important to note that there is no evidence to
support any contention that retail electric competition results in any compromise of
system reliability. In fact, with respect to one critical aspect of reliability — the reliability
of the sub-transmission level distribution system — there is and should be no impact to
reliability as a result of allowing retail suppliers to directly deliver power to customers on
the utility distribution system, and no customer should be put at a disadvantage with
respect to distribution level service as a result of being on competitive supply.

Beyond issues related to distribution system reliability, there are two aspects to
reliability management within the electric sector that must be considered as part of the
transition to retail choice: transmission and distribution grid reliability and resource
adequacy, which are discussed in more detail below.

Transmission Grid Reliability: The first is managing the reliability of the
transmission grid. This is virtually the same whether or not there is retail competition, as
the issues associated with ensuring that there is adequate voltage and frequency
regulation, operating reserves, and management of imbalances, all of which must be
managed continuously in real time, do not change when retail choice is introduced.
Specialized systems and technologies to monitor and respond to real time fluctuations in
electricity consumption and the dispatch of regulation and operating reserves to keep the
system balanced are overseen by the North American Electric Reliability Corporation
(NERC). NERC is a not-for-profit entity whose mission is to ensure the reliability of the
bulk power system (BPS) in North America. NERC develops and enforces reliability
standards; annually assesses seasonal and long-term reliability; monitors the BPS through
system awareness; and educates, trains, and certifies industry personnel. NERC, in turn,
has been certified (since 2006) by FERC as the designated Electric Reliability
Organization (ERO), pursuant to Section 215 of the Federal Power Act.
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The ERO has delegated oversight and enforcement authority to eight different
Regional Reliability Coordinators responsible for various regions of the United States,
one of which is the Western Electric Coordinating Council (“WECC”). Arizona’s
transmission system falls with the WECC reliability footprint.

The reliability standards enforced by NERC through the EROs will not change as
a result of retail competition, and therefore reliability at the transmission level will be
unaffected by retail competition.

Resource Adequacy: The second area of reliability that must be discussed is that
of maintaining an adequate supply resource base, i.e., sufficient capacity, to meet
expected load and established planning reserve margins. This is an area that will affect
retail electric competition, as competitive suppliers will and should be expected to meet
established resource adequacy reliability requirements, including maintenance of an
acceptable planning reserve margin of capacity, and appropriate levels of operating
reserves. Such obligations are the norm in all retail choice states where there are capacity
market constructs, and Arizona need be no different.

In fact, data from retail choice jurisdictions in the northeast show that there has
been a substantial growth in available generating capacity since the introduction of retail
competitive choice as well as the operation of regional transmission organizations. The
contention by some, most recently by opponents of customer choice in Michigan, that
retail choice discourages investment in new generation, and that generation resource
reliability may be undermined by customer choice, is belied by the facts. Pertinent data
come from the PJM Interconnection, the nation’s largest regional transmission
organization in the northeast, as well as the one in which the great majority of utility
service territories allow retail customer choice.

e PJM’s Summer 2013 resource assessment shows an estimated 26.7% reserve
margin relative to the calculated 16% requirement 30

e PJM’s most recent capacity auction attracted a total of 169,160 MW, including an
all-time high of 5,463 MW in new capacity and imports of 7,843 MW

e PJM reported on June 20, 2013 commitments of 2,353 MW of economic, price
responsive demand response resources->

10. What are the issues relating to balancing area authorities, transmission
planning, and control areas which must be addressed as part of a transition
to retail electric competition?

Response: With the resumption of retail electric choice in Arizona, mechanisms
will need to be put in place that allow competitive retail suppliers to deliver power to
their retail customers. These issues are discussed in the response to Question 6. Other

30 hitp://www.pim.com/~/media/planning/res-adeq/res-reports/201306 19-forecasted-reserve-margin-mw-
new-gen.ashx )

31 http://www.pjm.com/~/media/about-pjm/newsroom/2013-releases/20130524-pim-capacity-auction.ashx
32 hitp://www.pjm.com/~/medja/markets-ops/dsr/2013-dsr-activity-report-20130610.ashx
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than these changes to power scheduling and congestion management protocols, the
incumbent utilities will continue to own and operate the their transmission system, and
are already required to do so consistent with WECC and NERC reliability standards, and
subject to FERC regulations with respect to regional transmission planning, as discussed
in the response to Question 9. Therefore, Retail Competitive Advocates and RESA do not
envision significant issues that need to be addressed as part of the transition to retail
electric competition, but welcome the opportunity in Phase 2 of this proceeding to
confirm this.

11. Among the states that have transitioned to retail electric competition, which
model best promotes the public interest for Arizonans? Which model should
be avoided?

Response: The design of each state’s retail market directly determines the
competitive activity that will result in that market, and especially impacts: whether or not
competitive suppliers enter a market and the degree to which those competitive entities
launch multiple price offers and services. In turn, competitive offers and services drive
customer engagement, interest, and participation in making choices afforded them in
restructured markets. Competitive activities, operate in a feedback loop with regulatory
supervision. Increasing supplier and customer activity in some restructured markets has
prompted a re-examination of retail rates and policies, as well as a refinement of POLR
pricing and marketing rules. This continuous interaction among market participants and
the regulatory authorities has resulted in a vast body of “lessons learned” from market
experiences in other restructured states, summarized below and addressed more
thoroughly in the cited reports provided in Attachment A.*

Although there are different models that have been used in different jurisdictions,
the most successful models share several key characteristics

e Transparency. For retail competition to succeed, all participants must
understand the basic market structure and the rules going forward. In this
regard, transparency means limiting the ability of any participant —
whether competitive supplier, or the incumbent utility, — to secure an
unfair competitive advantage. For example, structural separation of utility
generating assets into a completely separate generating company is more
transparent than simply separating generation functionally within the
utility, as discussed in the response to Question 7. Transparency also
means establishing tariffs that identify the different costs, including those
that are bypassable and non-bypassable, for all utility ratepayers.

e Regulatory Certainty. Investors dislike uncertainty, because uncertainty
increases costs. Regulatory uncertainty presents particular difficulty,
because unlike price or other market risks, there are no tools to hedge it.

33 Attachment A: Ref#A9, “Annual Baseline Assessment of Choice in Canada and the United States”; Ref
#A31, “State Competitive Procurement: A Partial Survey of Best Practices”; Ref # A39, “A
Comprehensive View of U.S. Electric Restructuring With Policy Options for the Future”
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As a result, if regulators constantly change the structure of retail
competition, they drive away new investment and participation by
competitive suppliers. Regulatory certainty means letting competitive
markets work as intended, so as to attract new investment and market
participation. It also means resisting actions that may provide short-term
expediency at the expense of long-term market viability.

e Maximize Customer Participation. Competition should not be limited to
select groups of customers, but open to all customers. Just as there would
be no reason to not allow residential customers to select their long-
distance telephone service provider, there is no reason to prevent
residential electric customers from selecting a competitive retail service
provider. Moreover, active participation by as many customers as possible
— including residential customers — in making choices about their
electricity supply should be a key criterion in judging a market’s success.
The responsiveness of customer demand to accurate price signals is a
critical benefit of a competitive market not only at the retail level but also
at the wholesale level, where the cumulative impact of customer choice
can be the lowest cost alternative for what would otherwise be expensive
upgrades or additions to the generation and transmission infrastructure.

e Short Transition Period. It may be impossible to implement full retail
competition and restructuring “instantly.” For example, a utility may be
unable to spin-off generating assets into a competitive generation affiliate
immediately because of the need to refinance existing debt obligations.
Similarly, what role, if any the utility may have in the provision of POLR
service, will need to be carefully examined. Nevertheless, the transition to
full market competition should be made as quickly as possible to ensure
customers begin experiencing the benefits of full retail competition as
expeditiously as possible. It is important to note that accomplishing the
transition as quickly as possible not only eliminates market inefficiencies,
but also serves to eliminate any financial market concerns about how the
changes will impact the utilities from a credit ratings perspective.

While the above represent key elements for successful retail choice
implementation, the successful retail choice markets that exist in many jurisdictions are
not identical; each has unique features that were developed in response to particular
concerns and preferences of regulators and market participants in those jurisdictions.
Arizona, too, grappled with all of the details of retail choice when it developed its retail
choice program back in 1998, sorting through all the issues associated with launching a
successful retail choice program, and developing a robust base from which to craft a
comprehensive framework for re-establishing retail electric competition in Arizona.
Nevertheless, Retail Competition Advocates and RESA recognize that over ten years
have passed since the original Competition Rules were put in place, and that they will
need careful review and updating to make them operational, but this task can be readily
accomplished in Phase 2 of this proceeding.
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In terms of whether any particular model should be avoided, Retail Competition
Advocates and RESA urge the Commission to remain mindful that the underlying
premise for industry restructuring and retail choice is that robust competition for
electricity supply will create more cost effective and innovative outcomes for customers
than rate regulation. Moreover, incumbent utilities’ core functions related to transmission
and distribution would remain fully regulated. In order for competitive supply markets to
thrive and bring the competitive pressures that lower prices and spur innovation, any
model that perpetuates rate-regulated ownership of supply side assets will undermine the
achievement of those fundamental goals, and therefore should be avoided.

12. How have retail rates been affected in states that have implemented retail
electric competition?

Response: Retail Competition Advocates and RESA addressed this issue in their
response to Questions 1 and 2 and therefore ask that those responses also be considered
as part of this response. Specifically, the compendium of reports provided in
Attachment A provide detailed information on how retail choice has impacted retail
rates in states that have retail choice. An example of the type of data included in
Attachment A, and one of the most compelling pieces of recent data that is responsive
to this question come from an analysis of data from the U.S. Energy Information
Administration and the Bureau of Labor Statistics. This data shows that between 1997
and 2012, inflation-adjusted retail rates in states with restructured competitive retail
markets decreased by 4% while those in states that rely on monopolies increased 7%.
And retail customers in all classes have enjoyed these decreases. Specifically, inflation-
adjusted rates for residential, commercial, and industrial customers in retail choice
states decreased by 6.5%, 12.1%, and 1.7%, respectively, over this period while rates in
these same customer classes in monopoly utility states increased by 3.9%, 1.2% and
10.1%, respectively.**

Fundamental to an appreciation of the impact of competition on rates is the
recognition that with retail choice, customers can contract for terms and conditions that
best suit their needs. Customers are not held to a specific rate design, in contrast to the
more rigid tariffs that exist under traditional regulation (See Table 3 in response to
Question 2, which provides examples of competitive retailer products and services).
Further, and of great importance, customers can contract for prices for extended periods
and for known periods of time into the future. These can be multi-year in duration. In
contrast, rates under traditional regulation are rarely guaranteed for any set period of
time (except to the extent that there is a fairly certain procedural schedule) that start if
and when the utility filing for new rates choose for the clock to start ticking.

Along with the ability of customers to choose pricing terms and conditions,
customers have the ability to work with suppliers to modify such contractual
arrangements when/if they decide it is appropriate to do so. This flexibility customers
have in a competitive market — to continually re-examine ther pricing and product

3% Attachment A: Ref # A2, “States with Restructured Electricity Markets Post Lowest Rates of Change”
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solutions that are best suited for them — is precisely what customers are denied under
traditional regulation.

13. Is retail electric competition viable in Arizona in light of the Court of
Appeals' decision in Phelps Dodge Corp. v. Ariz. Elec. Power Coop., 207 Ariz.
95, 83 P.3d 573 (App. 2004)? Are there other legal impediments to the
transition to and/or implementation of retail electric competition?

Response: Yes, retail competition in Arizona remains viable despite the Phelps
Dodge decision. In fact, the Phelps Dodge decision does not affect the Commission’s
authority to move forward towards to re-establish a plan to implement electric
competition, and as such rules authorizing such implementation are still in effect.
Specifically, A.R.S. section 40-202(B) declares that “it is the public policy of this state
that a competitive market shall exist in the sale of electric generation service,” and it
“confirms” a wide range of powers of the Commission to accomplish the “transition to
competition for electric generation service.” Such powers include the authority of the
Commission to “establish reasonable requirements for certificating and regulating
electricity suppliers that are public service corporations.” [A.R.S. section 40-202(B)(2)] It
is important to note in this regard that A.R.S. section 40- 202(B)(2) does not presume to
prescribe the nature or extent of such requirements as may be necessary, in order to
accomplish the transition to competition. Rather, that is left to the discretion of the
Commission, subject to its compliance with applicable Arizona law.

The sole Electric Competition Rule®’, which was held by the Phelps Dodge
decision to be facially invalid, is not indispensable to the ability of the Commission to
effectively oversee and regulate retail electric competition. More specifically, with
reference to R14-2-1611(A) [Rates], the Court found that any Commission review and
approval of Electric Service Provider rates and charges must comply with the
Commission’s responsibilities under Article 15, Section 3 and Article 15, Section 14 of
the Arizona Constitution. Hence, there is no rule which could legally define in advance,
and in the absence of evidence, what constitutes a “just and reasonable” rate or charge,
which is what R14- 2-1611(A) had attempted to do. However, the Phelps Dodge decision
also specifically found that R14-2-1611(A) could be severed from the remainder of the
Electric Competition Rules with regard to the issue of whether the rules were
incompatible with the Commission’s constitutional responsibilities under the Article 15,
Section 3 and Article 15, Section 14.

“. . .we have no difficulty concluding that the rules are independent of
R14-2- 1611(A) and are enforceable standing alone.”

[Phelps Dodge at p. 151]
The two (2) Electric Competition Rules, which were held by Phelps Dodge to be

invalid because the Commission’s promulgation thereof exceeded its authority, also are
not essential to the ability of the Commission to effectively oversee and regulate retail

** A.A.C. R14-2-1601 through 1616
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electric competition. More specifically, with reference to R14-2-1609(C)-(J)
[Transmission and Distribution Access], Phelps Dodge held that this rule invaded the
managerial prerogative of Affected Ultilities to decide how best to open access to their
transmission and distribution facilities, in the absence of constitutional or legislative
authority for the Commission to do so. [Phelps Dodge at p. 171]. However, interim
developments in the electric utility industry in Arizona pertaining to the AZISA, as well
as a related Commission decision, suggest that the Phelps Dodge decision does not
preclude AZISA from continuing to perform an important role in relation to retail electric
competition. In this regard, in Decision No. 68485, the Commission stated:

“We find that Phelps Dodge had no impact on the continuing economic viability
of the AISA, and that it does not reduce the continued public benefit associated
with maintaining Commission support of the AISA at its current level of
operations. The AISA currently provides the important public benefit of keeping
the possibility of retail access available in Arizona to consumers at a minimal
cost, by providing potential competitors with the necessary assurance that they
will have fair and equitable access to transmission until an RTO is formed and
approved by FERC to take over that function.” [Decision No. 68485, page 15,
lines 5-11].

With reference to R14-2-1615(A) and (C) [Separation of Monopoly and
Competitive Services], Phelps Dodge found subsections (A) and (C) were beyond the
Commission’s plenary ratemaking powers, and without separate statutory authorization,
were invalid. However, as described above, the Court found that the intended separation
of monopoly and competitive services could still be achieved through Affected Utilities’
compliance with R14-2-1615(B), which was not challenged.

The Electric Competition Rules, which were invalidated by the Phelps Dodge
decision because they were not submitted to the Arizona Attorney General for
Certification under the Arizona Administrative Procedure Act (“APA”), also are not
indispensable to the ability of the Commission to effectively oversee and regulate retail
electric competition, as the following discussion indicates:

a. R14-2-1603 [Certificates of Convenience and Necessity]: Given the language
of A.R.S. section 40-202(B) and A.R.S. section 40-281(A), the Commission has
authority under A.R.S. section 40-281(A) to grant ESP CC&Ns on a case-by-case
basis.

b. R14-2-1605 [Competitive Services]: The CC&N required for an ESP in order
to provide competitive retail electric service, which was required under R14-2-
1605, can be obtained pursuant to the Commission’s authority under A.R.S.
section 40-281(A)].

c. R14-2-1609 [Transmission and Distribution Access]: As to subsections(C)-(J),

the previous observations regarding the same are equally applicable in this
context. As to subsections (A) and (B) of R14-2-1609, The Commission has the
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power to impose these requirements as a part of its overall constitutional and
statutory authority to regulate electric public service corporations, without the
necessity of promulgating specific regulations.

d. R14-2-1610 [In-State Reciprocity]: While the provisions of these regulations
are desirable from the perspective of providing for a complete “level playing”
field on which retail electric competition could occur, the reality is that the
entities which would be subject to the requirements of these particular provisions
are few and their potential impact upon retail electric competition in Arizona
would be slight, if not non-existent.

e. R14-2-1612 [Service Quality, Consumer Protection, Safety and Billing
Requirements]: These provisions are important to an effective regulatory scheme.
However, if the Commission resumes retail electric competition at this time on a
case-by-case basis, it could include the relevant provisions from this portion of
the Electric Competition Rules as conditions or requirements within its decision
granting an ESP CC&N. Alternatively, the Commission could condition the
effectiveness of such ESP CC&N upon its receipt of the requisite Arizona
Attorney General Certification, which the Commission would promptly undertake
to obtain.

f. R14-2-1614 [Administrative Requirements] These provisions to the Electric
Competition Rules would contribute to and enhance the overall contemplated
regulatory scheme. However, the absence of such provisions would not be fatal to
the effective functioning of that regulatory scheme. Moreover, most, if not all, of
the actions of the Commission contemplated by these provisions fall within the
scope of the Commission’s broad regulatory authority under the Arizona
Constitution and statutes, and thus do not require these particular provisions as a
legal predicate for the Commission to act.

g. R14-2-1617 [Disclosure of Information] The observations made above with
regard to R14-2-1612 are equally applicable to this portion of the Electric
Competition Rules.

The Commission can validate those Electric Competition Rules, invalidated by
the Phelps Dodge decision for failure to obtain that Arizona Attorney General
Certification required by the APA, by promptly submitting the same (or a modified
version) to the Arizona Attorney General and requesting the requisite certification.

In addition, the Phelps Dodge decision can be used as an effective tool as it
provides specific guidance to the Commission as to what it must do and what it may
consider, incident to the establishment of rates and charges for an Electric Service
Provider for the provision of competitive retail electric service. More specifically, with
regard to “fair value” rate base [Article 15, Section 141, the court indicated that:
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1. The Commission has an affirmative duty to determine “fair value” rate

base;
2. The Commission must consider “fair value” rate base in setting rates;
3. The Commission may consider “other information” in setting rates;
4. While the Commission cannot ignore “fair value,” it is not required to set

rates based on “fair value” rate base in a competitive market.

Furthermore, with regard to “just and reasonable” rates [Article 15, Section 31,
the court noted that:

1. The Commission is required to determine and set rates which are ‘‘just
and reasonable”:
a. The Commission cannot let market forces alone set such rates; but,
b. The Commission can consider market forces in setting such rates;

2. The Commission has a duty to discover and remedy potential overreaching
and abuse by public service corporations, including Electric Service
Providers;

3. The Commission also has a duty to be sure that rates are fair to public
service corporations, including Electric Service Providers;

4. When the Commission looks solely to market forces to set rates, it also
violates its constitutional duty to consider “fair value” rate base;

5. The Commission may authorize competitive market forces to set rates
within an authorized range of rates, as long as that range has been
established in a manner that satisfies the “just and reasonable”
requirement.

14.  Is retail electric competition compatible with the Commission's Renewable
Energy Standard that requires Arizona's utilities serve at least 15% of their
retail loads with renewable energy by 2025? (See A.A.C. R14-2-1801 et seq.)

Response:  Retail Competition Advocates and RESA fully expect that
competitive retail suppliers will be accountable for meeting Arizona’s Renewable Energy
Standard (“REST”), currently set at 15% by 2025. In Phase 2 of this proceeding, Retail
Competition Advocates and RESA will submit their specific modifications to the
competitive market rules to incorporate such accountability. Indeed, the ability for
competitive retail suppliers to offer renewable energy options that go beyond mandated
levels is one of the most prevalent value added service that retail suppliers offer to their
customers who have specific personal or corporate goals to achieve lower carbon
footprints.
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In the fifteen restructured states that have an RPS mandate that requires
competitive retail suppliers to comply with the state’s RPS, the burden to meet the RPS
mandate does not just fall on the investor owned utility — the retailers are an important
part of the state’s overall plan to meet the RPS requirements. 38 Moreover, as described in
Table 2 (response to Question 1 - an example of green pricing products for residential
customers which retailers are offering in nine states in of June 2013) and in Table 3
(response to Question 2), retail suppliers are actively offering renewable products and
services that contribute to the overall renewables objectives established in restructured
markets and requested and pursued by end use customers.

15. Is retail electric competition compatible with the Commission's Energy
Efficiency Standard that requires Arizona's electric utilities to achieve a 22%
reduction in retail energy sales by consumption by 2020? (See A.A.C. R14-2-
2401 et seq.

Response: efficiency standards establish specific, long-term targets for energy
usage reductions that utilities or non-utility program administrators must meet through
customer energy efficiency programs. An energy efficiency standard is similar in concept
to REST; while REST requires that electric utilities generate a certain percentage of
electricity from renewable sources, an energy efficiency standard requires that they
achieve a percentage reduction in energy sales from energy efficiency measures. Twenty-
four states have fully-funded policies in place that establish energy efficiency targets and
programs. Of those states, sixteen are restructured and allow retail customer choice.”’

Developing the program infrastructure and implementing energy efficiency
programs, irrespective of the restructuring status of a state, has traditionally been the
domain of investor owned utilities. However, with retail competition, consumers become
much more educated about electricity pricing, and therefore energy efficiency emerges
naturally as consumers look for ways to modify their energy usage to better manage their
energy costs. Indeed, energy efficiency services are an important value-added product
offering of competitive suppliers, as demonstrated in the response to Question 2, Table 3.

The Commission’s review of the Competitive Market Rules that will need to be
addressed in Phase 2 should explore the role that competitive suppliers can and will play
in supporting the statewide objectives for energy efficiency reductions.

16. How should the Commission address net metering rates in a competitive
market?

*7U.S. Energy Information Administration (EIA), as of April 2013:
http://www.eia.gov/todayinenergy/detail.cfm?id=12051

Tus. Energy Information Administration (EIA), as of April 2013:
http://www.eia.gov/todayinenergy/detail.cfm?id=12051
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Response: Retail Competition Advocates and RESA recognize that the
Commission and stakeholders are in the midst of carefully evaluating and potentially
modifying existing net metering policies and regulations to (i) reflect concerns about the
impact of potentially excessive and unnecessary net metering subsidies, (ii) determine
what type of charges distributed generation customers should pay for the transmission
and distribution services they continue to receive, especially with respect to residential
service, and (iii) address the recovery of stranded utility generation costs that are created
by deployment of distributed generation. These are important issues, and are under
consideration in several other states as well - as utilities, their customers, and policy
makers begin to see the fundamental impacts that the widespread deployment of
distributed generation has on how the distribution system functions, and the extent to
which there need to be fundamental changes to residential rate designs to ensure that
solar customers who continue to use the distribution system are paying the appropriate
share of the costs.

Retail Competition Advocates and RESA will closely monitor the net metering
proceeding that is ongoing, and will be prepared to assist the Commission and staff with
any questions that arise with respect to the role that retail choice can and should have in
addressing the important issues associated with net metering.

17. What impact will retail electric competition have on resource planning?

Response: Customers who participate in retail choice do so for a wide variety of
reasons. Some are searching for the lowest possible price, some want price certainty,
others want to use on-site resources, some want to access a greener and cleaner supply. In
short, they are looking for customized levels of customer service that simply are not
available in the vertically integrated model. In order to provide this broad range of
service, retail electric service suppliers engage in extensive portfolio planning, and risk
management, consistent with the reliability and environmental goals of the policymakers
in the retail choice jurisdiction. As noted throughout these comments, Retail Competition
Advocates and RESA fully expect to be required to meet clearly stated reliability and
environmental requirements, as is the case in retail choice jurisdictions throughout the
country.

The impact retail electric competition will have on utility resource planning
depends on whether or not the utilities divest their supply side resources, and the extent to
which they retain a POLR obligation. If they divest their supply assets and have no POLR
obligation, their planning process will be focused solely on their transmission and
distribution systems.

The issues associated with utility planning and procurement in the event they
divest generation assets, but retain a POLR obligation, are discussed in the response to
Questions 7 and 11, as are the issues associated with utility planning and procurement in
the event they do not divest.
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Retail Competition Advocates and RESA emphasize that a market design which
allows the utilties to retain ownership of supply side assets, costs would continue to be
recovered on a regulated cost-of-service basis. However, this approach will undermine
the achievement of the fundamental goals of moving to a competitive retail market, and
thus this structure should be avoided.

18. How will retail electric competition affect public power utilities, cooperatives
and federal controlled transmission systems?

Response: The Arizona Legislature provided a blueprint for the enactment and
regulation of retail electric competition in Arizona by setting up rules to integrate and
regulate public service corporations, over which the Commission has jurisdiction, and
public power utilities, over which the Commission does not exert jurisdiction.

First, the legislature proclaimed that it is public policy in Arizona that a
competitive market shall exist in the sale of electric generation services and provided the
Commission with significant authority to implement retail electric competition. (See,
AR.S. § 40-202(B)). In addition, the Legislature determined that public power entities®®
may participate in retail electric competition statewide and shall open their entire service
territories to competition to electricity suppliers certificated by the Commission pursuant
to A.R.S. § 40-207 and to providers of other services. (See, A.R.S. § 30-803(A)).
Furthermore, the Legislature provided public power entities with the authority to
determine the terms and conditions for such electric competition® and required that
public power entities and the Commission coordinate their efforts in the transition to
competition in electric generation services in order to promote consistent statewide
application of their respective rules, procedures and orders. (See, A.R.S. § 30-802(A)).
A.R.S. § 30-801, et seq. also provides pricing guidelines,40 consumer protection rules,
outreach and education,’ confidentiality provisions42, and rehearing and appellate
procedures“. Importantly, no Arizona public power entities ever opened their
jurisdictions to competition, nor are they required to do.

While it is the case that Arizona’s public power, cooperative, and federally
regulated entities have the discretion as to whether or not to reopen their jurisdictions to
retail choice, Retail Competitive Advocates and RESA note that to the extent competitive
retail markets produce greater efficiency, customer degrees of freedom and satisfaction,

3% Public power entities are defined as: any municipal corporation, city, town or other political subdivision
that is organized under state law, that generates, transmits, distributes or otherwise provides electricity and
that is not a public service corporation. (See, A.R.S §30-801 (16)

% For example, A.R.S. § 30-803(B) requires public power entities to maintain their existing service
territories for electric distribution services and prohibits them from providing electric distribution services
in service territories of other electric distribution utilities in this state. A.R.S. § 30-803(C) allows electric
distribution utilities to continue to provide billing and collection services, metering and meter reading
services on a competitive basis for all retail electric customers that have competitive electric generation
services

© AR.S. § 30-805

A R.S. § 30-806, A.R.S. § 30-807, A.R.S § 30-809

2 AR.S. § 30-808

 AR.S. § 30-810 through A.R.S. § 30-812
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as well as innovation in products and services, those utility enterprises insulated from any
direct requirements for customer choice may find pressure to improve their operations
and customer relations and service, and indeed even to provide to their ratepayers the
retail choice alternatives available to their neighbors. That is, they will need to adapt.

As for the transmission systems owned and operated by the public power,
cooperatives, and federally regulated entities, retail competition may accelerate changes
already underway in managing growth in the number of market participants and price
unbundling and transparency. Transmission owners and operators across the country have
greater technical capability than ever to manage utilization of their systems. Operators
such as PJM and MISO have demonstrated that they have been able to manage a large
number of transmission customers.

11
CONCLUSION

The overarching conclusions about customer choice compared to traditional
monopoly arrangements in the United States retail power markets are:

e Customers of all classes have adapted quickly to opportunities to choose
among suppliers and products with terms, conditions and contract periods
to match their individual preferences.

e No price advantage can be attributed to traditional tariff setting under rate-
of-return regulation compared to market-based pricing under which
customers can shop for price and contract terms, conditions and periods.

e Delivery reliability, reserve margins, fuel mix, diversity of supply, and
achieving environmental goals are at least as good in retail competition
models as under traditional vertical monopoly regulation; no problems in
these areas that have been attributed to customer choice and competition
by authoritative government or independent industry reviewers.

e Examination of existing customer choice models shows that retail choice
can be made available to all classes of ratepayers along with POLR
service, as necessary for customers who have not chosen an alternative
supplier, and that the necessary separation within the utilities of the
generation and transmission functions can be achieved fairly.

Competition yields the best results for consumers. Of this, there is widespread,
mainstream acceptance in the United States and much of the world today. How Arizona
moves from an unnecessary regulated monopoly model to a market-based system with all
of the accompanying benefits for retail electric customers is the real question at hand.

Time is of the essence. There is no reason, save for the protection of the
monopoly status quo, for Arizona consumers to be denied access to the innovation in
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technology and services presently being enjoyed by electric retail customers in many

other states.

We urge the Members of the Arizona Corporation Commission to implement
customer choice in electric service by moving this proceeding to Phase 2 as quickly as
possible so that Arizonans can begin to reap the multitude benefits that only retail electric

choice can deliver.

Dated this 15™ day of July 2013.

The original and thirteen (13) copies of the

foregoing Comments will be

Respectfully submitted,

=

/

Lawrence V. Robertson, Jr.

Robert J. Metli

Attorneys for Noble Americas Energy
Solutions LLC, Direct Energy LLC,
Constellation NewEnergy, Inc.

T e for

Melissa Lauderdale, President
Retail Energy Supply Association

mailed for filing this 15™ day of July 2013 to:

Docket Control

Arizona Corporation Commission

1200 West Washington Street
Phoenix, Arizona 85007

A copy of the foregoing Comments
will be emailed or mailed this 15"
day of July 2013 to:

All Parties of Record
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Regulation & Relevancy: Assessing the
Impact of Electricity Customer Choice

The price spread between restructured states and traditionally monopoly-
regulated states has narrowed in the three years since 2008 as much as it
widened in the six-year period. In-depth analysis will be needed to determine
whether traditional regulation provides discernible consumer benefits
compared to competitive customer choice.

by John L. Domagalski and Philip R. O’Connor

he June 18, 2012 edition of merits of traditional regulation of monopoly
I ElectricityPolicy.com featured Dr. electricity generation supply service and the
Kenneth Rose’s views on the relative relatively new alternative of competitive

\ customer choice in power supply.'

G)hn Domagalski is Director, Markets and

: . . Dr. Rose’s key contribution to the debate is
Products with the retail energy business of

his method of analysis. Dr. Rose reviews a
lengthy time period - 1990 through 2011 - and

Constellation, an Exelon company. He is a graduate
in finance from DePanl University of Chicago and

holds an MBA from the Northwestern University uses We%ghted average .prlces for his
Kellogg School. Philip O*Connot is president of comparison of electricity rates betzween
PROactive Strategies, Inc. a Chicago public policy monopoly and competitive states.

consulting firm and served as Chairman of the Illinois
Commerce Commission 1983-85. In 1998, Dr.
O’Connor established New Energy Ventures Midwest, 1 Kenneth Rose, Szate Retail Electricity Markets: How
Avre They Performing So Far? Electricity Policy.com,
http:/ /www.electricitypolicy.com/archives /4455-

2 Weighted average electricity prices for states are
calculated by dividing total statewide electricity

revenue reported by the U.S. Energy Information
) Administration for all providers, including

a pioneer electricity retarl company in Ilinois and also
served during 2007-08 in the US Embassy in
Baghdad, as an advisor to the Iragi Ministry of
Electricity. He earned Masters and Doctoral degrees
in political science from Northwestern University.

.
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Dr. Rose compares the weighted average
ptices of electricity of a group of 14 customer
choice jurisdictions against a group of 30
states that have maintained traditional
regulation of vertical monopolies.3 He
excludes seven states from the analysis; five
that have had fitful and partial approaches to
customer choice and also Hawaii and Alaska
due to their geographic separation from the
lower 48 states.

Dr. Rose concludes that the jurisdictions he
classifies as competitively restructured have
not closed the electricity price gap with the
states he classifies as traditionally regulated.
However, averages can conceal as well as
reveal. When viewed from a different
vantage point and looked at more closely, the
same twenty-two years of price data analyzed
by Dr. Rose tells a story of success for
competitive electricity markets.

Four Missing Questions

In his analysis, Dr. Rose explores whether
electric competition accomplished the
following objective:

“A principal motivation for retail
access legislation was that states with
high electricity prices relative to other

municipal and rural cooperative utilities by total
kilowatt hours delivered.

3 The 14 competitive jurisdictions are Connecticut,
District of Columbia, Delaware, Illinois, Maine,
Massachusetts, Maryland, New Hampshire, New
Jetsey, New York, Ohio, Pennsylvania, Rhode
Island and Texas. Seven states were excluded,
Alaska and Hawaii, and five states that have varied
histories of recent choice and traditional
monopoly regimes, Arizona, California, Michigan,
Montana and Virginia. The remaining 30 states
were classified as traditionally regulated.

ErecTriary Pouicy.com

states and the national average were

hoping to lower their prices.”*

e concludes that this goal has not
H been achieved. However, there are

four key points that are missing from
the discussion.

The first is that a primary goal of pioneer
electric restructuring states was to address
various combinations of major challenges they
faced in the mid-1990s that motivated
industry restructuring. These included high
and rising retail rates, excess generating
capacity, costly nuclear projects, PURPA QF
contracts and angry and migrating industrial
customers. For example, circa 1994, the
electric utilities with significant power
purchases from non-utility generators (NUGs,
PURPA-QFs) were mainly located in
California, Connecticut, Maine,
Massachusetts, Michigan, New Hampsbhire,
New Jersey, Oklahoma, Pennsylvania, Rhode
Island, Texas, and Virginia, neatly all of which
later pursued retail competition.” The
electricity crises of the past are now over in
the retail competition states and the related
stranded cost issues have been resolved. Lack
of continued failure ought to be regarded as
success.

* Rose, supra note 1, at 2.

5 U.S. Energy Information Administration,
Financial Impacts of Nonutility Power Purchases on
Investor-Owned Electric Utilities, at 57 (DOE/EIA-
0580 June 1994).
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The second is that
while many
advocates of
customer choice
were seeking to
blunt ongoing step

rate increases, there

Within the next several years, competitive
supply may well challenge the combined
27% retail market share held by municipal,
rural cooperative and federal utilities.

R oeral yeats prior

to the economic
downturn that
commenced in
mid-2008, prices
in restructured
states increased

R ;
were opponents of faster than in

industry restructuring who warned of
unregulated, out-of-control increases in
supply prices in the absence of traditional
rate-of-return regulation of generation. Those
concerns proved misplaced.

The third is that the competitive states are
conveying price signals more promptly than
the monopoly structured states. The
conveyance of price signals to inform
customers of supply-demand conditions was a
key goal of the earliest advocates of relying on
market forces for electricity supply pricing.’
Dr. Rose notes that residential prices in the
competitively restructured states declined by
1.7% between 2008 and 2011 while average
residential prices in the traditionally regulated
monopoly states increased by 8%." In the

6 See, e.g., Philip R. O’Connor, Robett G. Bussa
and Wayne P. Olson, Competition, Financial
Innovation and Diversification in the Electric Industry,”
by PUBL. UTIL. FORT., Feb. 20, 1986. This article
was one of the first in a major industry publication
advocating a movement to competition in
electricity supply and argued that ... “A greater
reliance on market forces could cortect one of the
critical deficiencies of traditional regulation — its
inherent inability to match end-user prices with
the economic cost of production. Standard
regulatory practices attempt to achieve
‘equilibrium’ by using historical costing techniques
to price electricity. However, using traditional
regulatory practices, supply only appears to match
demand. Regulation, by its very nature, over-
prices new capacity and underprices old capacity.”

7 Rose, supra note 1, at 3-4.

3 ELecmary PoLicy.com

traditional states as rate freezes ended and fuel
prices and demand grew amidst strong
economic activity. However, as shown in the
tables that follow, the spread between choice
states and monopoly states narrowed as much
in the three years since 2008 as it grew in the
six-year prior period. Others have noted the
more rapid increase in rates in traditional
states than in jurisdictions participating in
competitively restructured wholesale markets.

The fourth is the implicit, yet central question
of whether traditional regulation of utility
monopolies delivers discernible price benefits
to customers. If moving from a traditional
form of regulation to competitive choice does
not negatively impact comparative long-run
average electricity prices, then what is the
purpose of the elaborate procedures that
characterize traditional regulation of
monopoly generation supply prices? Is the
purpose, as Tevye in Fiddler on the Roof might
say, “Tradition!”?

The time has come for a more expansive
consideration of the nature of competitive
electricity models in contrast to the traditional
monopoly model. While the average price of
electricity is certainly worthy of note, the
massive migration of customers to choice in
electricity supply is itself an argument that
consumers are finding the option attractive
for a variety of reasons.
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illions of customers, accounting for
M neatly one-fifth of all kilowatt hours

consumed in the United States,

purchase from non-utility suppliers at market
prices.® Within the next several years,
competitive supply may well challenge the
combined 27% retail market share held by
municipal, rural coopetative and federal
utilities.” Competitive retail supply already has
substantially greater market share than do any
of the non-investor utility categories. In the
14 competitive jurisdictions included in the
Rose analysis, regulators and policymakers
have consistently expanded opportunities for
customer choice. Customer choice is now a
well-established feature of the national
electricity landscape.

The traditional monopoly model has not been
accommodating to the sorts of innovative
features of competitive markets that are
proving attractive to customers. Among these
are the ability to contract for prices for
specific periods to match business plans,
pricing demand response at its true value to
the system and fully rewarding least-cost
operating practices by producers and
customers alike.

8 For an examination of the growth in customer
choice in the post-2008 period of economic stress,
see Philip R. O’Connor, Retail Electric Choice:
Proven Growing Sustainable, April 2012
(prepared for the COMPETE Coalition) at

http:/ /www.competecoalition.com/ files/ COMP
ETE Coalition 2012 Report.pdf.

9 EIA’s most recent State Electricity Profiles
Report shows that rural cooperatives sold 10.97%
of all kilowatt hours, public or municipal utilities
sold 14.85% and federal utilities sold 1.16% for a
total of 26.98% that
http://www.eia.gov/electricity /state/ unitedstates

L

EvecTriary PoLicy.com

The debate over choice is no longer one of
whether competitive electricity will be a part
of the nation’s energy picture. Rather, with a
decade of customers embracing choice in
more than a dozen states, the burden of proof
is gradually shifting to those who advocate for
maintenance of the vertically integrated,
monopoly utility model.

Long-Run Average Price Levels

Dr. Rose notes, correctly, that many factors
contribute to differences in electricity prices
across states. General factors — such as
weathet, local and regional economic
structure, generation types and fuel mix,
degree of urbanization, disparate
environmental rules, taxation, labor costs and
role of federally produced power allocations —
are important determinants of long-run
electricity price levels.

ifferences in these factors, whether
D external or internal to the electricity

business, tend to be regional in nature
rather than merely following state boundaries.
For example, one of the recent developments
has been the concentration of renewable
portfolio standards (RPS) in the competitive
states."” As a general matter renewable
resources exert upward pressure on electricity
prices. Itis important in this regard to note
that the 14 customer choice jurisdictions
identified by Dr. Rose are, with the single
exception of Texas and its isolated ERCOT
system, clustered entirely in the northeast
quadrant of the United States, defined in great

10 The May 2011 FERC update map of RPS in the
states shows the great weight of such programs to
have been implemented in the 14 competitive

jurisdictions. See http://www.ferc.gov/market-
oversight/othr-mkts/renew/othr-rnw-rps.pdf.
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part by the boundaries of the PJM

electricity prices in the competitive and

Interconnection. traditional monopoly model states, after
Table 1: Residential Rate Ratios
Competitive v. Traditional States: Competitive and Traditional States v. US Average
1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 1390-2000
Average |
Competitive v. Traditional | 1.30 | 1.34 | 136 | 1.38 | 139 | 139 | 139 | 140 | 136 | 132 |133 | 136
Competitive v. US 113 [ 145 | 145 | 147 | 147 [ 147 | 198 | 118 | 147 |15 | 146 | 116
Traditional v. US 087 | 086 | 065 | 085 |084 |084 |084 | 084 | 086 |087 |087 | 088
2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2091 |2001-2011
Average |
Competitive v. Traditional | 132 | 1.27 | 129 | 129 | 132 | 137 | 139 | 141 | 136 | 135 | 128 | 133
Competitive v. US 144 [ 141 | 143 | 143 | 145 | 118 | 119 | 120 | 147 | 147 |13 | 116
Traditional v. US 087 | 088 | 067 | 088 | 086 | 086 | 085 | 086 |086 |087 |088 | 087
Table 2 All.Sectors Rate Rafios
Competitive v. Traditional States; Competitive and Traditional States v. US Average
1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 1990-2000
Average |
Competitive v. Traditional | 128 | 133 | 1.35 | 1.37 | 1.37 | 138 | 138 | 139 | 135 | 132 |134 | 135
Competitive v. US 1141 | 142 | 143 | 144 | 144 | 115 | 1145 [ 148 [ 115 [ 143 | 114 | 114
Traditional v. US 086 | 084 | 083 | 084 |083 | 083 | 084 | 083 | 085 | 086 |085 | 054
2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 |2001-2011
Average |
Competitive v. Traditional | 136 | 1.30 | 1.32 | 132 | 137 | 142 | 144 | 145 | 136 | 136 | 128 | 136
Competitive v. US 143 | 110 | 142 | 143 |16 | 118 | 148 [121 | 196 | 116 |11 | 115
Traditional v. US 084 | 085 | 085 | 085 | 085 | 083 |083 | 083 | 085 | 086 |087 | 085

All of this suggests that the impact of the
specific regulatory regime on long-run price
levels would be but one factor among many.
Ultimately, it will require a carefully developed
multivariate regression analysis to sort out
which factors explain how much of the
variance in electricity prices is linked to the
regulatory structure.''

Consumer Prices: Standardized
Ratio Comparison

The analysis here begins with a replication of
Dr. Rose’s comparison of residential

11 The optimal unit of analysis would be utility
service territories rather than states. However,
there are considerable obstacles to such an
analysis, not the least of which would be the data
requirements.

B ELecrrary Povicv.com

which the analysis expands to cover industtial
and commercial customers and all-sectors
taken together.

Using data from the U.S. Energy Information
Administration,”” Dr. Rose compares the
weighted average" 1990-2011 price of
electricity for residential customers (including

12 The data used by Dr. Rose and in this analysis
are available in Excel spreadsheet form at the US
EIA website. Sales and revenue data for 1990-
2010 are accessible at
http://www.eia.gov/electricity /data/state/ and
2011 data are accessible Table 5.5B and 5.6A at
http:/ /www.eia.gov/electricity/monthly/.

13 Weighted average prices are calculated by
dividing the sum of all megawatt hours sold in all
states in each regulatory category, traditional
monopoly and restructured, by the sum of all
electricity sales revenue in each group.
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delivery charges, taxes, stranded-cost fees,
etc.) between 14 competitive choice
jurisdiction states and 30 traditionally
regulated states. The United States average
rates used by Dr. Rose and in this analysis
encompass all 51 jurisdictions, including the 7
states excluded from the competitive and
traditional groups being examined.

Dr. Rose illustrates his rate comparison with
graphs that, while visually interesting,
sometimes require the reader to estimate the

Table 1 presents yearly weighted average
residential rates in the 14 competitive
jurisdictions as ratios to prices in the 30
traditional states. Averages for two 11-year
equal length periods 1990-2000 and 2001-
2011 are also presented. During the earlier
period of 1990-2000 all states in the two
groupings shared nearly identical traditional
regulatory regimes and the classic monopoly
utility model. The latter period of 2001-2011
roughly approximates the period during which
the 14 retail jurisdictions have operated in a

Table 3: Commercial Rate Ratios
Competitive v. Traditional States; Competitive and Traditional States v. US Average
1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 |1990-2000
Average
Competitive v. Traditional | 129 | 1.34 | 1.36 | 1.37 | 139 | 1.39 | 140 | 142 | 138 | 135 | 139 | 137
Competitive v. US 700 [ 141 | 111 142 | 112 | 143 | 144 | 116 | 144 |13 | 144 | 113
Traditional v. US 085 | 083 |082 |082 |081 |081 | 062 |081 |083 |083 |082 | 082
2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 |2001-2011
Average
Competitive v. Traditional | 143 | 1.36 | 1.38 | 1.36 | 140 | 143 | 146 | 150 | 1.36 | 1.35 | 126 | 1.39
Competitive v. US 114 [ 108 [113 | 113 | 116 | 147 | 118 | 122 | 115 | 144 | 110 | 145
Traditional v. US 0.80 | 080 |082 |083 | 0683 | 062 | 082 |081 |084 | 085 | 087 | 083
Table 4 Industrial Rate Ratios
Competitive v, Traditional States; Competitive and Traditional States v. US Average
1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 |1390-2000
Average
Competitive v. Traditional | 1.24 ] 1.30 | 131 | 1.30 | 128 | 1.25 | 1.26 | 129 | 125 | 122 | 126 | 127
Competitive v. US 708 140 | 141 [ 142 141 [ 1.09 140 [ 141 | 140 | 108 | 140 | 1.10
Traditional v. US 087 | 085 | 085 | 086 | 087 | 087 | 088 | 086 | 086 | 089 | 087 | 087
2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 |2001-2011
Average
Competitive v. Traditional | 1.26 | 124 | 128 | 1.29 | 134 | 139 | 143 | 136 | 132 | 128 [ 121 | 131
Competitive v. US 107 | 107 | 110 | 142 | 115 | 118 | 120 | 116 | 144 | 142 | 1.08 | 143
Teaditional v. US 085 | 086 | 086 |086 | 085 | 085 | 084 | 086 |086 | 088 | 089 | 086

precise relationship of rates in the competitive
states to those in the traditional states. The
analysis here presents relative price
information in tables and takes out the impact
of inflation by converting the raw cents per
kilowatt-hour (¢/kWh) into ratios in order to
standardize the data over the 22-year period.
This allows for more precise comparison.

EvecTriary PoLicy.com

significant way under the competitive
construct.

Table 1 also presents ratios comparing prices
in the competitive states and the traditional
states with overall United States average
prices. Tables 2, 3 and 4 do the same for all-
sectors, commercial customers and industrial
users, respectively.
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During much of the 1990s, the price levels in
the group of 14 jurisdictions that would
ultimately undertake industry restructuring

competitive choice state prices that on
average have fallen an additional 6 ratio points
compated to 2001."

TABLE 5: High and Low State Average Price Ratio v, US Average Price

Range 1990 2000 2010
Among 14 High 1.43 (NY) 1.65 (NH) 1.77 (CT)
Competitive
States Low .90 (OH&DC) | .89 (DE) .93 (IL&OH)
Among High 1.26 (VT) 1.51 (VT) 1.35 (VT)
Traditionally Low 52(WV) | .61 (ID&KY) |.63 (WY)
Regulated States

were rising as a ratio of the price levels in the
30 states classified as traditional by Dr. Rose.
Residential ratios increased from 1.30 in 1990
to 1.40 in both 1997. The all-sector ratios
rose from 1.28 in 1990 to 1.39 in 1997.
Industrial and commercial ratios rose in a
similar pattern during this period.

Following the enactment of testructuring laws
around the turn of the millennium,
competitive state price ratios declined until
the mid-2000s when natural gas prices and
electricity demand rose with a growing
economy. Ratios then rapidly declined
following the 2008 economic downturn. As
can be seen in Table 2 above, the all-sectors
ratio of competitive price levels to those in
traditional jurisdictions fell from a peak of
1.45 to 1.28, a 13-point drop.

More recently, the dramatic reduction in
natural gas prices and slow economic growth
have contributed to further reductions in
competitive states’ ratios to prices in
traditional monopoly states. EIA data for the
first three quarters of 2012 produce price
ratios among the lowest in the 22-year
analytical period. Customers take the
opportunity to capture the value of

ErecTriarry PoLicy.com

Yearly average ratios, of course, cannot
capture the range of individual state price
levels that go into making up the averages.
Table 5 provides an indication of the
heterogeneity of ratios within the competitive
and traditional states, showing the individual
states with the highest and lowest ratios
against the total United States average price in
1990, 2000 and 2010. The high and low ratios
fluctuate as do the states occupying the high
and low positions.

Case Study: The Industrial Upper
Midwest

Beyond the analyses of high-level aggregate
data, there are stories at the regional level that
can be instructive. Five states of the industrial
Upper Midwest - Illinois, Indiana, Michigan,
Ohio and Wisconsin present especially
interesting venues to consider the possible
price impact of differing regulatory regimes.

1+ EIA state-by-state revenue and sales data
through September 2012 allow for the calculation
of ratios of competitive to traditional states
compared to calendar 2011 levels: at 1.22v. 1.28
for all-sectors, 1.23 v. 1.28 for residential, 1.19 v.
1.26 for commercial and 1.13 v. 1.21 for industrial.
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Table 6: All-Sectors Rate Ratios
Upper Midwest States v. US Average

1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 |1990-2000

Average
linois 118 | 143 | 143 | 142 | 107 | 142 | 142 | 142 | 141 | 1.05 | 102 | 1.0
indiana | 0.82 | 0.79 | 0.78 | 0.75 | 0.76 | 0.76 | 0.76 | 0.77 | 0.79 | 0.80 | 0.76 | 078
Michigan | 1.08 | 1.07 | 1.06 | 1.03 | 1.03 | 1.02 | 1.04 | 1.03 | 1.05 | 107 | 1.04 | 1.05
Ohio 090 | 091 | 089 | 090 | 090 | 091 | 092 | 091 | 095 | 096 | 094 | 092
Wisconsin | 0.62 | 081 | 080 | 080 | 0.79 | 078 | 077 | 076 | 0.81 | 0.83 | 0.82 | 080

2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 [2001-2011

Average |
linois 095 | 096 | 092 | 089 | 085 | 079 | 093 | 095 | 092 | 093 | 090 | 001
Indiana | 0.73 | 0.74 | 072 | 073 | 072 | 073 | 071 | 073 | 078 | 078 | 081 | 074
Michigan | 0.95 | 0.99 | 0.92 | 0.91 | 0.89 | 0.9 | 0.93 | 0.92 | 0.96 | 1.01 | 1.04 | 095
Ohio 091 | 094 | 091 | 091 | 087 | 087 | 087 | 086 | 092 | 093 | 091 | 090
Wisconsin | 0.83 | 087 | 089 | 090 | 092 | 091 | 093 | 092 | 0.95 | 1.00 | 102 | 092

These states share any number of important
social, economic and energy industry
characteristics that underlie electricity prices
and often see themselves as intra-regional
competitors.

Indiana and Wisconsin have consistently
adhered to traditional regulation and
maintained vertically integrated electric
utilities and have not employed customer
choice even for the largest users. Yet, those
two states have had decidedly different price
experiences while sharing a common

regulatory style over the past decade.

The other three states, Illinois, Michigan and
Ohio undertook restructuring, but did so in
quite different ways. Illinois started early and
has implemented a nearly complete approach
to customer choice, with large numbers of
residential and small business customers now
joining nearly all larger users in choosing
alternative suppliers or participating in
municipal aggregation. Ohio delayed
aggressive restructuring until the past several
years but is now moving quickly. A large
portion of Ohio’s residential load is now

Evecriary PoLic.com

being served through municipal aggregation
competitive procurement. Drt. Rose excluded
Michigan from his analysis because in 2008 it
largely re-instituted traditional regulation, with
the exception of allowing 10% of total load to
be served competitively.

Table 6 presents the yeatly all-sectors price
ratios for each of the five states against the
U.S. averages as well as summary averages for
the 1990-2000 and 2001-2011 periods.”
Indiana has maintained a highly favorable
ratio over the entire two decades, due in great
patt to its reliance on low-cost coal plants, a
cost advantage that is under increasing
pressure. Wisconsin, in contrast, has seen a
deterioration of its initial favorable price ratios
such that its price levels now exceed the
national average. Wisconsin has tended
toward a policy of reliance on relatively
expensive new generation and related
transmission rather than relying on the
wholesale market. Ohio has maintained

15 Tt should be noted that the sales and revenue
figures for Illinois, Indiana, Michigan, Ohio and
Wisconsin are included in the national averages.
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favorable ratios duting both periods of
traditional regulation and of restructuring.

Figure 1 - lllinois Restructuring Savings Estimate

of lower electricity rates than available in
much of Illinois."*

On August 1, 1998, the vast majority of
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The divergent experiences of Illinois and
Michigan are instructive. Illinois consistently
pursued the opening of its electricity markets
while Michigan, having started the transition
to competitive choice, truncated the process
and reinstalled monopoly regulation for the
most part.

The Case of Illinois

Lying at the western edge of the PJM
Interconnect, Illinois is bordered entirely by
states that have maintained traditional
monopoly regulation, among them Indiana
and Wisconsin. Illinois, Indiana and
Wisconsin are often in open competition for
firms seeking business locations. Indeed,
during the 1990s, Indiana and Wisconsin
sought to attract employers with the prospect

EvecTrary PoLicy.com

IHinois residential customers received a 15%
rate reduction mandated under the 1997
industry restructuring law while most of the
remainder received 5% reductions. In the fall
of 1999, following the finalization of rules and
rates for delivery service by the Illinois
Commerce Commission, one-third of larger
industrial and commercial load became
eligible to choose alternative suppliers. Over
time, there were small additional residential
reductions and all non-residential customers
became choice-eligible. Today all customers

16 Co-author O’Connor recalls during his time as
chairman of the Illinois Commerce Commission
(1983-85) seeing billboards at the Wisconsin-
Ilinots line urging Illinois based firms to move
north for lower electricity bills. The disparity
between Illinois rates, especially in the northern
third of the state was an important marker in the
path taken by the state to industry restructuring.
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served in investor-owned utility areas can
choose their supplier.

Ilinois’s experience, coincident with
developing one of the complete transitions to
customer choice, has been one of significant
reductions in price ratios, going from well
above the national average to consistently
below the national average. Illinois swung by
19 points from a 1990-2000 average of 1.10
against the U.S. average to .91 in the 2001-
2011 period.

premium and the 7% discount to average
national all sector prices.

Table 7 presents price ratios for Illinois
against prices for each of the other four
industrial Upper Midwest states under
discussion. Prior to industry restructuring,
linois all-sectors price tatios for the 1990-
2000 period averaged 1.42 against Indiana and
1.38 against Wisconsin. Following
restructuring, Illinois’ average against Indiana
swung downward by 19 points to 1.23 and

Table 7: All-Sectors Rate Ratios
lllinois v. US Average v. Other Upper Midwest States
1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 |1990-2000
Average |
Us 114 | 113 | 143 | 142 | 407 | 142 | 142 | 142 [ 149 [ 105 [ 102 | 140
indiana | 140 | 143 | 145 | 160 | 141 | 147 | 147 | 146 | 140 | 132 | 132 | 142
Michigan | 1.06 | 1.06 | 106 | 1.08 | 105 | 1.09 | 108 | 1.09 | 1.05 | 0.98 | 0.98 | 105
Ohio 127 | 125 | 127 | 125 | 120 | 123 | 122 | 123 | 147 | 109 | 108 | 121
Wisconsin | 140 | 140 | 140 | 140 | 136 | 144 | 146 | 147 | 137 | 126 | 122 | 138
2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 |2001-2011
Average
Us 095 | 096 | 092 | 089 | 085 | 0.79 | 093 | 095 | 092 | 093 | 080 | 0091
Indiana | 130 | 130 | 128 | 122 | 118 | 109 | 130 | 131 | 149 | 119 | 112 | 123
Michigan | 0.99 | 0.98 | 100 | 0.98 | 0.95 | 0.87 | 098 | 1.04 | 097 | 062 | 067 | 096
Ohio 104 | 103 | 102 | 099 | 098 | 092 | 107 | 140 | 101 | 1.00 | 098 | 101
Wisconsin | 1.14 | 110 | 103 | 099 | 093 | 087 | 1.00 | 1.03 | 0.7 | 093 | 0.88 | 0.99

If a more conservative starting point of 1999
is considered, that being July of the previous
year (1998) when the initial residential rate
reduction in Illinois’s choice law was
implemented, the average ratio for 1990-1998
of 1.12 is significantly higher than the January
1999-June 2012 average ratio of .93. The
difference in electricity spend by Illinois
consumers between a 12% premium above
the national average if it had persisted and the
actual experience of 7% below the national
average for the 1999-June 2012 period is $31
billion. The shaded area in Figure 1 on page
9 shows the delta value between the 12%

Evectmary PoLicy.com

downward by 39 points against Wisconsin to
0.99 — which is below Wisconsin’s all-sector
2001-2011 average price level. In 2011, the
Illinois all-sectors ratio against Wisconsin was
just .88, a 12 point discount.

Iinois’ progress on electricity prices helps to
explain the support that Illinois customers,
regulators and policy makers have shown for
competitive electricity markets."”

17 For more information on customer choice in
Illinois, see the “2012 Office of Retail Market
Development Annual Report” of the Illinois
Commerce Commission that can be found at
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The Case of Michigan

Michigan is another story altogether. In the
1990s, prior to restructuring, Michigan prices
were above the national average and then fell
below the national average following its initial
restructuring. However, with the reinstitution
of traditional regulation and vertically
integrated monopoly utilities, ratios began to
rise again and now once again exceed national
averages.

n 2000, Michigan enacted its electricity
I restructuring law. The Wolverine State,

rather than emulating the doggedness of
its namesake critter, employed a transition of
half-measures that allowed for choice but
created difficult conditions for its full
implementation. In 2008 Michigan
substantially re-monopolized the retail
electricity market for 90% of load, while
allowing 10% of load to be served under

customer choice.

As shown in Table 6, Michigan made
considerable progress in closing the price gap
with the national average following
restructuring legislation in 2000. Michigan’s
price ratios fell below national averages.
However, following the 2008 quasi-re-
monopolization, a series of utility rate
increases pushed Michigan prices back above
national levels and higher than those of other
states in the Midwest.

http:/ /www.icc.illinois.gov/reports/. Further, one

of the important features of the competitive
market in Illinois has been the role of major
business trade organization in establishing
endorsed partnerships with alternative electricity
suppliers. The programs of the Illinois
Manufacturers Association and of the Illinois
Retail Merchants Association are notable in this
regard.

E3 ELectrany Poucy.com

Michigan provides a laboratory situation in
which customer choice exists in parallel with
traditional regulation, without the
confounding problems of cross-state or
regional factors being at play.

It is faitly easy to calculate the financial
implications for electricity customers of the
10% limit on total load that can be served
competitively. As of November 2012,
annualized competitive load in Michigan’s two
major utilities, Consumers Power and Detroit
Edison, was neatly 9.25 billion kWh. The
state’s major utilities are required to maintain
waiting lists for non-residential customers that
have asked to be allowed to purchase power
from alternative suppliers.18

In the two utilities, more than 10,300 non-
residential customers accounting for nearly 9.4
billion kWh have signed up for the waiting
list. As part of the decision making process to
be placed on the waiting list, many of these
customers received indicative offers from
suppliers. With wholesale prices that
currently represent about a 2¢/kWh gap
compared to higher generation components in
Michigan’s traditionally regulated bundled
rates (5¢ v 7¢), annualized savings that are
unrealized for business customers on the
waiting list are on the order of more than
$180 million."” If competitive market

18 Data on the customer choice queues for
Michigan’s two largest utilities, Consumers Energy
and DTE Energy, can be found at

http:/ /www.consumersenergy.com/content.aspx?
id=2186&sid=107 and

http://www.suppliers. detrmtedlson com/internet

65XfGRHVVG8vv1 F DD‘(BI 9Zv7rCGY\‘(’nnO& 9

NwNLLD4Ctp!460242865.

19 This calculation 1s based on a similar exercise
that was performed for a review of the status of
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participation levels in Michigan were
comparable to those in Illinois and Ohio for
business and government customers,
additional savings over and above those
currently realized by the 11% of total load
now served competitively would be on the
order a half-billion dollars annually in 2013.

Future Paths

Competition proponents have often pointed
out that regulatory lag and reliance on
embedded costs serve to suppress prices
during shortages and prop prices up during
times of surplus. However, with wholesale
electricity competition established as national
policy, competitive forces will gradually exert
increasing influence on
retail rates in
traditionally regulated
states. Current
wholesale spot and
forward electricity
prices are reflecting
lower gas costs in
rapidly declining retail
prices in customer
choice states. Further,
competitive states are generally not as reliant
on coal as are the 30 traditional monopoly
states. Thus, the major question at this point
is the extent to which traditional regulation
and reliance on coal will deflect and defer the
benefits of low gas prices. A review of the
price data suggests that monopoly states have
not benefited as much from low gas prices as

The burden of proof is shifting from

to those who advocate maintenance
of a regulatory model that now

borders on the unique.

competitive retail electricity published in April
2012. See Philip R. O’Connor, Retail Electricity
Choice: Proven, Growing, Sustainable,
(COMPETE Coalition, April 3, 2012) at

http:/ /www.competecoalition.com/ files/ COMP

ETE Coalition 2012 Report.pdf.

[FJELecrary PoLicy.com

competitive states to date, with retail rates in
competitive states falling by 5% from 2008 to
2011 and retail rates in monopoly states
increasing by 7% over the same time period.

ith the combination of falling prices
Wand the implementation of
regulatory measures that

accommodate residential choice, the national
share of electricity consumption by retail
customers provided by competitive non-utility
suppliers has grown dramatically during the
2008-2011 period of economic stress. The
number of choice customers nationally
increased from neatly 8.7 million in 2008 to
more than 13.3 million at the end of 2011.
Total electric load served by alternative

———— SUDPlicts increased by

40% from 488 million
MWh in 2008 to 685

those who advocate customer choice  million MWh or 18%

of total load in 2011.
Growth in competitive
market share has
continued during 2012.

R | here is no serious

prospect of a return to
the status quo ante of uniform traditional
regulation of electricity. Even as customer
choice grows in importance, there will to be
two different regulatoty formats operating in
parallel with one another. There will be many
opportunities for additional research about
the relative merits of each mode of regulation.
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The conventional

o Whetheritis

framework for public
policy debates about
electricity regulation is
that competition and
customer choice should
be in the position of
presenting a justification
for change. That
framework is increasingly
obsolete and an outlier. The price of natural
gas is a function of market forces. Only a
small portion of telecommunications services
remains subject to traditional regulation.
Other network services — aitlines, rail and
trucking are largely free of government price
setting. So far, no affirmative case has been
made that traditional regulation and the
monopoly model deliver benefits for
consumers by controlling prices that could
otherwise be set competitively and by
enforcing monopoly despite worldwide
examples that competitive generation and

supply function perfectly well.
The butden of proof is gradually shifting from

those who advocate customer choice to those
who advocate maintenance of a regulatory
model that now borders on the unique.

There are numerous areas of inquiry that
could help to determine whether traditional
regulation or customer choice in generation
supply is superior in contributing to customer
welfare and to the efficiency of the industry
and the economy it serves.” Areas of inquiry
might include:

2 For a fuller discussion of possible future
measures of relative performance of competitive
and traditional regulatory regimes, see Terrence L.
Batnich and Philip R. O’Connor, The Grand

3 ELectrary Poucy.com

With wholesale electricity competition
established as national policy,
competitive forces will gradually exert
increasing influence on retail rates in
traditionally regulated states.

better that price

signals evident in

wholesale electricity
markets be conveyed
promptly and
transparently to end-
use customers or that
those price signals be
mediated and

delayed?

e Whether the administrative procedures
that characterize price-setting in
traditional regulation yield value for
consumers of electricity?

e Which approach to electricity supply
pricing better supports energy
efficiency investment and demand
response as complements to capacity
and generation?

o Will renewables be better
accommodated in one regulatory
regime ot the other?

e Which regulatory mode provides better
information to business customers
making investments in new facilities or
enetgy related-equipment?

These questions and others are all long-term
issues that will not be answered in any single,
dispositive study but by an accumulation of
research, debate and experience. m

Experiment: Has Restructuring Succeeded on Either
Continent?” PUB. UTIL. FORT., Feb. 2007.
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BY THE COMMISSION:

By this Order, the Pennsylvania Public Utility Commission (Commission) issues its
proposed model for default electric service in the Investigation of Pennsylvania’s Retail
Electricity Market (Investigation or RMI). This default service model was developed based
on input from numerous stakeholders participating in the Investigation, as well as
recommendations from the Commission’s Office of Competitive Markets Oversight
(OCMO). For the reasons described herein, the Commission believes that this default
service model will further the development and aid in the maturation of a healthy and
competitive retail electric market in Pennsylvania. Additionally, while we refer to this
model as an “end state” with regard to the Investigation, we foresee the Commission’s
policies with regard to the competitive retail market evolving and changing to reflect market

realities and experiences.

BACKGROUND AND HISTORY OF THE PROCEEDING

In its Order entered April 29, 2011, the Commission initiated an investigation into
Pennsylvania’s retail electricity market. See Investigation of Pennsylvania’s Retail
Electricity Market, Docket No. 1-2011-2237952 (Order entered April 29, 2011) (4pril 29
Order). The April 29 Order tasked OCMO, with the input of stakeholders, to study how
to best address and resolve issues identified by the Commission as being most relevant to

improving the current retail electricity market.



Initial stakeholder input was solicited via specific questions included in the April
29 Order. Thirty-nine parties filed comments' in response to the questions, which are
available on the Commission’s website.” Additionally, these topics and comments were
further discussed at the June 8, 2011 en banc hearing, where representatives of consumer
interests, electric distribution companies (EDCs), electric generation suppliers (EGSs),

subject matter experts, and regulators were invited to testify.

After review of both the written comments and the comments conveyed during the
en banc hearing, the Commission issued an Order initiating the second phase of its
Investigation. See Investigation of Pennsylvania’s Retail Electricity Market, Docket No.
1-2011-2237952 (Order entered July 28, 2011) (July 28 Order). 1In the July 28 Order, the

Commission concluded that:

Pennsylvania’s current retail market requires changes in order to bring
about the robust competitive market envisioned by the General Assembly
when it passed the Electricity Generation Customer Choice and
Competition Act, 66 Pa. C.S. §§ 2801, et seq., in 1996.

" AARP, American Public Power Association, BlueStar Energy Services, Brighten Energy, Citizen
Power, Inc. (Citizen Power), Citizens' Electric and Wellsboro Electric (Citizens’ and Wellsboro), Citizens
for Pennsylvania’s Future (PennFuture), City of Philadelphia, Community Legal Services of Philadelphia
(CLS), Consolidated Edison Solutions, Constellation NewEnergy, Inc. and Constellation Energy
Commodities Group, Inc. (Constellation), Direct Energy Services, LLC (Direct Energy), Dominion
Retail, Inc. and Interstate Gas Supply (Dominion Retail and IGS), Duquesne Light Company (DLC),
Energy Association of PA (EAP), Exelon Generation Company and Exelon Energy Company, FE
(Metropolitan Edison Company, Pennsylvania Electric Company, Pennsylvania Power Company and
West Penn Power Company), FirstEnergy Solutions Corporation (FES), Future Times Energy
Aggregation Group, Hess Corporation (Hess), Industrials (Industrial Energy Consumers of Pennsylvania,
Duquesne Industrial Intervenors, Met-Ed Industrial Users Group, Penelec Industrial Customer Alliance,
Penn Power Users Group, Philadelphia Area Industrial Energy Users Group, PP&L Industrial Customers
Alliance and West Penn Power Industrial Intervenors), Liberty Power, Mid-Atlantic Renewable Energy
Association, National Energy Marketers Association (NEM), NRG Energy, Inc. (NRG), Office of
Consumer Advocate (OCA), Office of Small Business Advocate (OSBA), Pennsylvania Coalition
Against Domestic Violence (PCADYV), Pennsylvania Energy Marketers Coalition (PEMC), Pennsylvania
Utility Law Project , PPL Electric Utilities Corporation and PPL EnergyPlus, LLC (collectively, PPL),
ResCom Energy, Retail Energy Supply Association (RESA), State Representative C. George, Stream
Energy PA, Washington Gas Energy Services, Inc. (WGES), and York Solid Waste & Refuse Authority.
? http://www.puc.state.pa.us/utility_industry/electricity/retail_markets_investigation.aspx



http://www.puc.state.pa.us/utility

July 28 Order at 7.

Consequently, the Commission directed OCMO to hold technical conferences to
address intermediate and long-term issues pertaining to the competitive market. The
Commission also directed OCMO to present specific proposals for changes to the

existing retail electricity market and default service model.

OCMO held technical conferences on the following dates: August 10, 2011,
August 31, 2011; September 14, 2011; September 21, 2011; September 28, 2011;
October 6, 2011; October 27, 2011; November 8, 2011; November 17, 2011; December
2,2011; January 5, 2012; February 1, 2012; March 15, 2012; and October 17, 2012.
Interested stakeholders participated in these conferences and provided OCMO with

information relevant to the topics that were addressed on each date.’

During the technical conferences, OCMO first initiated a discussion to identify
intermediate steps that could be implemented to enhance the competitive market on a
shorter-term basis. These discussions led to the development and issuance of several
orders pertaining to the following topics: upcoming default service plans and an

intermediate work plan.

In order to ensure that the next round of default service plans did not hinder the
ability of the Commission to implement changes addressed within the Investigation, on
October 14, 2011, the Commission issued a Tentative Order describing OCMO’s
recommendations for the format and structure of the EDCs’ upcoming default service
plans. Comments were requested on each of OCMO’s recommendations. See

Investigation of Pennsylvania’s Retail Electricity Market: Recommended Directives on

3 Recaps of these conferences are also available on the Commission’s website at:
http://www.puc.state.pa.us/utility industry/electricity/retail markets investigation.aspx
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Upcoming Default Service Plans, Docket No. 1-2011-2237952 (Order entered October
14,2011) (October 14 Order). OCMO’s recommendations included such issues as the
next default service plan time period, contract durations for upcoming default service
purchases and a number of intermediate competitive enhancements that could be

implemented during the next default service plan time period.

Twenty-one parties filed comments® to the October 14 Order. After reviewing the
comments, the Commission entered a Final Order, which adopted recommendations with
respect to the next phase of EDC default service plans. See Investigation of
Pennsylvania’s Retail Electricity Market: Recommendations Regarding Upcoming
Default Service Plans, Docket No. 1-2011-2237952 (Order entered December 16, 2011)
(December 16 Order).

Intermediate issues were also discussed at the en banc hearing that the
Commission held on November 10, 2011. Representatives of EDCs, EGSs and consumer
interests presented a discussion on the following topics: consumer education, accelerated
switching timeframes, customer referral programs, retail opt-in auction programs and
default service plans beyond May 2013. Ten parties filed informal comments following

the en banc hearing.

After considering the remarks at, and comments following, the November 10 en
banc hearing, on December 16, 2011, the Commission entered a Tentative Order that
issued for public comment the Intermediate Work Plan (IWP). See Investigation of
Pennsylvania’s Retail Electricity Market: Intermediate Work Plan, Docket No. 1-2011-

4 AARP and the Pennsylvania Utility Law Project, Citizen Power, Citizens’ and Wellsboro, Constellation,
Direct Energy, Dominion Retail and IGS, DLC, Exelon Generation Company, Exelon Energy Company
and PECO Energy Company, FE, Hess, Industrials, NEM, OCA, OSBA, PPL, PECO Energy Company
(PECO), PennFuture, Pike County Light and Power Company (Pike), RESA, Solar Alliance and UGI
Energy Services, Inc. (UGIES).

3 Direct Energy, Dominion Retail and IGS, DLC, EAP, FE, FES, Industrials, PEMC, OCA and PECO.




2237952 (Order entered December 16, 2011) (December 16 IWP Order). The December
16 IWP Order identified issues, tasks and goals that could be resolved and implemented
prior to the expiration of the EDCs’ next round of default service plans, in an effort to
improve the retail electricity market. The December 16 IWP Order provided
recommendations regarding consumer education, accelerated customer switching
timeframes, customer referral programs, retail opt-in auction programs, placement of the
default service Price to Compare (PTC) on customer bills and mechanisms for increased
EDC and EGS coordination. Two programs, the Retail Opt-in Auction and Standard
Offer Customer Referral Programs, were specifically proposed for inclusion in the EDCs’

upcoming default service plans.

Twenty-three parties filed comments® and thirteen parties filed reply comments’
to the December 16 IWP Order. Following a careful consideration of the comments and
reply comments that were filed, on March 2, 2012, the Commission entered a Final Order
that adopted the IWP and directed that the proposals included therein be implemented prior
to the expiration of the next round of the EDCs’ default service plans. See Investigation of
Pennsylvania’s Retail Electricity Market: Intermediate Work Plan, Docket No. 1-2011-
2237952 (Order entered March 2, 2012) (March 2 Order).

Subsequent to addressing intermediate issues and the IWP, the Investigation
moved to a discussion of the end state of default electric service in Pennsylvania. On
March 21, 2012, the Commission held an en banc hearing where EDCs, EGSs and
representatives of consumer interests shared their perspectives on three proposed end

state default service models, which OCMO developed and distributed for discussion prior

8 AARP, the Pennsylvania Utility Law Project and CLS, Citizen Power, Citizens’ and Wellsboro,
Constellation, Direct Energy, Dominion Retail, DLC, Exelon Generation Company and Exelon Energy
Company, FE, FES, Industrials, NEM, OCA, PCL&P, PECO, PEMC, PPL Electric Utilities Corporation,
RESA, Spark Energy, L.P., UGIES, UGI Utilities, Inc. — Electric Division, Wal-Mart Stores East, LP and
Sam’s East, Inc. (Wal-Mart) and WGES.

7 AARP, the Pennsylvania Utility Law Project and CLS, Citizens’ and Wellsboro, Direct Energy,
Dominion Retail, DLC, FE, FES, Industrials, OCA, PECO, PCADV, PEMC and RESA.




to the en banc hearing.® In each of the three models, EGSs served in the default service
role with variations proposed for the default service product. In Model A, default service
would be provided on the basis of real-time/hourly PJM Interconnection, LLC. (PJM)
locational marginal pricing (LMP) and an administrative adder. Prices would change
monthly (or more frequently) and not be reconciled. In Model B, default service would
be provided on the basis of prevailing market prices, as established through an index,
auction or other acceptable method. Prices would change quarterly or semi-annually and
not be reconciled. In Model C, default service would mirror the existing procurement
framework. Prices would change quarterly or semi-annually and be reconcilable on a

twelve-month rolling basis.

Also at the March 21 en banc hearing, various small and medium businesses
presented their experiences with shopping for electricity. In addition, the Commission
heard from a panel of speakers who discussed the development of a comprehensive
statewide consumer education program and ways to fund those consumer education
efforts. Twenty-one parties filed informal comments® following the March 21 en banc

hearing.

On November 8, 2012, the Commission entered a Tentative Order that issued for
public comment a proposed end state model for default electric service in Pennsylvania.
See Investigation of Pennsylvania’s Retail Electricity Market: End State of Default
Service, Docket No. 1-2011-2237952 (Order entered November 8, 2012) (Tentative Order

® The discussion document is available at http:/www.puc.state.pa.us/electric/pdf/Retai MI/RMI-
SecLtr_Staff Doc_EnBanc_ Hearing030212.pdf

® AARP, the Pennsylvania Utility Law Project and CLS, Citizen Power, Citizens’ and Wellsboro, Direct
Energy, Dominion Retail and IGS, DLC, EAP, Exelon Generation Company, Exelon Energy Company,
Constellation NewEnergy, Inc. and PECO Energy Company, FES, FE, Industrials, Mid-Atlantic
Renewable Energy Coalition (MAREC), NRG, OCA, PCADV, PennFuture, PEMC, RESA, Solar Energy
Industries Association and PA Solar Energy Industries Association (SEIA and PASEIA), Wal-Mart and
WGES.



http://www.puc.state.pa.us/electric/pdf/RetailMI/RMI

or November 8 Order). Comments were due within thirty days of entry of the November
8 Order.

The following parties filed comments to the Tentative Order: AARP, the
Pennsylvania Utility Law Project, PCADV and CLS (collectively, PULP); Citizen Power;
Citizens’ and Wellsboro; COMPETE Coalition (COMPETE); ConEdison Competitive
Energy Businesses (ConEd); DLC; Electric Generation Supplier Parties (EGSP); Electric
Power Generation Association (EPGA); Electric Power Supply Association (EPSA);
EAP; Exelon Generation Company, Constellation Energy and PECO Energy Company
(collectively, PECO); FES; Industrials; FE; MAREC; Mid-Atlantic Solar Energy
Association and Pennsylvania Solar Energy Industry Association (MSEIA & PASEIA);
NEM; NRG; OCA; Pennsylvania Chamber of Business and Industry (PA Chamber);
PCADV; PEMC; PennFuture; Pike; PJM Power Providers Group (P3); PPL; PULP;
RESA; The Sierra Club (Sierra Club); Verdigris Energy, LLC (Verdigris); and WGES."

END STATE OF DEFAULT SERVICE

Upon consideration of the entire record developed in the Investigation, including
remarks presented at the en banc hearings, written comments (particularly those filed to
the Tentative Order), and staff recommendations as set forth in the Tentative Order, the
Commission has developed the following model for the end state of default electric

service in the Commonwealth.

19 The Commission received comments from EverPower Wind Holdings, Inc. on December 13, 2012.
These comments will not be considered as they were filed after the final date to submit comments to the
November 8 Order. In addition, the comments of EverPower Wind Holdings, Inc. responded to specific
comments that other stakeholders submitted. It would be inequitable to consider the comments of
EverPower Wind Holdings, Inc., given that they essentially constituted reply comments and no other
party had an opportunity to file reply comments to the November 8 Order.




The topics addressed in this Final Order include the following: guiding principles for
the end state; a definition of default service provider (DSP); definitions of the default
service products to be offered to various retail electric rate classes; a timeline for the
implementation of the new default service model; a discussion of applicable consumer
protections; a discussion of the portability of customer assistance program (CAP) benefits
for low-income customers; a discussion of the potential implementation of supplier
consolidated billing (SCB); a plan for the implementation of accelerated switching; a
discussion of the provision of metering services, including net metering services; a
discussion of the provision of Energy Efficiency and Conservation (EE&C) programs; a
discussion of logistics for existing and future long-term contracts, including those for
Alternative Energy Credits (AECs); a plan for the implementation of a statewide consumer

education campaign; and a discussion of regulatory costs and assessments.

A. Guiding Principles

In developing a framework to move Pennsylvania toward a more competitive
market for electricity and establish a better platform for the sustainability of the
competitive market, the Commission has relied on several underlying principles. These
principles include the Commonwealth’s legislative policy favoring competition over
regulation; a continuation of fundamental consumer protections; structuring the default
service model to more closely reflect current market conditions; and encouraging
investment by EGSs that results in innovative and competitively-priced product offerings

for consumers.

Since 1996, with passage of the Electricity Generation Customer Choice and
Competition Act, 66 Pa. C.S. §§ 2801, et seq. (Competition Act), the legislative policy in
the Commonwealth has called for a competitive electric generation market to replace the
regulated electric generation market. In passing the Competition Act, the General

Assembly declared as a matter of policy that “[c]ompetitive market forces are more
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effective than economic regulation in controlling the cost of generating electricity.” 66
Pa. C.S. § 2802(5). The General Assembly further recognized that the “cost of electricity
is an important factor in decisions made by businesses” when “locating, expanding and
retaining facilities in the Commonwealth.” 66 Pa. C.S. § 2802(6). Due to the importance
of a competitive retail market in controlling electric prices, the General Assembly found
that this “Commonwealth must begin the transition from regulation to greater
competition in the electricity generation market to benefit all classes of customers and to
protect this Commonwealth’s ability to compete in the national and international
marketplace for industry and jobs.” 66 Pa. C.S. § 2802(7).

Following passage of the Competition Act, the Commission immediately
embarked upon implementation, which entailed the issuance of interim guidelines, the
promulgation of regulations and the review and approval of restructuring plans filed by
the EDCs. Throughout the implementation process, the Commission has remained
committed to the successful development of the retail electric market in Pennsylvania,
always vigilant of the need to balance regulatory requirements aimed at consumer
protection against policies designed to facilitate entry and participation in the market by
EGSs.

In launching this Investigation in April 2011, the Commission recognized the need
to assess the current status of the retail electric market and explore changes that may be
needed to allow customers to more fully realize the benefits of competition. Following a
review of comments and testimony offered at the June 8, 2011 en banc hearing, the
Commission reached the “inescapable conclusion that Pennsylvania’s current retail
market requires changes in order to bring about the robust competitive market envisioned

by the General Assembly when it passed” the Competition Act. July 28 Order, page 7.

While shopping statistics alone are not indicative of the success of a competitive

market, we note that, as of February 13, 2013, nearly two-thirds of Pennsylvania’s
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electric customers still received electric generation supply from their EDCs.!' Despite a
large number of EGSs in the market, many offers are only slightly below each EDC’s
PTC and few innovative product offerings have emerged to date that attract residential

and small commercial customers into the competitive retail market.

As discussed throughout this Final Order, EGSs face any number of challenges to
operate in the current competitive environment, which hinders consumers’ ability to
enjoy a fully functioning competitive market. The primary price signal provided to
consumers is the EDC’s PTC. However, due to reconciliation and the mix of contracts
that EDCs use to establish the PTC, EGSs must compete with a PTC that often is not
correlated to wholesale energy markets and may move in directions opposite that of
wholesale energy markets trends. This can inhibit consumers’ ability to make informed

decisions due to the receipt of false or misleading price signals.

Other issues, like the inability of EGSs to issue consolidated bills to customers; the
lengthy switching process that is linked to EDC meter read dates; and the requirements
that new customers receive service from the EDC and moving customers revert back to
the EDC before moving to a competitive supplier makes the relationship between the
EGS and the customer tenuous at best. This dynamic can result in customer confusion
and hesitancy among EGSs to invest more resources in the Commonwealth. It most
certainly does not foster a robust and vibrant competitive market in Pennsylvania, as

envisioned by the Legislature.

In this Final Order, the Commission is outlining fundamental long-term changes to

the underlying default service structure. The Commission is confident that the various

1 We note that the Code allows for either an electric distribution company or a competitive supplier to fulfill the
default service role. Currently, the default service roles across all service territories are fulfilled by electric
distribution companies. Because of this, we use the terms “default service provider” and “electric distribution
company” interchangeably throughout this Order. We do not, however, intend for this to be a signal that we expect
that the default service role will always be fulfilled by electric distribution companies.
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intermediate measures underway, including Standard Offer Customer Referral and Retail
Opt-in Programs, will improve the overall operation of the competitive market in the near
term. However, the testimony and comments filed in this Investigation have convinced
us that the development and sustainability of the retail market will continue to lag behind
our expectations until we effectively address the fact that the currently-structured default
service product does not reflect current market conditions. The changes we seek to
implement will provide default supply prices that bear a closer resemblance to market
conditions. These changes will also provide a regulatory framework that encourages
substantial EGS investment in Pennsylvania’s retail electric market. We believe this will
move the Commonwealth towards a robust competitive market, where a large number of
suppliers provide customers with a wide array of competitively-priced generation supply

products and offerings from which to choose.

Act 129 of 2008, P.L. 1592, added extensive language to Section 2807 of the
Public Utility Code (Code), 66 Pa. C.S. § 2807, to require the default service product to
fulfill a variety of statutory requirements, moving away from a default service product
that reflected “prevailing market prices.” Section 2807 (e)(3.2) mandates that the electric
power procured by the DSP include a prudent mix of contracts. In addition, Section 2807
(e)(3.6) requires the filing of competitive procurement plans by DSPs, on which hearings
must be held as necessary and Commission Orders entered prior to commencement of the
competitive procurement process. To implement these mandates, the Commission has
promulgated regulations setting forth the various requirements for these plans. The initial
plans were required to span two to three years, 52 Pa. Code § 54.185 (d), and while the
Commission has flexibility as to the time period the plans cover, any shorter period
would likely result in too frequent litigation for the EDCs and intervening parties.
Necessarily, these plans rely on forecasting energy prices and, because they span two to
three years, the resulting prices contain varying levels of risk premiums. When the
quarterly reconciliation process (which makes the EDCs whole despite errors in

forecasts) is layered over these price projections, risk premiums and EDC reconciliation
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accounting practices, the result is that EGSs are competing with a PTC that, at any given

time, may not be reflective of current market conditions.

Two basic problems result from this structure. First, during periods when market
prices are lower than the EDC’s PTC, EGS offers are frequently driven by the PTC. In
those circumstances, the EGS offers often remain close to the above-market PTC and
consumers do not fully realize the benefits of the lower market prices. Under a model
where the default service product more closely reflects market conditions, the market
should be the primary factor driving EGS prices, which is consistent with the purposes of

the Competition Act.

A second concern about the existing structure is that when market prices rise,
EGSs find it difficult to compete with a PTC that may reflect both prices that are not
market-responsive and the EDC’s obligation to refund over-collections (artificially
decreasing the PTC). A continuation of this structure exposes the Commonwealth to the
risk that, when market prices increase and PTCs are artificially depressed by EDCs that
have over-collected from ratepayers, EGSs will exit the Commonwealth. While
consumers may not initially be harmed because they will have access to the EDCs’ PTCs
for the remainder of the term, that exit would likely signal the end of the retail electricity
market in Pennsylvania. That is what occurred in 2001, and the Commission is not

confident that another restart of the market would be possible.

The expiration of generation rate caps in 2009 and 2010 was a major factor
breathing new life into the electric retail competitive market and, since that was a one-
time event, it would be difficult to once again attract EGSs to Pennsylvania. Absent a
robust competitive market for electricity, consumers’ only option would be the default
service supplier. Pennsylvania would not have the current situation of many active EGSs
and competitive offers or realize the potential of a variety of innovative product offerings

that are available to consumers in a properly-functioning market. Without the changes
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proposed herein, this Commission has substantial concerns that the current retail
electricity market construct will not be viewed as sustainable by EGSs. By ensuring a
robust competitive electricity market, the Commission believes long-term energy costs
will be reduced and EGSs will be better able to price their offerings, leading to less
customer confusion, lower prices and a broader array of products available to all

Pennsylvanians.

So, while the stated intention of the Act 129 statutory requirements added in 2008
was to ensure adequate and reliable service at the “least cost to consumers over time,” 66
Pa. C.S. § 2807(e)(3.4), some interpretations of these mandates have had the unintended
effect of creating a default service product that bears little or no resemblance to market
conditions. They have also unnecessarily hampered the Commission’s ability to develop
a regulatory framework that encourages investment by EGSs and a robust competitive
market. Further, it is not clear that the statutory requirements, as applied, have produced
the “least cost to consumers over time” during the past few years. Spot market prices
tend to produce the “least cost to consumers over time” because lower risk premiums are
included in spot-market-priced contracts due to the reduced uncertainty of recovery for

wholesalers of costs related to generation and transmission services.

Therefore, the Commission, through this Final Order, recommends fundamentally
changing the default service product so that it more closely resembles market conditions.
Through the changes proposed herein, the Commission hopes to create a structure where
the market drives prices charged by EGSs, where EGSs expand their investment in
Pennsylvania due to certainty and a more level playing field, and where consumers enjoy
competitive prices and a wide variety of innovative product offerings. In this manner, the
Commission expects Pennsylvania to achieve and sustain the robust competitive market

that was envisioned in 1996 by the General Assembly.
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The Commission recognizes that some of the changes proposed herein may
require amendments to the existing legislation and Commission regulations. Since we
believe it is critical to move forward quickly while many EGSs are actively participating
in the market, we are prepared to devote the resources needed to effectuate these changes

so that our changes to the default service product can go into effect on June 1, 2015.

B. Provision of Default Service

In its Tentative Order, the Commission proposed to retain the EDC as the DSP
and continue to permit the EDC to obtain full cost recovery. We further proposed that
the EDC remain in the DSP role unless the Commission approves an alternative DSP
entity pursuant to Section 2803 of the Code, 66 Pa. C.S. § 2803, and the Commission’s
regulations on default service at 52 Pa. Code § 54.183. Lastly, we proposed that an
alternative DSP may be selected through one of the following means: (1) an EDC may
petition to be relieved of its default service obligation; (2) an EGS may petition to be
assigned the default service role in a particular EDC service territory; or (3) the
Commission, upon its own motion, may propose that an EDC be relieved of its default
service obligation. 52 Pa. Code § 54.183(b)(1)-(3).

1. Comments

OCA, the Industrials, Citizens’ and Wellsboro, PECO, PPL and Citizen Power
support the Commission’s proposal to retain the EDC as the DSP.

OCA asserts that the EDC is best positioned to provide default service in the most
cost-effective manner. The EDC is tasked to keep electricity flowing regardless of the
entity that serves as DSP. Further, OCA submits that since the EDC is tasked with

maintaining its distribution system, the EDC is in an ideal position to serve as DSP to

16




ensure all customers receive electric service regardless of electric generation supplier

performance. OCA at 7.

The Industrials assert that, although the Commission’s proposal reserves the
Commission’s right to select and alternative DSP, the EDCs’ proven track record of
reliable default service provides support for the EDCs’ continued performance of such

service to all customers, unless the EDC is unable to do so. Industrials at 9.

PPL submits that the EDC or an alternative DSP should be subject to the same
regulations and, therefore, should have the right to recover the costs of administering
default service on a full and current basis. PPL further submits that allowing the EDC to
exit the role of DSP will help to alleviate customer confusion as to the EDC’s true role as
a “delivery” business that provides the same level of service regardless of a customer’s
generation supply decisions. Consequently, PPL states that it would be inappropriate to

establish the EDC as the permanent provider of default service. PPL at 8.

PECO states that continuing the role of the EDC as the DSP will provide certainty
of default service supply and retail market infrastructure for customers and market
participants as the competitive landscape continues to evolve. Further, PECO submits
that the Commission’s existing authority to approve an alternative DSP provides an
adequate process for the selection of an alternative DSP should future changes be

appropriate. PECO at 5.

Citizens’ and Wellsboro submit that the Competition Act and the Commission’s
Regulations permit the Commission to authorize an alternative DSP. Consequently,
Citizens’ and Wellsboro contend that it would be beneficial if the Commission provides
clarity on how an alternative DSP would be implemented. For instance, Citizens’ and
Wellsboro seek clarity on whether the implementation of an alternative DSP would, in

effect, permanently relieve the EDC of the responsibility. Further, Citizens’ and
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Wellsboro proposes a specific option to create an “agency” backstop to serve as the DSP
if an alternative DSP fails. This agency backstop could be made up of EGSs that provide

backstop service at spot market rates. Citizens’ and Wellsboro at 3 and 4.

FE avers that any proceeding that determines a potential alternative DSP should
occur outside of the EDC’s default service proceedings and the transition should coincide

with the implementation of a new default service term. FE at 2 and 3.

WGES submits that the ideal end state is one in which the default service role is
fulfilled by an EGS. As such, WGES agrees with the Commission’s recommendation to
retain the authority to revisit to concept of placing an EGS in the DSP role at a future
point in time. WGES at 1.

NRG contends that retaining the EDC in the DSP role will not result in the
development of robust sustainable retail competition and will not completely unlock the
full array of innovative products and services. NRG submits that only when the EDC has
been removed from the DSP role will a fully functioning, robust, and sustainable
competitive market be realized. Further, NRG states that having the EDC exit the DSP
role will enable the EDC to focus on its core competencies and obligations for safe and
reliable distribution service. Consequently, NRG avers that retaining the EDC in the
DSP role should be viewed as a transitional step toward full competition, as opposed to
the “end state.” NRG, therefore, urges the Commission to set a timeline for the

replacement of the EDC as the DSP. NRG at 5.

PEMC expresses concerns that the Commission proposal to permit the
implementation of an alternative DSP in the future could merely result in the
establishment of a new de facto monopolist. PEMC contends that a single EGS acting as
a DSP is not in the interests of the competitive marketplace. Consequently, PEMC offers

three potential options to restructure default service in order to truly advance the
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competitive marketplace and benefit consumers. The first option is to eliminate utility-
provided default service and transition non-shopping customers to certified EGSs through
an open auction. The second option is to retain the EDC in the DSP role but require a
premium be placed on the default service price to compensate EDCs for maintaining a
non-core business, to reflect the value placed on default service by customers who made
an effective choice to stay on default service, and to recognize that the default service
price is subsidized since it does not contain all the costs of providing and receiving
competitive service. The third option is to retain the EDC in the DSP role but unbundle
commodity costs from distribution rates, incorporate those unbundled costs in the PTC,

and eliminate utility reconciliation for commodity costs. PEMC at 5 and 6.

EGSP raises concerns similar to those expressed by PEMC. Specifically, EGSP
emphasizes that the default service price must contain all costs of providing the service,
noting that there are costs that would be built into the retail commodity rate if this service

was provided by a retail provider in a truly competitive environment. EGSP at 4.

RESA disagrees with the Commission’s proposal. RESA avers that default
service can, and should, be fulfilled by competitive EGSs rather than the EDC. In
support, RESA submits that retaining the EDC in the DSP role presents structural barriers
that impede market development and prevent customers from realizing the benefits of a
fully workable and competitive market. RESA states that the Commission’s overall
proposal in the Tentative Order will continue to provide the EDC, as the DSP, a
competitive advantage over EGSs. Consequently, RESA submits that the Commission
should remain open to implementing other reforms appropriate to achieve the goal of
robust competition. Lastly, RESA contends that any legislative changes the Commission
chooses to pursue should not foreclose the possibility of further market refinements, such
as those advocated by RESA. RESA at4 and 5.
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2. Resolution

Upon review of the comments, we are persuaded to adopt our initial proposal to
retain the EDC in the DSP role. The Commission believes the various revisions to the
default service product that we direct within this proceeding are a reasonable step in the
evolution of Pennsylvania’s retail electric market. In the future, the Commission may
revisit the concept and merits of adopting an alternative DSP or DSPs. We acknowledge
the arguments of those parties who state that keeping the EDC in the DSP role presents
structural barriers to a robust retail market place and that the EDCs should focus on their
core competencies. However, we believe that, at this time, it would be most prudent to
be patient and allow the revisions proposed in this proceeding to be implemented. As we
stated in our Tentative Order, we continue to believe that, at this time, permitting the
EDCs to continue to provide default service strikes an appropriate balance that allows the
retail electric market to continue its fairly steady progress of organic growth while
providing the Commission with the ability to take further action in the future, if

necessary. Tentative Order at 14.

Although we are keeping the EDCs in the default service role, we emphasize that
our decision has no basis in the rationale offered by the Industrials relating to continued
reliability of service. To the contrary, we view the EDCs as responsible for the reliable

delivery of electric service regardless of the entity providing default generation service.

The Commission agrees with Citizens’ and Wellsboro that clarity is necessary
regarding the implementation of a model in which an alternative entity, or multiple
entities, provides default service to customers. To provide such clarity, we direct OCMO
to convene a working group to identify issues related to the implementation of such a

model. OCMO shall provide recommended solutions to the Commission no later than
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November 15, 2013."% At a minimum, we envision that this working group will provide
recommendations regarding the potential for cost recovery; the timeline in which an
alternative entity would begin providing default service; whether or not multiple entities
could provide default service within a single EDC’s service tetritory; and the potential

provision of net metering benefits.

As to the comments suggesting a further unbundling of commodity costs from
distribution rates to ensure that the PTCs reflect all costs of default service, the
Commission agrees with this concept and has strived to address these issues as they have
arisen in distribution rate cases. At this time, however, the Commission is not inclined to
launch any generic investigations or promulgate regulations requiring such further
unbundling as we believe these measures would be a significant undertaking and require
the time and resources of many stakeholders. We would prefer to focus available
resources on the changes we have identified, keeping in mind that this does not preclude
the Commission from addressing the further unbundling of commodity costs and

distribution rates in another proceeding in the future.
C. Applicability of Proposed End State

In its Tentative Order, the Commission proposed that the changes be applicable to
all jurisdictional EDCs to achieve and sustain the robust competitive market that was
envisioned with the passage of the Competition Act. The Commission believed that such
a market should be available statewide, regardless of the size of the EDC. Comments
were sought regarding the feasibility of such a model being implemented in the service

territories of smaller jurisdictional EDCs. Tentative Order at 14.

12 While OCMO will address all stakeholder viewpoints when providing its recommendations to the Commission,
we will not require that consensus be met.
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1. Comments

The Industrials, PECO, PEMC, PPL and RESA agree with the Commission’s
proposal that the changes proposed in the Tentative Order be applicable to all
jurisdictional EDCs in Pennsylvania. Industrials at 9; PECO at 6; PEMC at 6; PPL at 9;
RESA at 6. PPL does note, however, that certain aspects of the model do not apply to
smaller EDCs. These aspects are the provision of EE&C programs under 66 Pa. C.S.

§ 2806.1 and the procurement and installation of smart meters under 66 Pa. C.S.

§ 2807(f), specifically 66 Pa. C.S. § 2807(f)(6). Accordingly, PPL avers that the smart
meter aspects of the Commission’s proposals regarding accelerated switching may be
difficult for smaller EDCs to achieve. PPL at 9.

Citizens’ and Wellsboro urge the Commission to retain flexibility in the
applicability of these changes, and consider the impacts of the proposed default service
structure on small EDCs. Citizens’ and Wellsboro at 4. Similarly, Pike states that the
general rules that apply to EDCs should not apply to them. Pike avers, that because the
majority of its customers are already participating in the retail market, because it is a
small company and because it is part of a different regional transmission organization
(New York Independent System Operator, as opposed to PJM), it should not be viewed
similarly to the other Pennsylvania EDCs. Pike believes that the Commission should
exempt small EDCs and/or those EDCs with significant levels of EGS penetration from

having to make some of the recommended changes from the Tentative Order. Pike at 5.
OCA does not support the Commission’s proposed applicability of its end state

model, as it does not support the model as a whole. Additionally, OCA notes that, given
the differing sizes of the EDCs, a “one size fits all” approach is unworkable. OCA at 8.
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2. Resolution

The Commission maintains its position that the changes included within this end
state model be applicable to all jurisdictional EDCs. This will provide uniformity and
benefits statewide. However, our determination here does not preclude a smaller EDC
from submitting, for the Commission’s review, a petition that provides evidence as to
why it may not be appropriate, beneficial to customers or feasible to implement this

model or specific requirements in its service territory.

The Commission would like to clarify that those obligations in the Code
regarding the provision of EE&C programs, 66 Pa. C.S. § 2806.1, and the procurement
and installation of smart meters under 66 Pa. C.S. § 2807(f)(6), will not be applied to
smaller EDCs with this end state model, nor will such application be included in
proposed legislative changes. Those obligations will remain with the larger EDCs, as

outlined within the statute.

D. Default Service Product

Given the Commission’s decision to not seek to remove EDCs from the DSP role,
it becomes paramount to change the products offered by DSPs so as to enhance the
ability of EGSs to compete on a level playing field. Since the EDCs will maintain the
right to full cost recovery for their provision of default service, the EDC has an entirely
different exposure to risk than an EGS. Under the current construct, the EDC purchases
large portions of load months, and even years, in advance of delivery. This, in turn,
creates the potential for a situation in which the PTC is based more on historical market
conditions than that at the time of delivery. Further exacerbating this issue are the
instances when the EDC’s PTC fails to reflect the actual cost of service due to inaccurate
customer migration projections, certain accounting practices or inaccurate spot market

price projections. These inaccuracies can lead to the inclusion of significant
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reconciliation costs within the PTC that have little or no relationship to the present
market for energy and, therefore, can potentially further move the PTC away from market

conditions at the time of delivery.

EGSs primarily operate in current market conditions. EGSs do not have any right
to cost recovery and, as such, pricing corrections, as implemented through EDC

reconciliation processes, do not play any role in their price offers to customers.

Consequently, the Commission’s main goal in developing a revised default service
product is to create a more market-based PTC. This type of product will mitigate the
potential for “boom/bust” scenarios to occur. “Boom” scenarios are those in which the
EDC’s PTC is inflated when compared to market price indicators at the time. In this
situation, the PTC acts as an artificial price ceiling under which EGSs set prices to attract
waves of customers. As explained earlier, this boom scenario will enable EGSs to beat
the EDC’s PTC, but may not provide shopping customers with prices pegged to lower

market price indicators.

“Bust” situations are those in which the EDC’s PTC is substantially lower than
market priced indicators. In this situation, customers will, in many cases, revert back to
default service because EGSs cannot beat the PTC that the EDCs formulated with their
no-risk procurement portfolio. As explained previously, such a scenario may benefit
customers in the short term, but in the long term, such a scenario is likely to drive EGSs
out of the market, as occurred in 2001, thereby eliminating consumers’ ability to shop for
a lower price when the default service price rises. Therefore, the elimination of potential
“boom/bust” cycles will create a more sustainable retail market, which, in turn, should
lead to enhanced product offerings to consumers and long-term EGS investments within
Pennsylvania. With this rationale, the Commission seeks to implement the default

service products and procurement strategy described below.
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1. Medium and Large Commercial and Industrial Rate Classes

In the Tentative Order, the Commission proposed that EDCs offer hourly LMP for
medium and large commercial and industrial (C&I) accounts through quarterly auctions.
For accounts in this group that do not have interval meters, the Commission proposed
that EDCs charge hourly LMP by using customer load profiles. Noting that LMP pricing
is already offered to large C&I customers,"® the Commission suggested that medium C&I
customers are equally well-equipped and educated to manage their commodity costs in an
hourly LMP default service environment. The Commission described this proposal as a
natural progression for the retail marketplace and opined that having EDCs offer hourly
LMP to these accounts will put EGSs on a level playing field for competing not only with
the PTC but with each other. Tentative Order at 16-17.

Additionally, the Commission recognized that there is currently no uniform
delineating point across the EDCs to distinguish these accounts from small C&I accounts.
By way of general guidance, the Commission suggested that EDCs offer hourly LMP to
accounts with demand of 100 kilowatts (kW) or greater. The Commission also proposed
that EDCs be permitted to designate a delineation point between small C&I customers
and medium and large C&I customers based on existing rate schedules, where it is

impractical to create default service subclasses. Tentative Order at 16.
a, Comments
Several parties support the Commission’s proposal to implement an hourly-priced

product for medium and large C&I customers. As explained by NRG, a default service

product that more closely resembles market conditions over time is necessary to spur

13 For the purposes of this proceeding, the Commission defines large C&I customers as those with demand of 500
kW or greater.
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competition to the next level. NRG at 6. RESA describes the Commission’s goal of a
more market-based PTC as a “good step forward in the transition to an optimal end state
where a fully robust competitive market exists.” RESA at 6. PECO notes that virtually
all of these customers are now shopping and have the ability to secure the types of
products and services they desire from EGSs. PECO at 6. PPL explains that it currently
provides real time default service to C&I customers whose peak load contribution is
greater than 500 kW and that it has already stated its intent to expand this service to
customers with demands of less than 500 kW but greater than 100 kW in its next default
service plan with an implementation date of June 1, 2015. PPL at 11. The Industrials
indicate that if a handful of safeguards are adequately addressed, they are not opposed to
the continuation of hourly LMP pricing as the default service option for large C&I

customers or the extension of that product to medium C&I customers. Industrials at 4.

As to the use of an auction process, the Industrials propose that the hourly-priced
services should be provided by EDCs, not auctioned to other suppliers, claiming that this
approach will result in the most cost-effective adder. The Industrials explain that
dividing the small amount of large C&I customers relying on default service among
multiple wholesale suppliers would not be efficient or produce a just and reasonable

result. Industrials at 4 and 5.

If an auction process is used, the Industrials suggest that it should be conducted
annually, rather than quarterly, to help keep the administrative costs reasonable.
Industrials at 4. PPL observes that since most of the components of this product are
determined by PJM markets, the administrative adder will be the only component subject
to competition among suppliers. Therefore, PPL suggests that any additional savings
resulting from more frequent competition may not justify the administration burden of

procuring more often than annually. PPL at 13.

26



The Industrials also propose conditions to avoid cost shifting among medium and
large C&I customers. Specifically, the Industrials contend that only customers who are
new to this hourly product should pay costs associated with implementation, and separate
procurements should occur to minimize interclass cost shifting. They explain that the
characteristics of the “large” and “medium” C&I customers differ on issues such as
creditworthiness, predictability of usage and payment history, which could translate to
higher risk premiums for serving the smaller customers. The Industrials further note that
allocating, collecting and reconciling any default service charges for capacity and
transmission for all hourly price customers in accordance with the PJM rates and rate

design for each product will avoid interclass and intraclass cost shifting. Industrials at 5.

The Industrials further maintain that a failsafe mechanism needs to be in place to
address the possibility of market failure, such as a situation where no EGSs are offering
products that respond to the customers’ needs. Specifically, the Industrials suggest that
the Commission ensure it has sufficient flexibility under the statute to step in and revise

the default service paradigm if necessary. Industrials at 7 and 8.

PECO, PPL and FE contend that the proposal to use load profiles to establish
hourly prices for medium and large C&I customers without interval meters is not feasible
or supported by current billing systems. PECO asserts that issues associated with
reconciliation of real-time load obligations and load profiles would complicate the
provision of LMP-based default service to customers in the absence of interval meters.
PECO at 7. FE explains that billing these customers on the basis of load profiles would
mean that no load-shedding strategy would relieve them of high LMP prices.
Additionally, FE notes that it would need to program functionality into its billing system
to use load profiles to price hourly LMP for medium C&I customers who do not have

interval meters. FE at 4 and 5.
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PPL points out that relying on load profiles would produce a bill that is calculated
by multiplying a rate by an estimate of usage and is not reflective of the customer’s own
usage pattern. Noting that the customers who fall into this group (i.e. customers with
demands of less than 500 kW but greater than 100 kW) represent a wide variety of
customers with diverse usage patterns, PPL expresses concerns about how a
representative load profile would be established. DLC echoes these concerns, noting that
it does not have the capability to use load shapes to determine actual hourly consumption.
DLC at 4. PPL suggests that the better way to move closer to market-based prices for
these customers is to expand the deployment of interval meters and smart meter
capabilities. PPL at 11 and 12.

With respect to the proposed threshold of more than 100 kW of demand to
distinguish medium and large C&I customers from small C&I customers, PPL and PECO
concur with this delineation point. PPL at 11; PECO at 6 and 7. FE states that
Metropolitan Edison Company, Pennsylvania Electric Company and Pennsylvania Power
Company have a delineation of 400 kW, which is the level at which interval metering is
installed and the hourly LMP default service product is offered under the default service
plan that goes through May 31, 2015. As to West Penn Power Company, FE explains
that it has a rate schedule delineated at the 100 kW level, but its requirement for interval
metering does not begin until 500 kW of demand. FE at 5. DLC notes that it does not
currently have the infrastructure capable of providing hourly priced service to C&I
customers below demands of 300 kW and therefore recommends that lowering the
threshold for hourly priced service below that level should await the completion of smart

meter deployment. DLC at 4.

RESA cautions against providing too much latitude to the EDCs to define the
appropriate customer-size threshold for the hourly LMP product. Recognizing that EDCs
currently have in place different tariff rate classifications and different default service

procurement group classifications, RESA urges the Commission to require EDCs to
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expand hourly-priced default service to a larger group of medium C&I customers rather

than relying on existing definitions. RESA at 7-9.

Pike seeks to be exempted from the Commission’s proposal regarding the default
service product as it already provides default service at spot market prices and will
continue to do so under its approved plan for the period from June 1, 2012 through May
31, 2014. Noting that this approach is wholly consistent with the Commission’s stated
goal of creating EDC default service products that are more market-based, Pike also
refers to difficulties it would have in conducting quarterly auctions for its supply since it
would have to negotiate and enter into a contract with a merchant generator and pay an
unjustified premium given the small amount of default service load to be served. Pike at
6 and 7.

b. Resolution

As was noted in our Tentative Order and many of the comments, hourly LMP is
already offered to large C&I customers, and medium C&I customers are equally well-
equipped and educated to manage their commodity costs in an hourly LMP default
service environment. Therefore, in the next round of default service plans that begin on
June 1, 2015, we expect that EDCs will offer only hourly LMP to medium and large C&I
customers with interval meters, subject to the several conditions discussed herein.
Generally, this LMP product will be offered on a quarterly basis, with auctions for the
entire LMP default service load in each EDC territory held in unison with auctions for
residential and small C&I customers, as described in subsequent sections of this Order.
Additionally, we will direct that the quarters synchronize with the PJM energy year
starting on June 1 of each calendar year and ending May 31 of the following calendar
year. As with current default service plans for large C&I accounts, wholesale energy
suppliers participating in the auctions will bid on an administrative adder, with the

generation component of the product being established by the hourly LMP.
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As to the Industrials’ proposal that hourly-priced services for large C&I customers
be provided by the EDCs, the Commission prefers the model under which these services
are auctioned to wholesale suppliers. Having the EDC providing these services and
charging an administrative adder to large C&I customers entails a degree of involvement
by the EDC that the Commission seeks to avoid with this group of customers in the
robust competitive market we are seeking to promote. The Commission notes, however,
that we are simply indicating that these services should be auctioned to other suppliers —
not that they will necessarily be accepted. In a scenario where the auction results are not
reasonable, the Commission retains the authority to reject them and direct the EDC to

provide these services.

With respect to the frequency of the auctions, the Commission recognizes that the
administrative adder is the only component on which the suppliers will be bidding since
all other elements of the hourly product will be established by the market. Further, the
Commission is cognizant of the concern raised by PPL that quarterly LMP product
auctions may be hindered by potential administrative burdens. However, we do not have
enough evidence within this proceeding to make a decision on which option, annual or
quarterly auctions, is most prudent. Consequently, we will defer this decision until
further evidence is provided within the EDCs’ default service proceedings. We will note
that, whichever option is chosen, the auction or auctions are to be held in unison with the

residential and small C&I auctions, as specified in subsequent sections of this Order.

Regarding the Industrials’ proposal for a failsafe mechanism in place to address
the possibility of market failure, the Commission agrees. With only an hourly-priced
default service option, most customers will shop to avoid the variability. As a result, if
EGSs are not meeting the needs of large and medium C&I customers, we expect the
Commission will have sufficient flexibility and a willingness to step in and revise the

default service paradigm.
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With respect to the use of load profiles to bill hourly LMP to customers who do
not have interval meters, the Commission is persuaded by the parties opposing the use of
this approach. While the Commission desires to expand the pool of large and medium
C&I customers who receive hourly LMP services from the EDCs, the Commission

understands the need to limit these services to those customers who have interval meters.

Specifically, the Commission agrees with PPL’s comments regarding the difficulty
of establishing a representative load profile for such a diverse group of customers which
might, as a result of shopping, change character from time-to-time. Also, the Commission
concurs with FE’s observation that customers might become frustrated if they are billed
at the hourly LMP on the basis of load profiles but cannot avoid high LMP prices through
load-shedding measures. In addition, the Commission recognizes the challenges raised
by PECO associated with reconciliation of real-time load obligations and load profiles in
the absence of interval meters. Further, the Commission notes FE’s comments regarding
the need to program its billing system to accommodate the use of load profiles. Finally,
although we realize that an accelerated or expanded deployment of interval meters and
smart meter capabilities would enable EDCs to offer hourly LMP services to a larger
number of large and medium C&I customers, we are not inclined to address those
deployment schedules here since they are being, or have been, addressed in other

proceedings.

As to the proposed delineation point of above 100 kW of demand, the Commission
acknowledges that the more compelling point of delineation is whether the customer has
an interval meter, as no EDC suggested any difficulty creating a subclass for default
service. Therefore, at this time, the Commission continues to support the threshold of
100 kW for purposes of determining medium and large C&I customers, but expects
EDC:s to offer hourly LMP products only to the customers above that demand level who

have interval meters. We expect the EDCs to continue adding medium C&I customers to
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the hourly LMP product as interval meters are deployed. Further, the Commission
directs all LMP default service customers to be grouped into one single auction class for
each EDC in order to avoid creating extremely small procurement classes. Lastly, the
Commission agrees with the Industrials that the default service charges for capacity and
transmission should be allocated, collected and reconciled for all hourly-priced customers

in accordance with PJM rates and rate design for each product, and therefore directs such.

As to the Industrials’ comments regarding the need to avoid cost shifting among
medium and large C&I customers, since the Commission is neither directing the
acceleration of smart meter deployment nor the application of load profile LMP billing,
we believe any concerns about cross-subsidies are largely mitigated. Any potential new
costs that may arise from expanding LMP billing for default service customers with smart
meters and demand greater than 100 kW can be addressed in future default service

proceedings.

Regarding the concerns presented by Pike, the Commission maintains its position
that the changes included within this end state model should be applicable to all
jurisdictional EDCs. The Commission appreciates that Pike’s current default service
product for all customers is based on spot market prices, which is consistent with our
overall objectives. However, the Commission does not presently know what product will
be proposed and approved in Pike’s next default service plan proceeding. Therefore, it
would be premature to exempt Pike, at this time. However, as noted previously, a
smaller EDC is not precluded from submitting, for the Commission’s review, a petition
which provides evidence as to why it may not be appropriate, beneficial to customers or

feasible to implement this model or certain specifics of this model in its service territory.
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2. Residential and Small Commercial and Industrial Rate Classes

In its Tentative Order, the Commission proposed that EDCs offer quarterly PTCs
that are synchronized with the PJM energy year for residential and small C&I rate
classes. Further, we proposed that the PTC be established by procuring 100% of each
EDC’s default service load for each quarter one or two months in advance of the
applicable quarter. We also proposed that the EDCs procure only full requirements
products and that the EDCs continue to provide PTC estimates until the exact tariffed rate

is established. Tentative Order at 17-18.

a. Comments

PPL, ConEd, WGES, PECO and NRG generally support the Commission’s
proposal to have EDCs offer a quarterly PTC based entirely on three-month, full
requirements contracts procured in a single auction prior to each quarter. PPL submits
that such a product will be more reflective of current market conditions than default
products currently offered. PPL also states that reforming default service to offer this
type of product to residential and small commercial customers is a logical step in the

evolution of the marketplace. PPL at 14.

WGES states that the structure of default service is a major factor considered by
EGSs when entering a retail market. WGES submits that the PTC should reflect
prevailing market prices. In support, WGES contends that generation supply markets
have been generally flat since the recession in 2008. Consequently, the presently-
blended default service prices have given EGSs a window of opportunity to enter the
market. However, WGES contends that if the generation market price trajectory moves
upward, the blended default service contracts could establish a PTC that reflects
previously lower prices and therefore forces EGSs to leave the market as they could not

compete with the regulated default service price. Further, WGES submits that this

33



scenario would send the wrong price signal to customers. WGES believes that this
problem can be resolved by eliminating long-term contracts for default service supply, as

the Commission has proposed. WGES at 2.

PPL and PECO also submit that auctions pursuant to the Commission’s proposed
default service products should be coordinated statewide for all EDCs. PPL contends
that, since the product and procurement timing will be standard throughout the state, the
Commission should consider introducing a common supply auction similar to the Basic
Generation Service auction employed in New Jersey. PPL believes this may ensure the
success of procurements in each EDC’s service territory and could be a precursor to

having DSPs that are not incumbent EDCs. PPL at 14.

PECO asks the Commission to establish a collaborative stakeholder process in the
RMI proceeding to develop a uniform procurement process for all EDCs along with
uniform supply master agreements (SMAs). PECO proposes to have the procurement
process and SMAs approved by the Commission no later than June 1, 2014. In support of
the coordinated procurement approach, PECO contends that the Commission’s proposal
may create significant resource and timing challenges for wholesale energy suppliers to
participate in each quarterly auction for each EDC. Consequently, some wholesalers may
choose not to participate in certain EDC auctions. These challenges will be compounded
if EDCs decide to use different procurement strategies, such as declining clock or
requests for proposals (RFPs), along with different SMAs. PECO submits that using a
single, coordinated uniform procurement throughout the state will manifest significant
administrative savings for EDCs and wholesalers which, in turn, may be reflected in
wholesalers’ bids. PECO notes that products and tranches would remain specific to each
EDC. PECO at 8-10.

PECO states that the specifics of the uniform procurement and SMAs should be
developed in the stakeholder group. However, PECO suggests that the Commission
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recommend some overarching design requirements and goals to guide the stakeholder
proceeding. Specifically, PECO submits that a uniform statewide procurement process
include the following features: (1) a standard certification process for each procurement
year; (2) an end-of-day bid submission with notification that same evening; (3) a
proportional assignment of time of use (TOU) load; (4) the exclusion of load tranches
from existing block contracts that carry into the next round of default service; and (5) an

established stakeholder process for continued improvement. PECO at 8-10.

RESA supports the Commission’s stated goal to create a more market-based PTC.
RESA believes that default service rates must be market-responsive and must reflect all
costs related to default service so that competitive retail suppliers can compete on an
equal footing with the EDC’s default service. As such, RESA generally supports the
Commission’s proposed residential and small C&I product structure. However, RESA
submits that the PTC for upcoming quarters should be provided to EGSs as soon as
possible. RESA states that providing the final PTC calculation in a reasonable amount of
time in advance of its effective date is important to provide both customers and EGSs
time to react to the new PTC price signal. Consequently, RESA proposes that default
service procurements be held 60 days in advance of upcoming quarters in order enable
EDCs to calculate the new PTC no later than 45 days in advance of its effective date.

RESA at 10.

PEMC cautiously supports the Commission’s proposal, as it believes the proposal
represents a marginal improvement over the current approach to procuring default service
supply. However, PEMC submits that, if the PTC continues as the Commission
proposes, including unbundled commodity costs or the introduction of a premium in this
price is vital to give customers an apples-to-apples comparison with supply offers.

PEMC at 6.
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OCA and PULP submit that the Commission’s proposed residential and small C&I
default service product would not improve the competitive retail market, nor would it be
in the best interest of residential customers. Both parties state that the Commission’s
proposal will cause customers to experience price volatility. According to these parties,
this volatility will likely expose customers to seasonally high bills in the peak electric
usage months of the summer. OCA and PULP contend that this exposure may
compromise customers’ ability to pay their electric bills, particularly those customers
who have a lower income, may be older in age, or who may be victims of domestic
violence. PULP also submits that the potential for higher summer bills can potentially
result in an increase in utility disconnects which, in turn, can lead to potential dangerous
health conditions such as fires and carbon monoxide poisoning from the use of unsafe
heating sources. OCA at 10; PULP at 11-16.

OCA and PULP also contend that budget billing may not be a viable option for
customers to avoid seasonally high bills. OCA states that, under the Commission’s
proposal, EDCs may face difficulty in estimating the annual generation costs of each
customer when the default service supply and, consequently, the PTC is re-established
every three months. In support, OCA states that there could be large true-ups needed in
the budget billing process if the estimates of quarterly purchase prices in the future are
inaccurate. OCA asserts that such a scenario may eliminate the usefulness of budget
billing. OCA at 11.

OCA contends further that the volatility of the Commission’s proposed product
structure will be a detriment to customer choice because customers will only be able to
determine if EGS offers are in their best interest for a three-month period. The potential
for customers to enter into a contract with an EGS that may quickly move above the
renewed PTC may depress, rather than foster, customer switching. Further, OCA submits
that the price volatility inherent in the PTC under the Commission’s proposal will make it

more difficult for EGSs to plan their pricing and purchasing as their own customer loads
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may become less predictable as the PTC changes. Competitive EGS offers in the
summer may be non-competitive in the shoulder or off-peak seasons. Customers may
therefore switch to an EGS during the summer and revert to default service in the
shoulder seasons. OCA concludes that this scenario might result in the very type of

“boom/bust cycle” that the Commission is seeking to avoid. OCA at 12.

OCA further contends that the Commission’s platform that longer-term contracts
somehow bear less of a resemblance to current market conditions than shorter-term
contracts is incorrect. OCA believes that the EDCs’ present strategy keeps the default
service price current through the wholesale market auctions and RFPs which procure
contracts of various lengths which, when blended to formulate a PTC, create a less
volatile market-based price. PULP echoes these sentiments. OCA at 12; PULP at 6 and
7.

OCA states that the default service product should be designed to be a stable
product acquired through a mix of resources, with different contract delivery periods,
from the competitive wholesale markets. In conclusion, OCA avers that limiting default
service to a single, short-term product is not in the best interest of customers and will not

support sustained, robust competition. OCA comments at 13-14.

Similarly, DLC submits that it is concerned that the sole use of three month
procurements for residential and small C&I customers will produce unnecessary volatility
in default service rates due to changes in seasonal demand and due to the potential for a
dislocation in the wholesale energy market at the time of procurement. DLC avers that
these forms of volatility are not the type that would lead to the “boom/bust cycles” about
which the Commission is most concerned. Rather, a long-term rise in prices mixed with
procurements years in advance of the delivery period is more likely to result in default
service prices that are below current market prices. Therefore, DLC submits that a one-

year default service rate procured no more than six months prior to the commencement of
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the delivery period is a better approach. DLC believes this approach provides reasonably

contemporaneous pricing while avoiding concerns about volatility. DLC at 3.

DLC contends that the best inducement for shopping is long-term savings. DLC
believes the volatility inherent in the Commission’s proposal will lead to customer
dissatisfaction if the PTC drops significantly after a customer enrolls with an EGS for a
long-term product. Therefore, DLC opines that the Commission’s proposal will not
enhance shopping by residential and small C&I customers. DL.C concludes that,
whatever procurement period and structure is employed for residential and small C&I
customers, the Commission should implement procurements of contracts at different
times for each PTC period in order to dampen the effect of market dislocations at the time
of a single procurement. However, DLC clarifies that it does fully support the
elimination of laddering any contracts over various PTC periods in order to reduce over-

and under-collections. DLC at 4.

EGSP contends that the Commission’s proposed residential and small C&I
product will do nothing to lower barriers to market entry for EGSs. EGSP submits that
this proposal fails to remedy the inequities of current default service and the resulting
anti-competitive effect. EGSP avers that implementing an annual procurement with
annual price changes will produce better results for EGSs. In support, EGSP explains
that an annual procurement of fixed-price products will eliminate the odd variability of
quarterly prices and reconciliation. Further, EGSP states that an annual model would
provide customers with greater price stability, which would be more comparable to
typical EGS offers and would match market prices more closely than the present default

service model while avoiding unnecessary volatility. EGSP at 7 and 8.

EGSP opines that the Commission’s proposal will most likely lead to a scenario in
which only those entities that own or control significant generation assets will be able to

manage the risks of offering longer-term fixed priced products to customers. Instead,
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most EGSs will only be able to offer customers shorter-term prices, which may or may
not compete with the PTC. EGSP believes this construct will increase the frequency of
“boom/bust cycles” which, in turn, may drive customers back to default service for

longer periods of time, if not permanently. EGSP at 7 and 8.

Citizen Power submits that semi-annual auctions should be used instead of
quarterly auctions. In support, Citizen Power states that semi-annual auctions offer more
stable prices for default service customers which, in turn, can provide more budget
stability for said customers. Citizen Power also states that semi-annual auctions provide
a less frequently changing PTC for customers who wish to shop. Citizen Power explains
further that the disadvantage to its semi-annual auction proposal is that it provides a
greater chance for the PTC to diverge from market prices. However, Citizen Power
contends that large price swings in the electric market are not commonplace occurrences.
Further, if a large price swing occurred, it would only affect the marketplace for a
maximum of six months. Last, if the market price drops, customers will have an
opportunity to receive service from an EGS at a more competitive rate. In summary,
Citizen Power submits that it is unlikely that an EGS would choose not to participate in a
market based on the small chance that the PTC will be below the market price for short

period of time. Citizen Power at 2 and 3.

Citizens’ and Wellsboro submit that they have a single default service product for
all customers and therefore oppose splitting the default service product into two
categories based on customer class. Citizens’ and Wellsboro state that they are
concerned that segregating customers into separate procurement groups, as proposed by
the Commission, may diminish the attractiveness of the wholesale supply product to
suppliers. Specifically, Citizens’ and Wellsboro state that the total combined load of all
customers is just over 50 megawatts (MWs). Citizens’ and Wellsboro submit that, while
it may be possible to conduct a quarterly, full requirements solicitation for a single

tranche for each service territory, the Commission should consider the possibility that no
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suppliers will be interested in the territory and should develop a contingency plan prior to
making a decision to include the companies in the new approach. Citizens’ and

Wellsboro at 5 and 6.

Citizens’ and Wellsboro also contend that the Commission’s proposal for
residential and small C&I customers may not address the over- and under-collection
issue. The two EDCs submit that full requirements tranches are delivered on a calendar
quarter basis. Since customers’ billing cycles often do not synchronize with the
beginning of the month, generation bills will need to be pro-rated resulting in over- and
under-collections. Citizens’ and Wellsboro ask that the Commission explore whether
wholesale suppliers could take on this collection risk associated with the proposed full
requirements, load-serving contracts to alleviate the burden on small EDCs. Citizens’
and Wellsboro at 6.

Lastly, Citizens’ and Wellsboro state that implementing the Commission’s
proposal will require them to upgrade their information systems to facilitate additional
electronic interactions with both retail and wholesale suppliers. Citizens’ and Wellsboro
are also exploring the use of a third-party vendor to provide Electronic Data Interchange
(EDI) services. As such, Citizens’ and Wellsboro state that the Commission should
confirm that they will be entitled to full and timely recovery of costs to implement EDI,
billing system changes and other activities related to implementation of customer choice

from EGSs and/or in a non-bypassable generation rider. Citizens’ and Wellsboro at 7.

Pike seeks to be exempted from the Commission’s proposal regarding the default
service product as it already provides default service at spot market prices and will
continue to do so under its approved plan for the period from June 1, 2012 through May
31, 2014. Noting that this approach is wholly consistent with the Commission’s stated
goal of creating EDC default service products that are more market-based, Pike also

refers to difficulties it would have in conducting quarterly auctions for its supply since it

40




would have to negotiate and enter into a contract with a merchant generator and pay an
unjustified premium given the small amount of default service load to be served. Pike at
6 and 7.

b. Resolution

The Commission agrees with the numerous parties who generally support the
proposed residential and small C&I product. Consistent with the positions detailed in the
Tentative Order, along with the support presented in the comments by parties such as
PPL, ConEd, PECO, WGES and NRG, we agree that the product, as proposed, will
reduce the likelihood of over- and under-collections and foster a PTC that more closely

tracks current market conditions.

As discussed in a subsequent section of this Order, the Commission believes a
change to the existing statutory procurement standard may be required to use a 90-day
default service product for residential and small C&I customers. Should legislative
efforts fall short, we will consider an alternative shorter-term product that is more
reflective of market conditions than the currently-offered default service products. If
such legislative changes are effectuated, the Commission expects the EDCs to offer a 90-
day product, as described above, to residential and small C&I customers. This product

would be included in the next round of default service plans, which take effect on June 1,
2015.

Additionally, the Commission agrees with RESA’s timeline concerns. The
Commission believes that establishing the exact PTC no less than 45 days prior to its
effective date will be beneficial for consumers and EGSs for shopping and marketing,
respectively. Consequently, we direct that the EDC auctions be held far enough in
advance to permit EDCs to establish a final PTC no less than 45 days prior to the
effective date of the PTC.
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Further, the Commission agrees with PECO and PPL’s recommendation to
collaborate all EDC auctions in order to realize efficiencies and reduce expenses. As
such, we direct all EDCs to hold collaborative quarterly auctions. In order to develop the
details required to collaborate quarterly auctions, and consistent with the comments
provided by PECO, we direct OCMO to form a Procurement Collaboration Working
Group. The end goals of this Group will be to formulate a uniform yearly certification
process, a uniform supply master agreement, and a procurement methodology/timeline.
We further direct the Procurement Collaboration Working Group to develop any other
necessary protocols, procedures, or documents required to run an auction every quarter
which procures default service load for each EDC through a single, third-party
consultant. We specifically note that individual EDC load will not be aggregated, but
rather separate auctions for each service territory will be held in a parallel process, which
will be monitored and managed by a single third party consultant. Further, we agree with
PECO’s recommended timeline for the working group process, and therefore direct that
the Procurement Collaboration Working Group submit its recommendations to the
Commission as soon as practicable, but no later than April 1, 2014, in order to provide
the Commission time to approve or amend the recommendations by June 1, 2014.
Finally, we note that the group need not reach consensus as long as the views of all

parties are documented in its submittal to the Commission.

As to OCA’s concern about the effectiveness of budget billing under the proposed
default service product construct, we note that this topic is addressed in the Consumer

Protections section of this Order.

Concerning Citizens’ and Wellsboro interest in obtaining Commission approval
for cost recovery associated with upgrades to its systems necessary to accommodate our
directives, the Commission will not make any affirmative declaration of cost recovery

within the scope of this proceeding. Any such cost recovery should be sought by
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Citizens’ and Wellsboro through a proceeding that specifically addresses the prudency

and necessity for specific incurred costs.

As with the default service product for medium and large C&I customers, the
changes included within this end state model will be applicable to all jurisdictional EDCs.
The Commission appreciates that Pike’s current default service product for all customers
is based on spot market prices, which is consistent with our overall objectives. However,
the Commission does not presently know what product will be proposed and approved in
Pike’s next default service plan proceeding. Therefore, it would be premature to exempt
Pike, at this time. As noted previously, a smaller EDC is not precluded from submitting,
for the Commission’s review, a petition which provides evidence as to why it may not be
appropriate, beneficial to customers or feasible to implement this model or certain

specifics of this model in its service territory.

3. Legislativ