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PUBLIC SERVICE COMMISSION OF THE DISTRICT OF COLUMBIA
1333 H STREET N.W., 2ud FLOOR, WEST TOWER
WASHINGTON, D.C. 20005

ORDER ADOPTING
WHOLESALE STANDARD OFFER SERVICE PROCESS

March 1, 2004

FORMAL CASE NO. 1017, IN THE MATTER OF THE DEVELOPMENT AND

DESIGNATION OF STANDARD OFFER SERVICE IN THE DISTRICT OF
COLUMBIA, ORDER NO. 13118

L INTRODUCTION

1. By this Order, the Public Service Commission of the District of Columbia
(“Comumnission”) hereby adopts the wholesale Standard Offer Service (“SOS™) model to
govern the provision of SOS in the District of Columbia (*District”™) in conformance with

the Retail Electric Competition and Consumer Protection Act of 1999 (“Act™), as
amended.’ :

IL. BACKGROUND

2. Pursuant to Section 34-1509(c) of the Act, the Commission was required to
adopt regulations or issue orders establishing the terms and conditions for standard offer

servic;: and for the selection of an electricity supplier to provide SOS before January 2,
2004,

3. On December 4, 2003, through Order No. 13005, the Commission released
for comment, draft wholesale SOS rules and regulations. In a companion Order issued on
the same day, the Commission established a SOS Working Group and advised parties that
they should consider the issues set forth in the December 4 Wholesale Order and the
September 30, 2003 Order proposing retail rules.” It was the collective opinion of the

! See the Retail Electric Compeution and Consumer Protection Act of 1999 (“Act™, D.C. Code,

2001 Ed. §§ 34-1501-1520. On January 6, 2004, the Council of the District of Columbia approved Bill 15-
0439, “Elecmnc Standard Offer Service Amendment Act of 2003,” which gives the Comission the
diseretion to choose cither wholesale or retail as the bidding mode] for the implementation of SOS.

2

See Act at Section 109(c), D.C. Code, § 34-1509(c), as amended.
1

Formal Case No. 1017, Order No. 13005, rel. December 4, 2003, (“December 4 Whelesale
Order™).

# See Formal Case No. 1077, Order No. 12932, rel. September 30, 2003. On December 18, 2003,

PEPCO, as admnistrator of the SOS Working Group process, filed the Report of the Working Group.
PEPCO maintains Lhat the Working Group, which met on December 10, 2003, was comprised of all parties
in this case. Formal Case No. 1017, Report of the Working Group at 1, filed December 18, 2003,
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Comrmission that the formulation and establishment of a S80S Working Group would
streamline and expedite the SOS process. The Commission further determined that a
collaborative approach among parties on (he various issues and comments would lead to
a more comprehensive and reasoned set of SOS regulations in the District of Columbia.

4. Omn December 31, 2003, the Commission issued Order No. 13028 which
adopted wholesale SOS rules and regulations.” On the same day, the Commission issued
Order No. 13027, a companion order which adopted retail SOS rules and regulations.®
On January 9, 2004, the Commission 1ssued Order No. 13035 which sought comment on
the preferred model for the implementation of SOS in the District.” On January 29, 2004,
timely cornments were filed by the parties.* PSEG Energy Resources & Trade LLC
("PSEG”) filed late comments on January 30, 2004. In order to have a complete record
upon which we will consider the preferred process for the implementation of SOS, we
find good cause (o grant the filing of these comments out of time. Parties are reminded,
however, that filings made out of time must either be preceded by a request for extension

or accompanied by a request for leave to file. On February 9, 2004, parties filed reply
comments.

5. Also, on January 29, 2004, parties filed Motions for Reconsideration of
Order No. 13028.!° On February 9, 2004, parties filed Responses io the Motions for
Reconsideration.'!  The focus of this order is on the selection of a model for the
implementation of SOS in the District. Therefore, to the extent parties raised particular
issues about the implementation of SOS or about SOS Rules and Regulations adopted in

Order No. 13028, those arguments will be addressed in future Commission Orders on
Reconsideration.

See Formal Case No. 1017, Order No. 13028, tel. December 31, 2003.
See Formal Case No. 1017, Order No 13027, rel. December 31, 2003,

See Formal Case No. 1017, Order No. 13035, rel. January 9, 2004.
; The following parties filed tmely comments: Constellation Power Source, Inc. and Constellation
New Energy, Inc. {collectively “Constellahon™), the Office of the People’s Counsel (‘OPC™), J. Aron &
Company (“]. Aron™), Potomac Electric Power Company (“PEPCO™), PEPCO Energy Services, Inc.
(“PES”). Washington Gas Energy Services, Inc. (“WGES™), General Services Administration (“GSA™,

Morgan Stanley Capital Group (“Morgan Stanley™ and Mid-Atlantic Power Supply Association
(“MAPSA™,

?

The following parties filed Reply comments: Constellation, PEPCO, PES, WGES, and Morgan
Stanley.

n

Motions for Reconsideration of Order No. 13028 were filed by MAPSA, PES, Morgan S$tanley,
Stratcgic Energy, LLC, PEPCO, OPC, and Constellation.

i Responses to the Motions for Reconsideration of Order No. 13028 were filed by PES,

Constellation, FEPCO, and OPC.
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Il CHOICE OF MODEL

6. Pursuant to the Act and Order Nos. 115762 and 117‘5)6,l3 retail choice
began in the District on January 1, 2001, Under the retail choice program, retail electric
custommers can select their provider of electric power from several retall power suppliers.
Currently 11.53% of residential customers, 14.95% of small commercial customers and
25.12% of large commercial customers have availed themselves of the retail choice
program.’®  The Act provides SOS for those customers: (1) who contract for electricity
with an electricity supplier, but who fail to receive delivery of electricity under such
contracts; (2) who cannot arrange to purchase electricity from an altemative electricity
supplier; or (3) who do not choose an alternative electricity supplier.’”” Currently,
PEPCO serves as the SOS provider. As discussed above, the Act requires that the SOS8
program begin on February §, 2005.

7. The Commission is considering two approaches -- the retail model and the
wholesale model -- to fulfill our statutory obligation to establish the terms and conditions
for 805 and to select an electnicity supplier to provide SOS. Under the wholesale
approach, the incumbent utility, PEPCO, will provide generation in its role as the
Provider of Last Resort. The Commission has adopted rules govemning both the retail and
wholesale SOS process and has solicited comments regarding the preferred model for the
implementation of SOS in the District. The Commission has evaluated those comments

and, for the reasons discussed below, has determined that the whelesale model will best
mect the needs of the District.

8. A timeline implementing the designated Wholesale SO5 process is
attached to this order. The evolution of this timeline began with the fimeline attached to
Order No. 13005."° On December 18, 2003, both PEPCO and Morgan Stanley
commented on the timeline issued December 4, 2003.!7 and thereafter, the Commission
incorporated Morgan Stanley’s comments into the attached timeline.

12

Sez Formal Case 943, In the Matier of the investigation into Electric Service Market Competition
end Regulatory Practices, (“Formal Case 945') Order No. 11576, rel. December 30, 1999,
13

See Formal Case 943, Order No. 11796, tel. September 18, 2000.

4 See Formal Case No. 1017, Cormments of Potomac Electric Power Company at 2, filed January
29,2004, (“PEPCO Comments").

15

See Formal Case No. 1017, Order Initiating Procceding, Order No. 126535, rel. February 21, 2003.
i€ See Formal Case No. 1017, Order Releasing Proposed Wholesale Standard Offer Service in the
District of Columbia, Order No. 13035, at Attachment B, rel. Deecmber 4, 2003,

7 See Formal Case No. J017, Comments of the Potomae Electrc Power Company on Proposed

Wholesale Standard Offer Service Rules and Repulations, at 1-3, filed December 18, 2003; Formal Case
No. 1017, Comments of Morgan Stanley Capital Group, Inc. Regarding Standard Offer Service Issues and
Proposed Draft Wholesale Rulss and Regulations, at 3-5, Attachment 1, filed December 18, 2003.
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A, Initial Comments In Support of the Wholcsale Model

9. Morgan Stanley criticizes the retail SOS procurement process and asks
the Commission to take into account the past failures of retail marketers in many states
and the District.”® Morgan Staniey comments that unlike the retail procurement process,
the wholesale procurement process is both low risk and widely accepted.’ Morgan
Stanley further comments that the NERA/PSE&G Paper characterized the wholesale

process as a straightforward bidding approach to acquiring some or all of the aggregate
power supply.zc|

10. Morgan Stanley further asserts that the State of New Jersey met the local
utilities’ service obligation to retail consumers with sixteen (16) winning wholesale
bidders selected lo provide 18,000 MW of wholesale supply under 10- and 34-month
contracts.?’ Morgan Stanley argues that the New Jersey procurement process has been
heralded as one of the great successes of deregulation.” Morgan Stanley notes that the
President of the New Jersey Board of Public Utilities stated that, among other things,
wholesale bidding provides an elfective mechanismn for securing the best price possible
for ratepayers.” Finally, Morgan Stanley ciles the recent decision of the Maryland
Pubhic Service Commission to employ a wholesale procurement process for the provision
of the electric generation supply for SO8.%

11.  Constellation favors the wholesale model and comments that the
wholesale rules proposed by the Commission have many similarities to the wholesale
process adopted in the State of Maryland”® Constellation cites the success of the
implementation of a wholesale procurement process in states such as New Jersey and

18 See Formal Case No. 1017, Commems of Morgan Stanley Capital Group, Inc. Supporting the

Wholesale Standard Offer Service Model at 3, filed January 29, 2004. (“Morgan Stanley Comments™).

s See Morgan Stanley Comments at 4.

2 See Morgan Stanley Comments at 6.

hj|

See Morgan Stanley Comments at 7.

22

Sz Morgan Stanley Comments at 7.

= See Morgan Stanley Comments at 7.

See Morgan Stanley Comments at 3.
s See Formul Case Np. 1017, Comments From Constellation Power Source, Inc. and Constellation
MewLnergy, Inc. On the Preferred Standard Offer Service Model at 4, filed January 29, 2004,
(“Constellation Comunents™ (citing the following provisions adopted by the Commission that mirror
Maryland’s regulations: shorter term pricing for larpe customers, ssagonal rates, the use of a congultant to
ensure the faimess of the bidding process, the use of 50 MW bidding biocks, the use of multiple tranches, a
short d acceptance and approval period and the flexibility to Ble rate adjustments with the Commission as
a result of the regulations of PIM or the statc).



ORDER NO. 13118 Page 5

Massachusetts.™  Constellation further asserts that, nationwide there is a lack of
experience with the retail model, citing Texas as the lone state in which a true retail
bidding process has been implemented.”” In Constellation’s view, the Maine model
functions more like 2 wholesale model, in that, the utility remains the entity in contractual
privity with the retail consumers and the suppliers bid 1o serve percentages of the load.
WGES and OPC, however, assert that Mainc has adopted a true retail model.
Constellation further ciles the recent cancellation of the Rochester Gas & Electric
(“RG&E”) Single Retailer Model which, according to Constellation, put retail suppliers

into the utility’s role of billing and payment processing while maintaining RG&E’s role
as the Provider of Last Resort.”

12, PES comments that most jurisdictions have adopted a wholesale 508
model and due to the familiarity bidders have with the wholesale process, there will
likely be greater participation in the SOS process in the District if a wholesale model is
adopted.” PES also comments that at the time of the District’s solicitation, bidders will
have gained additional familiarity with the wholesale model as a resuit of Maryland’s
decision to adopt the wholesale process.”® J. Aron also favors the wholesale model and
cites the success of the wholesale model employed in New Jersey as a contributing factor
in J. Aron’s decision to support the wholesale approach.’!

13.  PEPCO favors the wholesale SOS model and comments that for the past
four years PEPCO has been providing SOS in the Distdct.”> PEPCO further comments
that its provision of $0S has worked well in conjunction with the development of the
competitive electricity supply market. PEPCO contends that consumers have become
comfortable with PEPCO as the sole provider of SOS, and that retaining PEPCO as the
sole SOS provider after February 7, 2005 will avoid the perception by some consumers
that they have been switched to a different SOS provider withoul their consent.”*

% See Constellation Comments at 5.

o See Constellation Comments at 8.

® See Constellation Comments at $-9.

29 See Formal Case No. 1017, Initial Comments of PEPCO Energy Services, Inc., at 2, filed January
29,2004, (“PES Comments'™).

30 See PES Comuments at 2.

i See ). Aron Comments at 4

1 See PEPCO Comments at }-2.

3 see PEPCO Cormumnents at 2

3‘1 See PEPCO Comments at 3,
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14. PSEG favors the wholesale model and comments that the wholesale
model has a proven track record in the PJM market™ PSEG further comments that the
wholesale process adopted by the State of New Jersey demonsirates-that a properly

designed wholesale blddmg process will enhance wholesale competition while allowing
for an active retail market.™

15, MAPSA supports the wholesale model and argues that the wholesale
model recog,mzes the importance of achieving price parity between SOS and competitive
retail supply.”’ MAPSA contends that the wholesale model proposed by the Commission
more accurately reflects the costs of acquiring and serving retail customers in the prices
paid for the service.™ MAPSA further comments that the wholesale Tules proposed by
the Commission for the solicitation of SOS insure that the SOS price will reflect, as
closely as possible, the costs associated with the provision of a retail electricity service.”

Comments Opposing the Wholesale Model

16.  In contrast, WGES and OPC point to the experience in Maine as a basis
for adopting a retatl SOS model in the District. According to WGES, the Maine program
has been successful, simce its 2002 beginning, for multiple utilities and a population
higher than that in the District.*® OPC states that the retail SOS model adopted by the
Commission has several common factors with the successful Maine program, including:
(1) Commission-controlled bidding; (2) a two-phase bidding process; (3) bids for a fixed
amount are set out in the RFP; (4) Commission-selected providers and terms; (5) services
such as metering and billing would be provided by the transmission and distribution
(“T&D™) utility:*! and (6) the T&D utility provides service in case of default.”

17. WGES states in its reply comments that it is significant that the Maine
Public Ulility Commission (“Maine PUC™)} has secured retail SOS providers to begin
$OS service beginning March 1, 2004, and that the program has been successful.*?

35

See Formal Case Ne. 1017, Late-Filed Initial Comments of PSEG Energy Resources & Trade,
LLC, at 3, filed January 30, 2004, (“PSEG Comments™).

36

See PSEG Comments at 5.
3 See Formal Case No. 1017, Mid-Atlantic Power Supply Association’s Initial Comments
Regarding the Appropriate Mode! for the Implementation of Standard Offer $erviee in the District of
Columbiz, at 2, filed January 29, 2004, ("MAPSA Comments™)

3 See MAPSA Comuments at 2-3.

» See MAPSA Comments at 2

40 Ser WGES Comments at 5.

a In both the wholesale and retail model, PEPCO will serve as the T&ID urility,

# See OPC Comments at 6.

43

See Formal Case 1017, Reply Comuments of WGES, at 2, 3, filed February 9, 2004. (“WGES
Reply Comments™)
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WGES also notes that PEPCO has downplayed the success in the Maine and Texas retail

SOS programs, and mistakenly referred to the Maryland SOS model that has, according
to WGES, slowed down competition by keeping the utility S08.*

13.  In its Reply Comments, WGES rebuts PEPCO’s argument that utjlity
SOS should be continued because customers are more cornfortable with PEPCO. WGES
argues that there is no evidence to prove that this is the case, and proffers that custamers
are in search of savings and are aware of their competitive supplier options.” WGES
further states that PEPCO’s argument that the retail SO$ model is comparable to
government “slamming,” is false, because customers are more sophisticated and
understand the workings of the competitive supplier process.”® WGES also poinis out
that PEPCO’s alleged solution to this slamming is to leave PEPCO in control of the lion’s
share of the market as a phantom competitor.”’ WGES notes that PEPCO is concerned
that by adopting the retail SOS process the Commission will allow unregulated entities
become SOS monopolies, but WGES also points out that by adopling the wholesale SOS
model, PEPCO would effectively remain the SOS monopoly, thus going against the
purpose of the Act - io break up monopoly power.*

19.  PEPCO rephes to WGES's assertions by stating that it is not the
monopoly provider of electricity supply service in the Distriet and that PEPCO has not
been the monopoly provider since 2001.* PEPCO arpues that it has fully supported
deregulation 1 the District and Maryland and that it has been on the record in favor of
competition since 1995.°° PEPCO further observes that it is not aware of any atternpts
made by WGES or its affiliate, Washington Gas Light Company (“WGL™), to propose or
amend laws to end the de fucro role of WGL as the SOS provider of natural gas supply.”

Discussion

20.  The Commission finds the arguments made by Morgan Stanley,
Constellation, PSEG, PES, J. Aron, MAPSA and PEPCO persuasive and will adopt the
wholesale model] to implement SOS in the District.

a4

See WGES Reply Comments at 5.

45

See WGES Reply Comments at 4-5,

# See WGES Reply Comments at 5.

47

See WGES Reply Comments at 8.

48 See WGES Reply Comments at 7-8,

46

See PEPCO Reply Comunents at 6.

0 See PEPCO Reply Comments at 7.

54

See PEPCO Reply Comments at 7,
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21.  The Commission’s obligation is to implement the SOS mode! that is in the
best interest of the Distmet and its ratepayers. The Commission’s focus is on
implementing a process that is efficient, will result in the lowest priced, reliable
electricity supply for the District, and that will not tax Commission resources
urjustifiably. With these objectives in mind, the Commission finds that the wholesale
SOS model meets the Commission’s goals for several teasons. Namely, under the
wholesale model, SOS supply will be procured through a solicitation process that is likely
to produce more than sufficient bids and competitive wholesale pricing. *

22, Also, the majority of jurisdictions that have enacted retail choice generally
have adopted a wholesale SOS model.”’ Most notably, the Commission recognizes the
favorable results that New Jersey has had with the wholesale model. Thus, the wholesale
model provides a broader base of experience in other jurisdictions from which the
Commission can draw.”* We also agree with PES that since potential bidders are famniliar
with the wholesale model, the adoption of this model should lead to greater participation

in the competitive procurement Jrocess and the submission of bids that are more
reflective of the wholesale market.”

23, Moreover, the existing SOS model is akin to wholesale model, where
PEPCO serves as the SOS provider and procures generation from a wholesale generation
provider. Using this wholesale model, our retail market has progressed toward
competition. Based on PEPCO’s recent market monitoring report, 12.5% of residential
load and 51.2% of non-residential load have switched to competitive suppliers.

24, The Commission finds persuasive PEPCO’s argument that the model
adopted in the State of Maine is not applicable to the District because more residential
customers have switched to competitive supplicrs in the District than in Maine.”® The
Commission has considered the arguments raiscd by OPC regarding the similarities of the
Maine model and the retail model] proposed by the Commission; however, we do not find
those arguments to be compelling. It should be noted that the State of Mainc and the
District of Columbia are different in that: (1) Maine’s retail prices are much higher than
the District’s; (2) Maine is involved with the New England Independent System Operator
(*New Eopgland IS0™), whereas the District is involved with PIM — a smoothly
functioning Reglonal Transmission Organization (“RTO™) -- which is in a diffcrent phase
5 See MAPBA Comments at 4.

= Seg PES Commemts at 2, Only Maine and Texas have had experience with the retail model.

Furthermore, as Constellation points out, the New York Public Service Commission recently ordered
RG&E to cease its Single Retailer Model. Thus, even a program that seemed to be ¢xperimenting with
certain aspects of a full retail SOS program has been recently cancelled. See Constellation Comments at 9.

5 See 1, Aron Comments at 9.

4 See PES Comments at 2.

3 See PEPCQ Comments at 4. See alse Standard Offer Study and Recommendations Regarding

Service after March 1, 2005, (a study conducted by the Maine Public Utilities Commission which

documents that more customer switching took place in the District than in Maine as of July, 2002)
available at http//www state.me.us/mpuc/.
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of developrment than the New England ISO;* and (3) Maine’s initial experiences with the
reta1] SOS model were not very successful. In fact, Maine has used the wholesale model
as a fall back when it has received insufficient or inadequate bids. Thus, the retail model

has not been overly successful while the wholesale model has proven to be compatible
with retail access.

25.  Moreover, many of the common factors noted by OPC are also reflected
under the proposed wholesale model. For example, (1) the Commission will approve the
bidding process io be used and the results of that process; (2) services such as metering
and billing will continue to be provided by PEPCO; and (3) PEPCO as the SOS provider
will by definition be the default provider. Thus, for the reasons discussed above, we find

that the wholesale 8OS model is more likely 1o benefit District ratepayers than our
proposed retail model.

26.  The Commission is persuaded that it may not be the optimal entity to
manage an 308 solicitation, as would be required under the retail model. As MAPSA
ponis out, a competitive solicitation for SOS power supply is better suited for the
incumbent utility than for the Commission.”® In addition, we believe the wholesale
model will require substantially fewer Commission resources than the retail model.
Under the retaill model, the Commission anticipates that its workload will increase
substantially as a result of the additional obligations the Commission will be required to
meet. Experience has shown however, that a competitive retail market can develop under
the wholesale SOS construct. Therefore, the expenditure of significant additional
Commission resources required by the implementation of the retail SOS model is not
justified.  Also, under the wholesale model, significant efficiencies can be attained
through the implementation of commercial contracts. >

27.  As discussed in more detail below, we find that the wholesale 508 model
will produce lower consumer rates because it will attract significantly more bidders than
the retail SOS process. ® The wholesale model has a proven track record in the PIM

7 In fact, the New England 150 has imported many Standardized Market Design (“SMD™) features
from PIM in the past few vears.

3 See MAPSA Cormments at 4,

» We agrec with PEPCO that the Commission would be responsible for the selection and

management of the retail 805 providers’ contracts, which would creaie an administrative workload for the
Commission Lhat would not be present under the wholesale model. The Commission would be forced to

oversee the retail SO5 provider through the limited rights granted by a commercial contract. See PEPCO
Commenits at 11.

a0 We agree with PSEG that the proposed retail bidding process incorporates substantial risk and

uncertamty for bidders. For example, potential retail bidders would need to forocast administrative costs,
such as hilling, collection and uncollectible accounts, The higher level of risk and uncertainty associated
with the retail SO8 process would discourage participation by potential SOS providers and make the
bidding process for SOS service Jass competitive. On the other hand, the proposed wholesale 303 process
would allow bidders to compete primarily on the pnec of electric supply and thus would promote greater
participation and enhance competition. See PSEG Comments at 3.
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market ! Specifically, New Jersey has conducted its third auction and PIM is familiar
with all the requirements and coordinations associated with wholesale model. These
synergies are likely to produce a more robust competitive market for District consumers.

28.  Similarly, because the wholesale SOS model is compatible with the
current rate design, ratepayers will receive the benefits that come fom preserving the
existing rate structures. Likewise, the RFP process under the wholesale model has been
fully vetted among many of the stakeholders active in the District of Columbia energy
market.”* The Commission zlso recognizes the close proximity the District has with the
State of Maryland and, as such, expects bidders to have gained additional experience as a
result of that State’s recent decision to implement the wholesale 308 model. Thus, to the
extent entities become familiar with the process in Maryland, we believe that District
ratepayers will benefit by the increased participation in the District’s process that is likely
to come. For these reasons, we believe that the wholesale SOS model will achieve the
same, and possibly a greater, level.of economic efficiency as the retail SOS model.® In
other words, the wholesale procurement process is both low risk and widely accepted.®

29. The Commission is further persuaded by the fact that under the wholesale
approach, where PEPCO would retain the traditional customer care functions and risks
(e.g., retail metering, billing and collections), wholesale SOS bidders will be fiee to
compete directly on wholesale price. This should ultimately increase the number of
qualified wholesale bidders and eliminate the wholesale bidders’ potential exposure to
retail costs and risks, thereby reducing their bid prices.® For this reason, we are also

persuaded that the wholesale model will facilitate the establishment of transparent pricing
for retail customers.®

8l Sec PSEG Comments at 5.

o See Formal Case No. 1017, Comprehensive Framework for the Provision of SOS Submitted on

Behall of Constellation, filed August 29, 2003. (“Constellation SOS Framework’™).

& See Formal Case No. 1017, S05 Regulations and Responses to the Commission’s Atreas of

Concem Submutted on Behalf of PEPCO, filed August 29, 2003.

& Margan Stanley eites a paper authored by the Natjonal Economic Research Associates ("NERA™)

and Pubhic Service Electric & Gas (“PSE&G") which outlines the cormpetitive bidding process used by the
State of New Jerscy to meet defaylt service obligations. The NERA/PSE&G Paper concluded that the past
failure of the retarl approach, combined with the relatively limited number of parties either interested in, or
capable of, providing S80S service, meant that the Board of Public Utility was inclined towards the lower-
nisk wholesale approach, especially for this first auction. In fact, because the electric distribution
companics retained all of the retail metering, billing, and non-payment rsks, this approach eliminated the
bidders’ potential exposure, thereby reducing their bids. Morgan Stanley further cited the decisions of the
Maryland and Connccticut regulatory commissions in selecting the whelesale model for delermining their
S05 providers. See Morgan Stanley Comments at 6.

& See Morgan Stanley Comments at 4.

8 We agree with PES that the proposed wholesale model will clearly establish each component of

the final retail rate paid by the SOS customers. That is, the competitive procurement process will solicit the
wholesale rate for the generation component. The Administrative Charge and margin to provide SOS by
the Electric Company will be established by a repulatory proceeding, thus intercsted parties will know
exactly how the retail rate was cstablished. See PES Cotmuments at 3.
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30. We also find that the wholesale SOS mmodel is consistent with ceriain
existing regulatory provisions. Specifically, the proposed wholesale model preserves the
iransmission “deadband” benefits provided for in the PEPCQ/Conectiv merger
Settlement Agreement. Order No. 12395 approving the Settlement indicates as part of
the Settlernent Agreement that PEPCO has agreed to accept a “transmission deadband”
which would adjust transmission and distribution rates so that the overall raies remain
constant, unless transmission rates increase or decreage mote than 10 percent. In the
event that (ransmission rates established by the Federal Energy Regulatory Commission
(“FERC™) nise the full 10 percent conternplated in the Seftlement Agreement, this feature
alone would provide a benefit to District ratepayers of “up to $9.5 million.” Under the
wholesale SOS model, PEPCO will be required to follow the “deadband” provisions the
Commission specified in the PEPCO/Conectiv merger order. Whereas, under the retail
model, the S05 provider would not be required to maintain the “deadband” provisions,
possibly depriving ratepayers of such benefits.

3l. For these reasons, and those claborated upon below, the Commission finds
that the wholesale S08 model is best suited for the District of Columbia and will
inplement this mode] pursuant to the directives of the Act.

B. The Competitive Advantage of Each Model

32. Commenters in favor of the wholesale model arpue that there are several
nisks associated with the retail SOS mode] that will drive up bid prices or discourage
suppliers from participating in the process which will effectively dampen competition.
Morgan Stanley comments that a wholesale mode} will encourage a competitive
marketplace and ensure that SOS customers will pay the lowest prices for reliable service
by creating a vibrant marketplace with numerous competitors.®’ Morgan Stanley also
comments that the wholesale model will attract hugh credit-quality wholesale suppliers to
compete for the SOS retail load.®® Morgan Stanley argues that the wholesale approach
allows wholesale bidders to compete directly based on wholesale price while the electric
company rectains the responsibility of traditional utility functions such as billing and
collections. Morgan Stanley comments that wholesale bidders operate under PIM-based
wholesale metering, accounting and scheduling, rather than the metering and accounting
of the utility and retail customers.”” Morgan Stanley finther argnes that wholesale
supplicrs do not rely on the volatile spot market but instead bid to win the auction with

&7 Se¢ Morgan Stanley Comments at 2; see also Comments of Morgan Stanley Capital Group Inc.
Regarding Standard Offer Service Issues and Proposed Draft Wholesale Rules and Regulations, at 3, filed
December 18, 2003,

t See Morgan Stanley Comments al 3.

ks See Morgan Stanley Comments at 4.
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the lowest price which will achieve price stability.”® Morgan Stanley comments that
competition lowers prices and ensures greater product djversity.ﬂ

33. Morgan Stanley also contends that the adoption of the wholesale model
in the District would be consistent with the regulatory approach of the FERC which is
committed to encouraging competitive wholesale power markets.’”> Morgan Stanley
comments that a wholesale SOS procurement process telies on the benefits of a well-
established wholesale marketplace.” Morgan Stanley further argues that the wholesale
process avoids the uncertainties and risks of the retail process which are created by the
relatively limited number of retail marketers either interested in or capable of procuring
wholesale power and then providing retail service.” Morgan Stanley further comments
that the small number of potential retail providers is likely a resull of the increased risks
associated with competitive retail service.”

34, Constellation favors a wholesale SOS procurement process as a reasoned
and proven means of providing reasonably priced SOS$ to retail customers afier the
expiration of the rate cap.”® Constellation further comments that the wholesale model
promotes the continued development of competitive markets.”’

35, Constellation comments that it is prudent in the transition to a
competitive market o have PEPCO remain the SOS provider and secure the wholesale
supply to meet its obligation pursuant 1o a competitive bid process.”

36.  PES states that the bidders under the wholesale model will produce prices
that are more reflcetive of market conditions which, in tumm, will aid the development of a
competitive retail electricity supply market.”

° See Morgan Stanley Comments at 4.

n See Morgan Stanley Commens at 3.

n See Morgan Stanlcy Comments at 5.

” See Morpan Stanley Comments at 3,

a See Morpan Stanley Comments at 3,

” See Morgan Stanley Conunents at 4.

i Pursuant to the Act, 503 must be provided by PEPCO at capped rates until January 1, 2005. The

poce cap tncludes generation, transmission, and distribution rates. See Formal Case No. 1017, Order No.
12633, at 2, rel. February 21, 2003,

” See Constellation Commcents at 2.

K See Constcliation Comments at 3.

” See PES Comments at 2.
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37. MAPSA argues that the wholesale mode] recogmzes the importance of
achieving price parity between SOS and competitive retail supply.® MAPSA argues that
a true retail model reflects the costs of acquiring and serving retail customers in the prices
paid for the service. MAPSA contends that the wholesale model proposed by the
Commission achieves this end.*' MAPSA further comments that the wholesale rules
proposed by the Commission for the solicitation of SOS insures that the SOS price will

reflect, as closely as possible, the costs associated with the provision of a retail electricity
service.

38. PSEG supports the wholesale model for implementing SOS in the District
because a wholcsale bidding process would stimulate supply competition from wholesale
supplicrs and, as a result, producc aggressive pricing for consumers.® PSEG arpues that
the retail model has a higher level of risk and uncertainty than the wholesale model
because the retail model will require bidders to forecast their administrative costs. PSEG
further comments that the increased certainty associated with the wholesale model wil]
attract more bidders and therzfore produce lower consumer rates. 3

39. J. Aron favors the wholesale model and argues that the retail model will
inject uncertainty, risk and cost for suppliers and, in turn, for consumers.*

40. Finally, PSEG commecnts that a wholesale model also would produce
lower consumer rates because the administrative charge component of the rate would be
based on actual costs instead of the projecied costs associated with the retail mode] %

4l.  In contrast, WGES highlights that retail competition in the District has
proven that it benefits consumers; 13 percent of the District’s residential load is served by
competitive suppliers; and “ninc to one” iz the number of competitive suppliers that

would be eligible to compete for retail SOS in the District (as compared to one wholesale
.y BT
supplier).

KD

See MAPSA Comments ar 2.

&l See MAPSA Comments at 2-3.

5 See MAPSA Comments art 2.

8 See PSEG Comments at 2.

B4

See PREG Comments at 3,

B See Formel Case No. 1017, Comments of I, Aron & Company on Adoption of Wholesale Rules

and Regulations in Response 1o Questions Pesed in Order No. 13035, at 3, filed January 29, 2004, (~J.
Aron Comments™).

% See PSEG Comments at 4.

i See WGES Comments at 5 (listing PES, WGES, Constellation NewEnergy, BGE Home Products

and Services, Allegheny Energy Supply, Dominion Retail, FirstEnergy, Smart Energy.com, and Cook Inlet
as chigible retail SOS providers).
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42, GSA, WGES, and OPC argue that the Commission should not adopt the
wholesale 305 model becanse doing so will make it increasingly diffienlt for effective
competition to develop in the District.” These parties contend that competition will be
stifled because the customers will not notice any difference in their service,® only one
part of their service will be exposed to competitive forces,”® and possible market entrants
will be discouraged.”! WGES comments that it does not support the wholesale SOS
mode] as the primary 3OS model, but welcomes it as a contingency plr;m.92

43.  GBSA states that the retail SOS model should be adopted because it would
provide the only flexibility in the selection of SOS providers and it would best facilitate
the development of competition in the District of Columbia.”® The GSA notes that the
retail model will best serve competition in the District, because it will allow customers to
become accustomed to being served by an entity other than PEPCO, without detriment to
reliable service. GSA also eoniends that cusiomers will be more likely to seek out other
third party suppliers, thus creating a more active competitive market.”*

44.  WGES states that the retail SOS model will be a better vehicle for
promoting electric market compctition in the District because it will encourage market
entry of new retail suppliers and will assist in the evolution of competitive retail
markets.”” WGES further states that by choosing the retail SOS model, the Commission
will be sending a miessage to potential markel entrants that the Commission is “serious”
about competition and providing benefits to the District’s consumers.

45. In its Reply Comments, Morgan Stanley argues that the Commission
should reject arguments made by the GSA, WGES and OPC that the wholesale model
does not promote a competitive market.”’ Morgan Stanley argues that competition under
the wholesale model will likely be vigorous because of the size and diversity of the load
and the backing from the Commission that the wholesale supplier will be paid thereby

B See GSA Comuments at 2; WGES Comments at 2; OPC Comments at 2.

& See GEA Comments at 2,

% See OPC Coruments at 2,

o See WGES Comments at 2.

o See WGES Comments at 3.

s See GSA Comuments at 1,

54 See GSA Comments at 2.

% See WGES Comments at 2.

9 See WGES Cormmenls at 2

¥ See Morgan Stanley Reply Comments at 13
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greatly reducing the risk of nop-payment.®® Morgan Stanley comments that the
wholesalc rules allow residential and small commercial customers to switch among SOS
and competitive retail suppliers.”> Morgan Stanley further contends compétition is more
likely under the wholesale model because retail consumers are more likely to switch

when there 15 a secure, reliable reasonably priced back-stop supply that rematns
available %

46.  Inits Reply Comments, PEPCO urges the Commission to reject WGES’s
claims that the only way to signify the Commission’s commitment to competition is to
select the retail model.'™ In response to WGES’s assertion, PEPCO comments that many
other junsdictions have also adopted a wholesale model, so WGES is incorrect in stating
that only a retail model will demonstrate a commitment to competition.'” PEPCO also
reiterales that the State of Maine and the District and are pot similar because the

percentage of customers and loads that have switched were much higher in the Distriet
than in Maine.'®

47.  WGES argues that the regulatory “bargain” underlying the Act calls for
the SOS load to be fully exposed to the effects of retail competition, and that the
Commission should first solicit retail SOS bids, and only in case of insufficient or
inadequate bids should a wholesale SOS model be pursued.'® WGES also rebuis
PEPCO’s argument that the Act’s deadlines support 2 wholesale 08 model, by pointing
out that a wholesale SOS model was contemplated only as a contingency plan in the Act,
before amendment.'” WGES also rebuts PEPCO’s argument that the wholesale model
provides “less market nsk premium,” and netes that nothing in the Act prevents the

Commission from “refreshing” retail SOS bids to reflect current market conditions, as the
start of service date approaches.’®

48. I its Reply Commenis, WGES states that the arpuments raised by
opponents of the retail 508 model are not compelling and are simply observations of
facts. WGES contends that the following are obvious arguments in favor of the retail

* See Morgan Stanley Reply Comments ar 13.

» Sex Morgan Stanley Reply Comments at 13.

100 See Morgan Stanley Reply Comments at 13.

1o See Formal Case No. 1017, Reply Comments of PEPCO, at 4, filed February 9, 2004. (“PEPCO

Reply Comments™).

o See PEPCO Reply Comuments at 4-3.

03

See PEPCO Reply Commertts at 5-6,

104 See WGES Reply Comments at 3.

103

ee WGES Reply Comments at 6.

106 See WGES Reply Comments at 6.
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model: (1) the fact that the purpose of deregulation is to enhance competition in
wholesale and retail markets; (2) FERC is advancing wholesale markets; (3) local public
Service commissions are regulating the developmerit of retail markets; (4) the District’s
wholesale market is currently much more competitive than its retail market, although
more than half the District’s load is being supplied by competitive suppliers.'”’ WGES
also objecls to arguments made by PEPCO, PES, J. Aron, Constellation and PSEG that
PEPCO should continue its “sirangle hold” on SOS supply, and argues that competition
should be invigorated by creating a neutral retail 3OS environment.'®

45.  WGES rebuts PEPCO’s argnment that utility SOS has stimulated the
development of the competitive electric supply market in the District since January 2001,
based on the statistics that PEPCO cites — that 54.51% of load in the District has switched
to competitive supplhers. WGES argues that by examining the identical statistics, one

could argue that utility SOS has prevented the competitive retail market from developing
more aggressively.'”

Discussion

50. The Commijssion finds the wholcsale model to be more likely to increase
competilion and encourage bidder participation in the SOS$ process. In making this
determination, the Commission finds persuasive the argument that under the retail model,
bidders will likely include risk premniums in their bids to cover the unknown costs of
billing, collections and customer care, effectively increasing costs to consumers, The
Commission finds persuasive Morgan Stanley’s argument that the traditional utility
functions required of competitive suppliers under the retail model such as billing,
collections, and customer care functions tend to increase retail prices and may decrease
the number of bidders, in effect hampering competition. The Commission also finds
compelling arguments made by PES that the limited experience competitive suppliers
have with the retail model will cause those suppliers lo submit bids that do not refiecl the
market, to msure that all of their costs, risks and margins are covered.

51, The Commission is persuaded by PES’s argument that significant sums of
money have already becn spent on educating consumess aboul the implementation of
retail choiee and that the consumer education programs thal have been implemented thus
far including information about the wholesale model while the adoption of the retail
model would require the undertaking of a new consumer outreach program.''® The
Commission also recogmizes PEPCO’s current success as the provider of S80S, where
12.5% of residential load and 51.2% of non-residential load has swiiched to competitive

o See WGES Reply Comments at 2.

108 See WGES Reply Comments at 3.

109

See WGES Reply Comments at 4.

Lo See PES Comments at 6,
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supplicrs, and expects that consumers will be more comfortable during the
implementation of 808 with PEPCO as the default provider.!!

52.  In response to WGES’s argument that there are nine (9) suppliers eligible
to provide S80S, the Commission notes that currently only three (3) providers are
providing service. The Commission also notes that due to changes in the electric industry
following the collapse of Enron, the number of potential providers has diminished. The
Comrmnission also finds speculative arguments made by WGES, GSA and OPC that the
wholesale model will stifle competition because customers will not notice any difference
1n their service; in fact, some SOS customers already have received service from third
party suppliers. These parties have provided nothing to substantiate their claims that this
trend will not continue and improve. Finally, under either 808 model in the District,
generation is the only part of service exposed to competitive forces. As such, we find to
be without merit the argument made by GSA, OPC and WGES that competition will be

stifled under the wholesale model because only a single component of SOS service will
be exposed to competitive forces.

C. Costs Associated with the Implementation of Each Model

53, OPC contends that implementing the wholesale SO8 model would cost
District ratepayers $130 million per year in higher rates without any specified benefits. !
According to OPC, ihe $130 million costs to the ratepayers should be attribuied to:
admimstrative costs, which are not subject to competitive bidding; forward price
contracts with above-market prices at time of delivery; and permitting PEPCO to add a
margin to the administrative charge because there is no basis for allowing PEPCO a
margin as it sifnply takes additional funds from customers.!'® OPC also argues that a
retail SOS mode] is the best approach because competitive suppliers would minimize
costs, including administrative costs, in the bidding process.!* OPC also notes that the
wholesale 505 model would be much more complex and difficult to regulate, administer
and oversee than a retail SOS model '  According to OPC, the determination of the
administrative charge, the multiple bidding rounds, and the frequent true-ups contribute
to the complexity and difficulty surrounding the wholesale SOS model.!'® OPC also cites

i See Formal Case No. 945, Phase II, Interim Electric Choice Monthly Report Form of Potomac

Electnic Power Company, filed Janvary 16, 2004,
e Jee OPC Comments at 1; see also OPC Comments, Affidavit of Karl Richard Paviovic on Behalf
of the Office of the People’s Counsel, Attachment A, at 8-10,

13 See QOPC Comments at 5-11.

Ha See OPC Comments at 9,

s See OPC Comments at 2.

L See OPC Comments zt 8.
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the multiple cost elements of the administrative charge that would be subject to debate
and disputes and misuse of incremental costs in the wholesale bidding process.'"’

54. Morgan Stanley criticizes assertions made in OPC’s December 18, 2003
Comments opposing a wholesale procurement process and states that OPC’s opposition is
the result of OPC’s misunderstanding of the nature of competition in wholesale
markets.''® Morgan Stanley comments that multiple bidders competing with each other
will drive prices down.'” Morgan Stanley also criticizes OPC’s assertion that the
wholesale supply cost component of retail rates is based on unhedged forward price
contracts.'*” Morgan Stanley cormments that OPC is incorrect and that wholesale bidders
will hedge their Wholesale Full Requirements Supply Agreement (“WFRSA™) in order to
win the bid."*' Finally, Morgan Stanley cnticizes OPC’s assertion that forward contract
prices are often higher than spot prices.'” Morgan Stanley characterizes the relationship
between forward and spot markets as being a function of market fundamentals and also
characterizes forward contracts such as the WFRSA as a hedped and prudent risk.'?

53, PES also criticizes assertions made in OPC’s December 18, 2003
Comments as unfounded.”™* Specifically, PES argues that OPC is incorrect in stating that
retail rates under the wholesale model do not reflect the prudent hedging of forward
coniracts.'””  PES comments that both the utility and the wholesale supplier are
appropriaicly hedged in the market through the use of the WFRSA.'*® PES further
criticizes OPC’s assertion that competitive suppliers will set their rates just under the
S0S price therefore establishing high rates.””’ PES comments that comFetitive suppliers
will compete not only agamst the SOS rate but against each other,’”® PES further

ni See OPC Comments at 8-9.

s See Morgan Stanley Comments at 8-9 (stating that OPC believes that wholesale bid prices will

increase because the Electric Utility will pass through in retail tates wholesale power costs derived from a
wholesale 508 procurement proeess).

e See Morgan Stanley Comments at 9.

120 See Morgan Stanley Comments at 9.

12 See Morgan Stanley Comments at 9.

122

See Morgan Stanley Comments at 9,

Seg Mergan Stanley Comments at 10.

See PES Comments at 4.

123 See PES Comments at 4.

126 See PES Comments at 4.

127 See PES Cormments at 4.

128 See PES Comments at 4.
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comments that a wholesale model will create market-sensitive rates and that there are no
incentives for suppliers to cluster their bid offerings around the SOS rate.'” PES
criticizes OPC’s assertions that there is no justification for providing a margin to the
Electric Company and that an administrative charge will raise the retajl price above the
competitive market."”’ PES argues that the inclusion of a margin and administrative

charge will bring the SOS rate closer to a rate that reflects the cost that a retail supplier
would incur to provide retail electric service. '

56.  PEPCO crlicizes assertions made in OPC’s December 18, 2003
Comments which include the allegation that there are additional costs attributable to the
wholesale bidding model that are a result, in pat, of the failure of PEPCO to hedge. '*
PEPCO argues that under the wholesale model it would buy power in the wholssale
market at fixed prices as a hedge against its commitment to sell power at fixed prices o
SOS customers.'® PEPCO further argues that the forward contract, or WFRSA, is itself
a hedge, so OPC’s assertion that PEPCO would use “unhedged forward price contracts”
displays OPC’s misunderstanding of the WFRSA.'™ PEPCO further argues that while
the forward market prices in PFM are sometimes higher than spot prices, to participate in
the spot market, a power market participant would have to maintain an open position to

consistently obtain daily prices; this is an extremely risky position that is unlikely to be
taken by any participant.'”’

57.  PEPCO further criticizes OPC’s assertion that suppliers will price just
under the SOS rates.'® PEPCO argues that under the wholesale model, suppliers will
subrmt bids based on three pricing components: wholesale costs plus administrative costs
plus a margin."*’ PEPCO further argues that wholesale costs should be comparable for
sunilarly creditworthy buyers and, as such, suppliers will be competing based on their

22 See PES Comments at 4-5.

130 See PES Comments at 4.

13 See PES Comments al 5.

See PEPCO Cormnments at 11,
&eg PEPCO Comments at |2,
See PEPCO Comments at 13.
See PEPCO Comments at 13-14.

136

See PEPCO Comments at 17.

137 See PEPCO Comments at 17.
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own costs and margin expectations.'”® PEPCO asserts that suppliers will be motivated to
lower their prices to more effectively compete with one another.'*

58. J. Aron criticizes an assertion made in OPC’s December 18, 2003
Comments that forward contract prices are often higher than spot prices.'*” J. Aron
comments that spots prices can and do fluctuate above and below forward prices.'! 7.
Aron further states that retail supphiers typically do not want to assume commodity price
risk without hedging; therefore their bids reflect the forward price of the cammodity.142
J. Aron criticizes OPC’s assertion that competitive suppliers will submit bids just under
the SOS rates and argues that SOS bids will reflect the market.!*

59, In its Reply Comments, PES reasserts arguments made in its Imital
Comments that rebutted OPC’s assertion that the wholesale model will cost District
ratepayers an additional $130 million. Specifically, PES argues that the wholesale model
provides for greater price transparency which contradicls OPC’s assertion that
admimistrative costs can be more clearly delineated in the retajl model.'™ PES also

comments that the wholesale model does, in fact, provide an environment in which both
the utility and the competitive supplier will be hedged.'*

60.  Constellation argues, in its Reply Comments, that OPC’s
recommendation to rely on the spot market was employed in the State of California with
disastrous results.'*® Constellation further argues that consumers that want price certainty
forego the opportunity of lower spoi market prices but avoid the risk of higher spot
market prices.'”” Constellation also attacks OPC’s assumption of a uniform marpin
Constellation argues that the profit margin 1s an element that 1s to be determined in a

136 See PEPCO Comments at 18,

L3 See PEPCO Comments at 18,

140 See ). Arom Comments at 5.

1l See 1. Aron Comments at 5 (citing the spot and forward market prices in the Western United
States during the period of late 2000 and early 2001).

22 See ], Aron Comments at 3-6.

143 See I Aron Commenls at 7.

iad

See Formal Case No. 1017, Reply Comwnems of PEPCO Energy Services, Inc., at 2, filed
February 9, 2004, ("PES Reply Commenis™).

145 PES Reply Comnents at 2.

14 See Formal Case No. 1017, Reply Comments of Constellation Power Sowrce, Ine. and

Constellation NewEnergy on the Prefamred Standard Offer Service Model, at 4, filed February 9, 2004,
{(“Constellation Reply Comments™),

147 See Conslellation Reply Comments at 4.
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separate proceeding on the Administrative Charge; {herefore, it is not certain that
PEPCO’s profit margin will be 4 mills.'*® Constellation further argues that if the retail
markel is competitive, then competitive retail suppliers will likely reduce their marging to
remain competitive."” Constellation also argues that OPC 1s 1maccurate 1n its assertion
that the retail model will minimize administrative charges.'*® Constellation recommends
that the Commission adopt a Maryland-style SOS that would provide refunds to
customers for the difference between the fully embedded retail costs and the incremental
charges.””' Constellation states that the argument of WGES and OPC that the retail
model is less complicated to administer is flawed because the simplification comes at a
higher price to consumers due in part to the uncertainly regarding the determination of
the accounts receivable rate.’** Constellation argues that the goal of retail competition in

the Distnct is best served by the wholesale model which provides accurate market pricing
for retail services, '

6l.  Morgan Stanley rcasserts arguments made in its Initial Comments in
response to OPC’s opposition to the wholesale model. In its Reply Comments, Morgan
Stanley specifically argues that forward prices are at times below spot prices and, more
importantly, forward contracts mitigate the risk of contracting based on volatile spot
market prices.'™ Morgan Stanley further argues that forward contracts are a hedge, thus
the wholesale SO8 model requires hedging of market risk to benefit retail customers, !>
Specifically, Morgan Stanley argues that forward comiracts are a hedge and mitigate
market risk to the benefit of retajl consumers.'”® - Morgan Stanley criticizes QPC’s
assertion that the margin portion of the Administrative Charge will unjustly transfer
revenues to PEPCO and comments that the Administrative Charge will be determined
during a separate administrative proceeding.'>’

14 See Constellation Reply Comments at 3, (the hgure 4 mills is derived from OPC’s Comments at

Affidavit of Karl Pavlovic at 9 which estimates a 1 mill per Kwh for the incremental charge subtracted
from PEPCO*s Commission-approved administrative charge of 5 mills for hourly priced service).

149 See Constellation Reply Comments at 5-6.

1% See Constellation Reply Comments at €.

5l Seg Constellation Reply Comments at 6,

132 See Constellation Reply Comments at 7. The accounts receivable referred to by Constellation in

its Comments are suppher accounts receivable, se¢ WGES Comments at 3,

b See Constellation Reply Comuments at &

134 See Formal Case No. 1017, Reply Comments of Morgan Stanley Capital Group, Inc. Supporting

the Wholcsale Standard Offer Scrvice Model, at 3, filed February 9, 2004, (“*Morgan Stanley Reply
Commentzs").

158 See Morgan Stanley Reply Comments at 5,
158 See Margan Stanlcy Reply Commenns at 5.

137 See Morgan Stanley Reply Comments at 8.
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62 In its Reply Comments, PEPCO criticizes OPC’s witness Dr. Pavlovic
and comments that Exhibit 4 to Dr. Pavlovic’s testimony is unsupported and incorrect
because it examines only the first price for each month instead of an average price.'*®
PEPCO submits an analysis similar 1o that offered by QPC, which shows instances in
which the spot market price was higher than the forward market price."*” PEPCO also
reasserts arguments made in its imtial comments including rebutting assertions made by
Dr. Pavlovic.'™ PEPCO reiterates its commitment to hedge and notes that QPC’s
statement that the spot market is always lower than the forward market is flawed. ‘6!

PEPCO further incorporates by reference its criticism of OPC’s assertion that suppliers
will price just under the 808 rates.*

Discussion

63.  The Commission will address OPC’s conlention that the wholesale model
will cost District ratepayers an additional $130 million. Specifically, in its December 18,
2003 comments and the accompanying affidavit of Dr. Karl R. Pavlovic on the drafi
wholesale 808 rules, OPC indicated that Disirict ratepayers would pay approximately
$130 million more per year under the wholesale SOS model described in the proposed
regulations attached to Order No. 13005 than they would pay under the retail SOS model
proposed in the initial regulations attached to Order No. 12932.163

64. OPC also assumes that the wholesale model will result in higher costs to
consumers for four reasons: (1) under the wholesale model the retail rates will not reflect
the benefits of prudent hedging of forward contracts: (2) competitive suppliers will set
their rates just under the SOS price and thus establish high rates for all District
customers; (3) there 1s no justification for providing a margin to the Electric Company for

providing 308; and (4) the margin portion of the Administrative Charge will raise the
retail price above the competitive market level.

65.  OPC’s January 29, 2004 Comments assume that there are at least three
components to the additional costs imposed by implementation of wholesale SOS. First,
because administrative costs are not subject to bidding, bidders do not compete to keep
the costs as low as possible. Therefore, under wholesale S08, admunistrative costs will
not be as close to marginal cost as is the case under retait SOS. OPC argues that while 1t
is impossible to quantify the exact effect of this factor, there is no question that this will

158

See PEPCO Reply Comments at .

159

See PEPCO Reply Comments at 10, Exh. 1.

160 See PEPCO Reply Comnments at 12,

16! See PEPCO Reply Comments ar 12.

See FEPCO Reply Comments at 18.

163

See Formal Case No, 1017, Appheation for Reconsideration of Order No. 13028 of the Office of
the People’s Counsel, at 2, filed January 29, 2004.
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have a negative effect on the rates thai retail S0S customers will have to pay. OPC
argues that this drawback is an inherent flaw in the wholesale SOS model.

66.  OPC further stated that the fact that the Administrative Charge would be
set administratively rathet than through a bidding process means that retail customers will
be subject to a higher administrative charge under wholesale 508, even if the
Commission does not permit a margin to be artificially added to that charge. OPC uses
as its underlying assumption 4 mills as the margin portion of the Administrative Charge

and concludes that $23 million per vear would be unjustly transferred from SOS
customers to PEPCO as a result of this margin.

67.  OPC asserts that two other aspects of the administrative costs, however,
are quantifiable. First, the retail SOS rates that would result from the Wholesale SOS
Rules would be based on forward price contracts. OPC argues that market prices at the
time of delivery, however, will almost invariably be lower than forward prices, and these
lower prices can be rcalized via prudent hedging of the forward contracts. The
Wholesale SOS rules, however, do not require PEPCO to hedge the forward contracts.
More significantly, the Wholesale SOS Rules do not require PEPCO, if it does hedge the
contracts (which it almost certainly will), to pass the benefits through to retajl SOS
customers. OPC contends that retail SOS customers under the Wholesale SOS Rules will
therefore pay more than the market price, because the retail rates will not reflect the
benefits of prudent hedging of the forward contracts. Given the current SOS load in the

District, OPC has estimated that these payments by 505 customers will be approximate]y
$45.9 million on an annual basis.

68.  In addition, OPC assumes that because competitive suppliers will price
Just under the SOS price, the increase in prices due to this lack of hedging will raise the
retail market price for electricity in the District above the competitive market level,
exfracting monopoly rents from non-SOS retail customers as well as fom SOS
customers. OPC estimates that the non-SOS retail customer forward price payment

would be approximately $41.0 million over the competitive market price on an annual
basis.

69.  Additionally, just as with the forward price payment, OPC assumes that
the margin portion of the Administrative Charge will raise the retail price above the
competitive market leve], increasing payments by non-80S customers. Given the current
non-308 load in the Disirict, OPC estimates that the effect would be to increase
payments by non-SOS retajl customers by approximately $20.5 million on an anmual
basis. Thus, without a requirement to prudently hedge and assuming a margin set at a
level of 4 mills, clectricity customers in the District, SOS and non-8083, will be forced to
overpay by at least $130 million per year,'®

164 Adding the four numbers and rounding results is roughly $130 million. 20.5M+23M-45.9M+41M
= 130.4M.
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70.  The Commission finds OPC’s arpuments lack mert. For example, the
statement made by OPC’s witness Dr. Pavlovic that, “market prices at the time of
delivery, will almost invariably be Jower than forward prices, and these lower PIices can
be realized via prudent hedging of the forward contracis™® is ingomrect. The spot market
fluctnates dramatically from day to day, and, as such, there are times when spot prices are
either lower or higher than forward prices. In fact, the Commission has found in exhibils
submitted by Dr. Pavlovie instances where the spot prices are higher than forward
prices.'® Both spot prices and forward prices are determined by supply and demand.
Spot prices are determined by real time supply and demand and forward prices are
detenmined by expected supply and demand. The purpose of hedging is generally to seek
stability in prices but a partly’s position based on a hedged outcome will not necessarily
be better than its position based on an uphedged outcome. In this regard, hedging can be
more appropriately compared to an insurance policy than to a pre-paid discount. Whether
the decision to hedge results in reduced costs depends on an after-the-fact analysis. What
1§ certain, however, is the measure of price stability experienced as a result of the hedge.

71. We are also persuaded by Constellation’s argument and find that OPC’s
approach would place District ratepayers al risk due to an over reliance on the spot
market.'®” This was the approach attempted in California, with disastrous results. Tt is the

Commission’s desire to avoid price spikes similar to those experienced in California
during the Western energy crisis.

72, Thus, we find that QPC’s arpuments are contradictory. On one hand, OPC
argues for hedging, and on the other hand it says market prices will always be lower,
suggesting that reliance on the market is the way to go. This type of inconsistency cannot
be the basis of our regulatory policy going forward,

73. We also agree with PEPCO that entering into forward contracts is a way
of hedging and that the phrase “unhedged forward price contract” is an oxymoron. We
also agree with J. Aron that PEPCO and the retail suppliers typically do not want to
assume commodity price nsk without hedging,

74. It is not clear why OPC has not assumed any incremental costs for
suppliers yet still assumes that the margin over the incremental costs will be 4 mills/kKWh
for competitive suppliers. Based on OPC’s Exhibit 5,'®® the $130 million was derived by

165

See Formal Case No. ]017, Decemnber 18, 2003 Comments of OPC at Affidavit of Karl Pavlovic,
at 8.

166

See Formal Case No 1017, December 18, 2003 Comments of OPC at Exhibit 4, at 4, “Weighted

Average Daily on Peak/Peak” Column, May 2003 (indicating there ars somc instances of forward prices
that were luwer than spol pnices).

167 See Constellation Reply Comments at 4.

168

See Formal Case No. 1017, Application for Reconsideration of Order No. 13028 of the Office of
the People’s Counsel, at Exhibit 5, filed January 29, 2004.
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adding two components: (1) a forward premium of $87 million and (2) a margin of $43
million. However, neither component can be supported.

75.  First, OPC’s assumptions do not have any foundation and are not verified.
Specifically, OPC offers nothing to support either the 4 mills as a reasonable margin or §
mills as a reasonable forward premium regarding the margin. It is not likely that PEPCO
(as the SOS provider) and the alternative competitive suppliers would incur exactly the
same administrative charge and same profit margin. Different firms have different
business risks and differing profit margins. Thus, the assumption of 2 uniform matgin of
4 mills/’kWh in OPC’s calculation for both PEPCO and the alternative suppliers cannot be
supported.  OPC, itself, has indicated that PEPCO does not have any business risk and
thus, no margin should be given to PEPCO.

76.  Without explaining its inconsistency, OPC also states that PEPCO as the
SO5 provider will bear absolutely no business tisk for the expenses it will incur in
procuning wholesale supply. Thus, PEPCO will have no financial incentive to ensure that
the wholesale procurement is in fact competitive. Although that seems to be OPC’s

belief, OPC neverthelcss assigns the same margin — 4 mills — to PEPCO and to the retail
suppliers. '

77. We agree with PEPCO that OPC’s assessment of a 4-mill margin is
excessively high. Moreover, looking to the Maryland Settlement Agreement for
comparative purposes, we see that Maryland provides a margin for residential customers
at roughly 1.5 mills, the margin for smal] commercial customers at roughly 2 mills and
the margin for other commercial customers at roughly 2-3 mills.!”® The established
margins in Maryland are significantly Jower than OPC’s assumption. Thus, we -are

further unpersuaded by OPC’s assertion that the wholesale model will result in excessive
cOost to ratepayers,

78.  The Commission also finds persuasive PES’s arpument that the wholesale
model facilitates the establishment of the transparent pricing by establishing each
component of the final retajl rate paid by the SOS customers. As poted above, the
wholesale rate for generation will be established in the competitive procurement process.
We also note that the administrative charge including a margin, if the Commission so
approves a margin, will be determined and approved by the Commission in a regulatory

proceeding.'”' For all of these reasons, we are persuaded that the wholesale model does
not create unjustified additional costs.

163 We note that in its reply comments OPC is silent and does not defend the forward premium.

ie See Case No 8908, Teshmony in Support of Settlement Agreement of Calvin L. Timmerman on

Behalf of the Staff of the Public Ssrvice Commission of Maryland, at Exhibits CLT-4 et seq., filed
November 22, 2002 (MD PSC).

i See PES Comments at 3.
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D. Commission Qversight of the SOS Process

79.  Morgan Stanley commenis that the Commission’s oversight of the bid
process and approval of retail 3OS rates will ensure that the wholesale procurement
process is fair, prudent and results in appropriate retail SOS prices.” PEPCO also
comments that despite OPC’s arguments to the contrary, it is confident that the
Commission is fully capable of monjtoring, assessing and correcting any unfair practices
in the conduct of the wholesale bidding model.!™ J. Aron also notes that OPC is
incorrect when it states that, unlike the retail SOS model, the wholesale SOS model does
not provide the necessary Commission oversight to ensure faimess in the process.’ ™

80.  OPC states that because a large portion of the rate is set administratively,
this requires active regulatory oversight on this process, which the Commission-adapted
wholesale rules do not provide.'™ In its critique of the lack of regulatory oversight, OPC
pomnts out that the Commission would rely too heavily on an oulside consultant, who
would monitor the procurement process, and could possibly end up regulating the process
entirely outside of the public eye.m’ Further, OPC notes that the wholesale rules do not
provide for periodic formal reviews, leaving an unacceptable regulatory gap, and leaving

the public and the OPC withoul an undersianding of what took place during the
procurement process.'’’

81.  In 1its Reply Comments, Morgan Stanley argues that the Commission
should reject as unfounded OPC’s claim that the Wholesale Rules provide inadequate
oversight.!”  Morgan Stanley argues that contrary to OPC’s assertion, under the
Wholesale Rules, the Commission will retain oversight over PEPCO’s procurement costs,
rate of return, bid process and Administrative Charge.'”

82.  Inits Reply Comments, WGES notes that it does not address OPC’s cost
calculations, but notes that PEPCO goes 1o great lengths to discredit them, despite the
fact that PEPCO would benefit if, in fact, OPC’s comments are valid.'® WGES states

I See Morgan Stanley Comments at 3,

173 See PEPCO Comments at 2(.

174 See ], Aron Comments at 7.

178 See OPC Comments at 13.

176 See OPC Commems at 14-15.

17 See OPC Comments at 16,

" See Morgan Stanley Reply Comments at 12

179

See Morgan Starley Reply Conunents at 12.

140 See WGES Reply Comments at 6, see also summary of PEPCO’s Comments rebutting OPC’s cost

calculation at 1Y 54, 55, and 60 supra.
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that all suppliers, both retail and wholesale, must hedge their risks attendant to forward
SOS contracts, but WGES cautions that PEPCO overstates the hypothetical case where

District suppliers would be “unhedged,” because both PEPCO and retail suppliers would
hedge their risks.'®!

Discussion

83. The Commission finds that QPC’s assertions that the proposed wholesale
rules do not pravide active regulatory oversight to be unfounded. As evidence of the
Commission’s ongoing commitment to provide effective regulatory oversight, the
wholesale rules contain numerous provisions which authorize the Commission to actively
oversee most facets of the SOS process. For example, Rule 2951.2 of the Wholesale
Rules provides for a policy review afler the initial vear of wholesale SOS and
subsequently as the Commission decms necessary. To provide additional regulatory
oversight, Rule 2951.2 was revised to state that the Commission will conduct reviews of
the 50O procurement process as needed. Rules 2952.3 and 2952.4 provide for the
Comumission’s review of the bid solicitation process. Rule 2953.2 provides for the
Commission review and approval of the winning bidder. Also, pursuant to Rules 2953.4
and 2953.5, the Commission will hold a proceeding to determine the appropriate

Administrative Charge (o be assessed for the service provided by the Electric Company
in implementing SOS.

84.  As originally enacted, the Act required that the Commission complete the
competitive selection of the SOS provider no later than July 1, 2004."# However, on
January 6, 2004, the Council of the District of Columbia approved Bill 15-0439, the
“Electric Standard Offer Service Amendment Act of 2003,” which, among other things,
gives the Commission the discretion to choose ejther {or both) the wholesale or retail
process as the bidding model for the implementation of SOS.'% In Section 2 of the
Amendment, Section 109(d)(1) of the Act was amended to reflect the fact that the July 2,
2004 deadline for selecting an SOS provider(s) applies only to the selection of a retail
clectricity supplier(s) by the Commission, if the Commission chooses to conduct such a
process. " “If competitive bid procedures for the selection of a tetail electricity supplier
or suppliers to provide [SOS] arc conducted by the Commission, the competitive
selection of retail electricity supplier or suppliers to provide [SOS] shall occur before

July 2, 2004 No similar language was included regarding the implementation of
wholesale SOS in the Amendment.

16l Seg WGES Reply Comments at 7.

& See the Retail Elcctric Competition and Consumer Protection Act of 1999 (“Act™), at § 109(d)(1),
D.C. Code, 2001 Ed. § 34-1509(d)(1).

183 See the Eleciric Standard Offer Service Amendment Act of 2003 (“Amendment™), D.C. Code,
2004 Ed. §§ 34-1501, 34-1509.

184 See Amendment at § 2, D.C. Code, 2004 Ed. § 34-1509(d)(1).

185 I,
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85.  Before the Act was amended, in recognition of the July 1, 2004 statutory
deadline for selecting an SOS provider(s), the Comumission issued Order No. 13005 on
December 4, 2003, asking parties to, among other things, comment on retail and
wholesale SOS bidding timelines.'®® In response to this order, the parties filed comments

and PEPCO and Morgan Stanley submitted comments on the proposed wholesale SOS
timeline.'®

86.  PEPCO comments that the proposed timeline would gemerally be
appropriatc for carrying out the wholesale SOS process, but proposed two changes to the
timeline.'®  First, PEPCO suggests that the Commission approve the proposed
documents, such as the pro forma WFRSA, by June 1, 2004 instead of by May 1,
2004."  According to PEPCO, this would allow the Commission and the parties
necessary time to review and comment on the documents.'”® PEPCO also notes that the
publishing of retail prices should take place before the suggested December 7, 2004 date,
to provide consumers with price information well in advance of the new SOS supply.'”!

87. In its comments, Morgan Stanley notes that it supports the proposed
timeline, subject to a few chanpes and additions.'™ Morgan Stanley highlights that it also
supports PEPCO’s suggested changes, as outlined at the December 10, 2003 technical
conference, where PEPCO requested that the activation of the RFP website occur on June
1, 2004; that the pre-bid conference be postponed uniil late June 2004 and that retail
prices be posted by November 19, 2004, Morgan Stanley also proposes that the
beginning date, of January 5, 2004, for the Working Group to convene, and a list of
documents to be created by the Working Group, be included in the wholesale timeline, '™
Documents that would be produced by the Working Group include a Request for
Proposals for 3OS bidders; a pro forma WFRSA; a Form of Guarantee; a Market Monitor
Function Process; a Bid Evaluation Process; and a Bidder Qualification/Application
Process.’™® Morgan Stanley also suggests that the Commission approve, afier a comment
pentod, the Working Group’s documents on or before May 13, 2004, and in the event

186 See Formal Case No. 1017, Order Releasing Proposed Wholesale Standard Offer Service in the

District of Columbia, Qrder No. 13005, at 1, Attachment B, rcl. December 4, 2003,

&7 See Formal Case No. 1017, Comments of the Potomac Electric Power Company on Proposed

Wholesale Standard Offer Scrvice Rules and Regulations, at 1-3, filed December 18, 2003 {(*PEPCO
December Commenms™), Formal Case No. 1017, Comments of Morgan Stanley Capital Group, Inc.
Regarding Standard Offer Service Issues and Proposed Draft Wholesale Rules and Regulations, at 3-5,
Anachment 1, filed December 18, 2003 (“Morgan Stanley December Comments™).

158 PEPCO Decernber Comments at 2.

139 PEPCO December Comments at 2.

190 PEPCO Decernber Comments at 2.

o PEPCO December Comments at 2-3.
1 Morgan Stanley December Comments at 3-5, Attachment 1 (Morgan Stanley’s proposed timeline).
19 Morgan Stanley December Comments at 4.

i Morgan Stanley December Comments at 4,

1% Maorgan Stanley December Comments at 4-5,



ORDER NO. 13118 Page 29

consensus documents are not created, the Commission should review altemative
proposals before AGpnl 11,2004 and finalize any alternatives, after a comment period, by
May 15, 2004." Finally, Morgan Stanley proposes that the wholesale SOS
implementation timeline should include a period for submitting alternate provisions of

the pro forma WFRSA due on August 18, 2004 to allow the Electric Company sufficient
time to review the proposed provisions.'?’

88.  Upon reviewing PEPCO’s and Morgan Stanley’s comments, the
Commission finds that adoption of Morgan Staniey’s proposed wholesale S80S
implementation timeline provides the Commission with a reasopable framework for
implementing the wholesale SOS process. The Commission also recognizes PEPCO’s
suggestions and has included these in the wholesale SOS implementation timeline.
Therefore, with a slight modification to the initial date, the Morgan Stanley wholesale
505 timeline 1s adopted as the timeline framework, modified as appropriate to allow the

Commission to meet its statutory requirements. The wholesale SOS implementation
timeline is attached 1o this order.

IV.  CONCLUSION

£§9.  The Commission directs the SOS Working Group'™ to develop, by
consensus, the list of documents outlined in the attached timeline by April 1, 2004, for
submussion to the Commission. If the Working Group cannot reach a consensus by April
1, 2004, then the Comrmission directs the Working Group te proffer aliernative versions
of the documents for the Commission to examine, by Aprl 11, 2004. If no consensus
document is submitted, the Corumission will consider the alternatives and choose a
version that 1s in the best interest of the District’s ratepayers.

THEREFORE, IT IS ORDERED THAT:

90.  The Wholesale Standard Offer Service process is ADOPTED,

A TRUE COPY: BY DIRECTION OF THE COMMISSION:
CHIEF CLERK SANFORD M. SPEIGHT

ACTING COMMISSION SECRETARY

196 Morgan Stanley December Comments at 5,

= Morgun Stanley December Coraments at 5.

1o The Commission notes that Constellation requested that the Working Group include a member of

the Commission Staff, bwt the Commission has determined that such an assignment would place too great a
strain on the Commission’s resources necessary to carry out its statutory duties,
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S0S Implementation Timeline
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Worklng Group formed for creation of documents
Working Group meets to develop consensus documents
- RFP for 508 Bidders
- Pro Forma WFRSA
- Form of Guarantee
Market Monitor Funetion Process
Bid Evaluation Process
- Bidder Qualification/Application Process
Working Group submits consensus documents to Commission
(or Parties provide individual proposals)
Parties provide individua) proposals for non-consensus
documents (if necessary)
Commission comment/review process

Commission approves final documents
Consultant to be hired by the Elecmc Company
BETRR R ST R ok
RFP Webmte goes active with due d111gcncc information
Solicitation for Expressions of Internet
Pre-Bid Confcrence
Credit Application and financial information due
Alternative Provisions to Pro Forma WFRSA. due
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Alteroative Form of Performance Assurance due, if applicable
PJM and FERC qualifications due
_Ifsue aEp}tcants el]gtblhty status

E #-.',1\ i IS R RTIE dli ¢ g-q%?h iy )
‘I.h A e‘i"?ﬁﬂ “L p’sn;’ o >hplrwkh s {WJ’\EW‘-\ 'ﬂd\

21 YT S

‘—

e

1% tranche price prnposals due with Binding B1d Agreement

1¥" tranche bid assurance collateral due

Award 1% tranche bids
_Execute 1% tranche WFRSAs and transactions
Execute Guaranty Agreement, if applicable

A rove 1% change transactmns
B SR e e s
IsSue any revisions to 2™ tranche bid block targets

™ tranche price proposals due with Binding Bid Agreement

2 tra.nche bid assurance collateral due
Award 2™ tranche bids

Execute 2™ tranche WFRSAs and transactions
Execute Guaranty Agreement, if applicable
Approve 2 tranche transac:nons

'E&%’M 1’3“ Q‘q‘!

AR A

Ll addier
%\’Wﬁﬁm
e T et T

¢ TR T
i) S”»}*ﬁiﬁ
SRS

Page 30

March 1. 2004
March 1, 2004 -
April 1, 2004

Aprl 1, 2004

April 11, 2004

April 1,2004-
May 14, 2004
May 14, 2004

o A R
.Tunel 2004
June 1, 2004
Late June, 2004
August 18, 2004
Augzust 18, 2004
August 18, 2004
August 18, 2004
August 25, 2004
Septcmberl 2004

September 20 2004
_ September 20, 2004
September 21, 2004
September 22, 2004
September 22, 2004

September 27, 2004
QOctober 4, 2004
October 4, 1004
October 5, 2004
October 6, 2004
October 6, 2004
Octob?r 8, 2004
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TREBE S TR e s s T e e
Issue any revisions to 3" tranche bid block targets | October 11, 004

3™ tranche price proposals due with Binding Bid Agreement _ October 18, 2004

3" tranche bid assurance collatera] due October 18, 2004
Award 3™ tranche bids Oclober 19,2004
Execute 3™ tranche WFRSAs and transactions October 20, 2004
Execute Guaranty Agreement, if applicable October 20, 2004
Approve 3™ tranche transactmns Oﬁuber 22, 2004
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If necessary, issue 4™ tranche b]d block targets October 25 2004

4™ tranche price proposals due with Binding Bid Agreement  November 1, 2004

4™ tranche bid assurance collateral due November 1,2004

Award 4" tranche bids November 2, 2004

Execute 4" tranche WFRSAs and transmissions November 3, 2004

Execute Guaranty Agreement, if applicable ' November 3, 2004

Approve 4"’ tranche transac:tmns ' ' November 5, 2004'
L R e T e s e

Post retail pnces ' Novcmber 19 2004
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Contract de]:vary penod begins _ Februmy& 2005 - ~




