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INTRODUCTION AND SUMMARY OF TESTIMONY

Please state your name and business address.
My name is Andrew Parece. My business address is 111 Huntington Avenue, Boston,

Massachusetts.

What is your current position?
I am a Managing Principal at Analysis Group, Inc., an economics, business and strategy

consulting firm.

On whose behalf are you submitting rebuttal testimony?
I am submitting rebuttal testimony on behalf of Commonwealth Edison Company,

hereafter referred to in my testimony as ComEd.

What is the purpose of your testimony?

I was asked by ComEd to respond to issues raised in the testimony of Dr. David Salant,
Dr. Arthur Laffer and Mr. William Steinhurst in this proceeding with respect to the
Competitive Procurement Process Auction proposed by ComEd (hereafter referred to in
my testimony as the CPP Auction or CPP Auction proposal), as specified in the CPP
Auction Manual (ComEd Ex. 3.4), and described in the testimony of Mr. William P.
McNeil (ComEd Ex. 3.0) and Dr. Chantale LaCasse (ComEd Ex. 4.0). My rebuttal
testimony addresses issues related to:

e Completeness of the CPP Auction proposal;
e Discretion of the Auction Manager;

e Management of the CPP Auction;

¢ Independence of the Auction Manager; and

e Suggested modifications to the CPP Auction rules and process.
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Please summarize your experience in the design and implementation of competitive
power auctions as a consultant?

In 2002, 1 managed an assignment for the New Jersey Board of Public Utilities (NJ BPU)
to serve as Auction Monitor (Board Advisor) to its first auction for Basic Generation
Service (BGS). In 1997, | managed projects to design auctions for Standard Offer
Service (SOS) for two utilities in Massachusetts. The auction design recommended to the
utilities in Massachusetts was the first to involve a simultaneous multi-round (SMR)
clock auction for vertical slices of load, similar to the approach that is being proposed for
the CPP Auction, and the approach that has been used successfully in New Jersey since
2002. In 2001, | was also a member of the team that implemented an SMR auction of
Power Purchase Arrangements (PPAs) for the Alberta Department of Resource

Development. More complete details of my work in this area are provided below.

What material have you relied upon in preparing your testimony?
In addition to my prior experience with auctions in New Jersey, Massachusetts and
Alberta, | reviewed the following testimony filed in this proceeding as part of my

preparation for this testimony:

e Direct testimony of William P. McNeil (McNeil Dir., ComEd Ex. 3.0 to 3.5) and
rebuttal testimony (McNeil Rebuttal, ComEd Ex. 10.0);

e Direct testimony of Dr. Chantale LaCasse (LaCasse Dir., ComEd Ex. 4.0 to 4.9), and
rebuttal testimony (LaCasse Rebuttal, ComEd Ex. 11.0 to 11.6);

e Rebuttal testimony of Arlene A. Juracek, P.E. (Juracek Rebuttal, ComEd EXx. 9.0);

e Direct testimony of Dr. David J. Salant (Salant Dir., Staff Ex. 1.0) and responses to
ComEd data requests; and

e Direct testimony of Dr. Arthur B. Laffer (Laffer Dir., BOMA Ex. 1.0) and responses
to ComEd data requests;

e Direct testimony of William Steinhurst (Steinhurst Dir., CUB-CCSAO, Ex. 2.0).
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In addition, | have relied on other publicly available information related to auctions of
standard offer, or basic generation, service, including: the New Jersey Electric
Distribution Companies’ (NJ EDCs) Proposal for Auction of BGS (June 2001): the
order of the NJ BPU approving the 2002 NJ BGS auction (December 2001);? the final
approved 2002 NJ BGS auction rules (December 2001);* the final approved 2005 NJ
BGS auction rules (November 2004);* the Post-Auction Reports of the Board Advisor for
each of three years of the NJ BGS procurement (2002-2004):°> and the report of the

Auction Advisor for the Ohio Public Service Commission Auction (December 2004).°

Q. Please summarize your testimony.
A. | offer the following conclusions in my testimony:
(1) Completeness of the CPP Auction proposal — The CPP Auction rules and process as
specified in the CPP Auction Manual and described in the testimonies of Dr.
LaCasse and Mr. McNeil, with certain clarifications described in the rebuttal
testimonies of Dr. LaCasse and Mr. McNeil, and ComEd responses to data requests,
provide sufficient detail for the ICC to evaluate and approve the CPP Auction

proposal.

! In the Matter of The Provision Of Basic Generation Service Pursuant To The Electric Discount And Energy Competition Act, Docket No.
EX01050303, EO01100654, EO01100655, EO01100656 and EO01100657, Proposal for Auction of Basic Generation Service, June 29, 2001.

2 Decision and Order, I/M/O The Provision of Basic Generation Service Pursuant To The Electric Discount And Competition Act, N.J.S.A.
48:3-49 et seq., State of New Jersey Board of Public Utilities Docket No. EX01050303, EO01100654, EO01100655, EO01100656 and
E001100657, December 11, 2001.

% Public Service Electric & Gas Company Compliance Filing to Decision and Order, I/M/O The Provision of Basic Generation Service
Pursuant To The Electric Discount And Competition Act, N.J.S.A. 48:3-49 et seq., State of New Jersey Board of Public Utilities Docket No.
EX01050303, EO001100654, EO001100655, EO01100656 and EO01100657, December 12, 2001.

“ In the Matter of The Provision Of Basic Generation Service For Year Three of the Post Transition Period, Docket No. EO04040288,
Electric Distribution Company Compliance Filing, dated November 3, 2004.

® Post-Auction Report of the New Jersey Utilities” Basic Generation Service (BGS) Auction Process, Final Report, Charles River
Associates, CRA Project D03231-00, April 8, 2002; Post-Auction Report of the New Jersey Utilities’ Basic Generation Service Auction
Processes: BGS Supply Period Beginning August 1, 2003, Final Report, Charles River Associates, CRA Project D04053-00, April 8, 2003; Post-
Auction Report of the New Jersey Utilities’ Basic Generation Service Auction Processes: BGS Supply Period Beginning June 1, 2004, Final
Report, Charles River Associates, CRA Project D04054-00, May 4, 2004.

® The Public Version of the Post-Auction Report for the FirstEnergy Competitive Bid Process Auction, Case No. 04-1371-EL-ATA, Charles
River Associates Incorporated, December 8, 2004.

Docket 05-0159 Page 3 of 45 ComEd Ex. 12.0



66

67

68

69

70

71

72

73

74

75

76

77

78

79

80

81

82

83

84

85

86

87

(2) Discretion of the Auction Manager — The CPP Auction proposal allows an

3)

appropriate degree of discretion for the Auction Manager. Certain clarifications
related to the formulas for volume adjustments and price decrements, and the
degree of judgment of the Auction Manager, if any, in setting parameters are
provided by Dr. LaCasse in her rebuttal testimony. These clarifications serve to
eliminate the discretion of the Auction Manager during the auction with respect to
these parameters.

Management of the CPP Auction — Responsibility for the CPP Auction
management, including planning and implementation, should rest entirely with one
entity, the Auction Manager, to clearly distinguish the roles of each party involved
in the auction process, and to maintain the independence of the ICC Staff and its
auction advisor or other experts who it shall rely upon (referred to herein
collectively as the Auction Monitor), in reviewing and evaluating the auction
outcome. The ICC Staff and Auction Monitor should provide advice and serve as
independent reviewer and monitor of the process, while also providing advice to
ensure that it is implemented in accordance with the auction rules and protocols. In
this role, the ICC Staff represents the interests of ComEd’s electricity consumers,
by ensuring that the CPP Auction is implemented and evaluated in accordance with
the process that is approved by the ICC to obtain the lowest cost, reliable electricity
supply for consumers. Direct involvement of other parties in the auction
implementation, to represent the interests of electricity consumers or others, is not

recommended.
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(4)

(5)

Independence of the Auction Manager — There is a balance of objectives in the
selection of the Auction Manager, one of which is independence, in order to assure
a fair outcome for the CPP Auction. While there is potential for perceived conflicts
of interest when the Auction Manager is engaged by the utility to manage the
planning and implementation of the auction, these and other perceived conflicts can
be mitigated by (a) careful review and monitoring of the auction planning and
implementation by the ICC Staff and the Auction Monitor; and (b) communication
protocols governing the interaction of parties involved in the auction, including
ComEd and its affiliates, the Auction Manager, the ICC and ICC Staff, the Auction
Monitor, bidders and other stakeholders. In addition, FERC regulations regarding
interactions between regulated utilities and unregulated affiliates,” as well as rules
of law, may apply in the case of collusion, fraud or affiliate abuse that may result
from such conflicts of interest.

Suggested modifications to the CPP Auction rules and process — Based on the
feedback of the parties to this proceeding, specific modifications and clarifications
related to the CPP Auction proposal have been provided in rebuttal testimony and
responses to data requests. With such modifications and clarifications approved by
the ICC, no further prudence review of the auction outcome, beyond that specified
in the approved CPP Auction proposal, would be required. This approach has been

taken in other jurisdictions, such as for the BGS auctions in New Jersey.

" See,

e.g., 16 USC 824(m); and FERC, How to Get Market Based Rate Authority, pages 9-11. Available at
http://www.ferc.gov/industries/electric/gen-info/how-to-pm.pdf. Accessed on June 29, 2005.
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ACADEMIC BACKGROUND & QUALIFICATIONS

Please summarize your academic background.
I hold an MBA from the Johnson Graduate School of Management, Cornell University,
and a BA in Economics and Computer Science from Cornell University. My resume is

attached to my testimony as Exhibit 12.1.

Please summarize your consulting experience.

For the past 19 years, | have consulted to clients in the energy industry (among others)
and have managed consulting assignments that are directly relevant to this proceeding.
Prior to joining Analysis Group in September 2002, | was a Vice President at Charles
River Associates (CRA), where | managed assignments related to the restructuring of the
electricity industry, including procurements of wholesale supply for retail standard offer,
or basic generation, service. Prior to joining CRA in 1996, | was a Principal, and
Manager of the Utility Consulting Group at XENERGY, Inc., an energy consulting firm
based in Burlington, MA. From 1986 through 1996, | held various positions at
XENERGY and managed assignments for clients in the electricity and gas industries as
well as government agencies such as the U.S. Department of Energy. My work in the
energy industry has covered a wide range of issues, including rate design, integrated
resource planning, supply management, forecasting, demand-side management, market

research, program evaluation and energy modeling.
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Q. Please describe the specific qualifications and experience that you have with respect
to this proceeding.

A. I have been directly involved in assisting both utilities and state regulators in the design
and implementation of competitive power procurements to supply full-requirements
needs of standard offer, or basic generation, service.

From August 2001 through February 2002, while | was with CRA, | managed the
assignment wherein CRA served as Board Advisor (i.e., Auction Monitor) for the NJ
BPU for the first BGS auction in 2002. In this role, | was directly involved in reviewing
the joint proposal of the NJ EDCs for the 2002 BGS auction?® and making
recommendations to the NJ BPU regarding the auction design, process, rules and master
supply agreements. These recommendations were the basis for several modifications to
the auction design and process included in the procedural order of the BPU approving the
auction in December 2001° (the final approved auction rules were contained in the EDCs’
compliance filings with the NJ BPU®). | was also involved in monitoring the 2002 BGS
auction onsite at the offices of the Auction Manager (NERA Economic Consulting) in
early February 2002. This assignment provided direct experience with the procedural,
logistic and regulatory details of auction design, planning, promotion, implementation,
approval and communication between the EDCs, the Auction Manager (NERA), the BPU

and BPU Staff, the Auction Advisor (CRA), bidders and other stakeholders.

® In the Matter of The Provision Of Basic Generation Service Pursuant To The Electric Discount And Energy Competition Act, Docket No.
EX01050303, EO01100654, EO01100655, EO01100656 and EO01100657, Proposal for Auction of Basic Generation Service, June 29, 2001.

® Decision and Order, 1/M/O The Provision of Basic Generation Service Pursuant To The Electric Discount And Competition Act, N.J.S.A.
48:3-49 et seq., State of New Jersey Board of Public Utilities Docket No. EX01050303, EO01100654, EO01100655, EO01100656 and
EO001100657, December 10, 2001.

10 public Service Electric & Gas Company Compliance Filing to Decision and Order, 1/M/O The Provision of Basic Generation Service
Pursuant To The Electric Discount And Competition Act, N.J.S.A. 48:3-49 et seq., State of New Jersey Board of Public Utilities Docket No.
EX01050303, EO01100654, EO01100655, EO01100656 and EO01100657, December 12, 2001.
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Prior to the 2002 NJ BGS auction, | consulted to other electric utilities in auction
design and implementation for Standard Offer Service (SOS) in electricity markets
during the transition to competitive markets. In 1997, while | was with CRA, | assisted
two electric utilities in Massachusetts, COM/Electric and EUA Services Corp., in
developing a procurement approach for SOS, the utilities’ supply obligation for serving
customers that did not choose a competitive supplier when choice of suppliers became
possible in March of 1998. Competitive procurement for SOS load during the transition
period was mandated by the Massachusetts restructuring legislation,"* and was further
detailed in the utilities’ settlements with the Massachusetts Attorney General’s Office.'?
CRA was retained by both COM/Electric and EUA Services Corp. to develop auction
designs for SOS, and | managed both assignments. For COM/Electric, | also managed
the implementation of the SOS auction that was held in December 1997.

Collaborating with academic affiliates Professor Peter Cramton of the University
of Maryland and Professor Robert Wilson of Stanford University, we recommended that
the utilities use a simultaneous multi-round (SMR) clock auction of vertical slices (or
percentages) of the SOS load, i.e., the product was defined to be a load-following
obligation versus a fixed energy or capacity block. Two features of the recommended
auction design that were suggested by Professor Cramton, the clock auction approach and
defining the product to be a vertical slice of load, were first introduced in the context of

standard offer, or basic generation, service procurement in a white paper that | co-

1 st. 1997, c. 164, An Act Relative to Restructuring the Electric Utility Industry in the Commonwealth, Regulating the Provision of
Electricity and Other Services, and Promoting Enhanced Consumer Protections Therein, § 37.

12 See, e.g., Offer of Settlement for Massachusetts Electric Company, Massachusetts Department of Telecommunications and Energy,
Docket No. D.P.U. 96-25, October 1, 1996 ; Offer of Settlement for Eastern Edison Company, Massachusetts Department of Telecommunications
and Energy, Docket No. D.P.U./D.T.E. 96-24, May 16, 1997 ; Offer of Settlement for Boston Edison Company, Massachusetts Department of
Telecommunications and Energy, Docket No. D.P.U./D.T.E. 96-23, July 9, 1997.

Docket 05-0159 Page 8 of 45 ComEd Ex. 12.0
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authored with Professors Cramton and Wilson, “Auctions for Standard Offer Service”

(see Exhibit 12.2) and later codified into the auction rules for the COM/Electric SOS
auction. The approach developed for the COM/Electric and EUA Services Corp. SOS
auctions, an SMR clock auction of vertical slices of load, contrasted with the auction
approaches that were proposed by other utilities in Massachusetts, as discussed in the
white paper referenced above.

From October 1999 through August 2000, | was a member of the CRA team that
implemented the auction of Power Purchase Arrangements (PPAs) for the Alberta
Department of Resource Development using an SMR auction format. The auction
involved bids for long-term contracts for the energy and capacity associated with specific
generating units of fossil fuel plants in the Province of Alberta. The auction was
completed in August 2000, with winning bids totaling approximately CN$1.1 billion.
For the Alberta PPA auction | was responsible for developing the Information
Memorandum that was distributed to potential bidders, coordinating bidder information
sessions in Canada and the U.S., establishing communication processes and protocols, as
well as directing auction promotion through a variety of media outlets and trade

organizations.

8 “Auction Design for Standard Offer Service," Peter Cramton, Andrew Parece and Robert Wilson, Working Paper, University of
Maryland, September 1997.
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AUCTION BACKGROUND AND OBJECTIVES

What has been the experience with SMR type auctions in the electric power
industry?

As discussed in the direct testimonies of Dr. Chantale LaCasse and Dr. David Salant,
variations on the SMR auction format, including the simultaneous descending clock
auction (SDCA) proposed for the CPP Auction, have been applied a number of times in
the electric power industry and have also been widely used to auction spectrum rights in
the telecommunications industry. Examples of SMR auctions in the electric power
industry include SOS supply procurement (Massachusetts, 1997), PPAs (Alberta, 2000),
capacity entitlements (Texas, 12 auctions since 2001), BGS supply procurements (New
Jersey, four auctions from 2002-2005), and Competitive Bid Process (Ohio, 2004).

The SMR auction format has generally proven to be successful for auctions in the
electric power industry, with respect to meeting auction objectives. Both Dr. LaCasse
and Dr. Salant have testified in this proceeding as to the appropriateness of the SMR
auction format for ComEd’s Competitive Procurement Process. Although | agree with
and support the use of the SMR format for the CPP Auction, my testimony concerns itself
with specific issues raised about the implementation details of ComEd’s CPP Auction

proposal.

Is it important to clearly define the objectives of the auction?

Yes. Depending on the situation, auctions can have very different objectives and these
objectives will dictate the appropriate auction rules and process. However, there are
trade-offs in the design of an auction that are necessary to meet the auction objectives.

Many aspects of the auction design and process issues raised in the current proceeding

Docket 05-0159 Page 10 of 45 ComEd Ex. 12.0
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involve trade-offs between multiple objectives. In defining or specifying auction
parameters (e.g., products, tranche sizes and duration, load caps, volume adjustments,
switching rules, affiliate rules, discretion of the Auction Manager, or disclosure of bidder
information), trade-offs are necessary to accomplish the auction objectives, and there is
not one set of rules or parameters that are preferred with certainty over all others and
fully supported by prior experience. As one example, the specific information that is
provided to bidders during the course of the auction involves a trade-off between the
value of information in promoting price discovery, an essential element of an SMR
auction, and the potential that the information would lead to strategic bidding behavior
that could be detrimental to the auction. To balance these two considerations, the CPP
Auction proposal specifies that information related to the excess supply for each product
will be revealed to bidders, with a narrow range of excess supply reported in the initial
rounds, and a wider range provided in later rounds when strategic bidding behavior based
on that information may be more likely to occur.

Furthermore, many auction design parameters are interrelated, and it is necessary
to consider the impact on the overall objectives when specifying any one parameter.
Because bidder participation and bidding behavior are affected by aspects of the design
that increase or decrease uncertainty and risk, minimizing sources of uncertainties is

important — to the extent that doing so does not undermine the overall auction objectives.

Docket 05-0159 Page 11 of 45 ComEd Ex. 12.0



225

226

227

228

229

230

231

232

233

234

235

236

237

238

239

240

241

242

243

244

245

246

Are the objectives of the CPP Auction well defined?

A Yes. The key objectives of ComEd’s CPP Auction proposal are described in the

testimony of Dr. LaCasse (LaCasse Dir., ComEd Ex. 4.0, 55:1298-1310):

e Obtain reliable supply for its customers at market prices, i.e., at prices that are the
result of competition and that are reflective of market conditions;

e Provide protection to small customers from the volatility of short-term market
fluctuations;

e Provide information to all prospective bidders and promote the participation of all
market participants on a fair and equal basis;

e Provide reasonable protection from anti-competitive behavior;

e Provide an objective and clear method for determining winning suppliers and final
auction prices;

e Provide for ICC involvement and oversight of the process; and

e Provide for continuous and open communications with all interested stakeholders.

These objectives and the proposed auction format are consistent with 18 “desirable

characteristics” associated with an ideal procurement method identified by the Post-2006

Procurement Working Group and reported by the ICC Staff in its report Post-2006

Initiative: Final Staff Report to the Commission.** For the purposes of my testimony, |

have assumed that the primary objective of the Competitive Procurement Process is the

first objective listed above, i.e., to obtain the lowest cost, reliable source of electricity to

meet the needs of ComEd’s electricity consumers in Illinois that are eligible for CPP

service.

 Post-2006 Initiative: Final Staff Report to the Commission. Report of the Staff of the Illinois Commerce Commission December 2, 2004.
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Is Dr. Salant's definition of a successful auction consistent with the objectives of the
CPP Auction proposal, i.e., obtaining the lowest cost, reliable supply of electricity
for eligible customers in Illinois?

No. Dr. Salant does not define an auction's success from the perspective of electricity
consumers. Dr. Salant has testified that the Ohio First Energy (Competitive Bid Process)
auction was less successful than the New Jersey BGS auctions (Salant Dir., Staff Ex. 1.0,
6:132-133), and in his response to ComEd data requests he clarifies that this is because
"no contracts were secured through the Ohio First Energy auction” (Response of Staff
Witness David Salant, ComEd-Staff 2.11) and further that “the only ‘successful” SDCA
auctions have been the New Jersey BGS auctions” (Response of Staff Witness David
Salant, ComEd-Staff 2.35). The objective of both the Ohio and New Jersey auctions was
to provide the lowest cost, reliable supply of electricity for consumers, which does not
imply securing contracts through the auction. In some jurisdictions, such as Ohio, there
are alternatives to the auction for securing electricity supply for eligible customers, for
example, the First Energy Rate Stabilization Plan. The purpose of the auction in these
situations is to determine whether there are sources of electricity supply in the market that
would result in lower prices for consumers than existing options. If properly
implemented, the auction serves to confirm that the lowest cost supply is obtained for

customers, whether or not contracts are secured through the auction.
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COMPLETENESS OF THE CPP AUCTION PROPOSAL

Do you agree with the assertion in Dr. Salant’s testimony that “numerous details
regarding the rules of the proposed auction have not yet been addressed at all and
other aspects of the proposed auction rules have not been specified in sufficient
detail” (Salant Dir., Staff Ex. 1.0, 6:119-121) and that absent such detail one cannot
fully evaluate the CPP Auction proposal (Salant Dir., Staff Ex. 1.0, 6:126-127)?

No. The CPP Auction rules and process specified in the CPP Auction Manual and
described in the testimony of Mr. McNeil and Dr. LaCasse provide sufficient detail for
the ICC to evaluate the CPP Auction proposed by ComEd. The level of detail is
consistent with industry “best practice” standards in designing and implementing
competitive procurements for full-requirement electricity service, and the level of detail
provided also is appropriate for this point in the CPP Auction process. With a limited
number of clarifications, as outlined in my testimony and further described in the rebuttal
testimonies of Dr. LaCasse and Mr. McNeil, there is a sufficient basis for the ICC to
approve the CPP Auction proposal and allow ComEd to implement it.

ComEd’s CPP Auction proposal provides detail comparable to the original joint
proposal filed by the four electric distribution companies (EDCs) in New Jersey for
procuring supply for Basic Generation Service (June 2001) as well as the most recent
BGS auction conducted in February 2005. The original joint proposal of the NJ EDCs
was evaluated and approved by the NJ BPU with a limited number of clarifications to the
auction rules, as contained in Attachments A, B and C to the NJ BPU order approving the

auction in December 2001." | also note that Dr. Salant states that he developed the

%5 In the Matter of The Provision Of Basic Generation Service Pursuant To The Electric Discount And Energy Competition Act, Docket No.
EX01050303, EO01100654, EO01100655, EO01100656 and EO01100657, Proposal for Auction of Basic Generation Service, June 29, 2001.
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SDCA auction format for BGS procurement in New Jersey (Salant Dir., Staff Ex. 1.0,
11:233-234) and that he was “solely responsible for developing the basic rules for the
simultaneous, descending price, multi-product clock auction” for the first NJ BGS
auction (Response of Staff Witness David Salant, ComEd-Staff 2.04Db).

Exhibit 12.3 to my testimony provides a comparison of the auction design and
processes in the NJ EDCs’ proposal for BGS (June 2001)," the final approved NJ BGS
auction rules (December 2001),*" the most recent NJ BGS auction rules (November
2004),'® and ComEd’s proposed CPP Auction rules (McNeil Dir., ComEd Ex. 3.4). It
shows that the level of detail provided in the CPP Auction proposal is comparable to

auctions that have been approved and implemented in other jurisdictions.

Dr. Salant’s testimony contains many references to the CPP Auction proposal
being incomplete (e.g., Salant Dir., Staff Ex. 1.0, 6:117-118, 6:123-126, 6:138-139,
25:572 - 26:575) and suggests that for that reason it cannot be evaluated by the ICC. Yet,
most of the topics addressed by Dr. Salant’s direct testimony, and many of the 38 specific
items listed in Appendix 2.0 of his testimony (Salant Dir., Staff Ex. 1.0, Appendix 2.0) do
not involve incomplete or missing details in the CPP Auction proposal, but instead are
Dr. Salant’s suggested modifications to specific parameters or rules in the CPP Auction
proposal; or other topics on which he requests clarification of the CPP Auction proposal.
There are very few areas of the CPP Auction proposal in which there are missing details,

and in my opinion, none of these prevent evaluation of the CPP Auction proposal.

% Decision and Order, 1/M/O The Provision of Basic Generation Service Pursuant To The Electric Discount And Competition Act, N.J.S.A.
48:3-49 et seq., State of New Jersey Board of Public Utilities Docket No. EX01050303, EO01100654, EO01100655, EO01100656 and
EO001100657, December 10, 2001.

" public Service Electric & Gas Company Compliance Filing to Decision and Order, I/M/O The Provision of Basic Generation Service
Pursuant To The Electric Discount And Competition Act, N.J.S.A. 48:3-49 et seq., State of New Jersey Board of Public Utilities Docket No.
EX01050303, EO01100654, EO01100655, EO01100656 and EO01100657, December 12, 2001.

'8 In the Matter of The Provision Of Basic Generation Service For Year Three of the Post Transition Period, Docket No. EO04040288,
Electric Distribution Company Compliance Filing, dated November 3, 2004.
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Several of the issues raised in Dr. Salant’s testimony have been clarified in the
rebuttal testimonies of Dr. LaCasse and Mr. McNeil and in ComEd responses to data
requests. For many others, it would be premature at this time to define certain details or
information identified by Dr. Salant as incomplete or missing, as they are dependent on
other elements of the auction process, they are more appropriately handled after approval
of the CPP Auction proposal and prior to the auction, or they involve confidential
information that would be developed in consultation with the ICC Staff prior to the
auction. This approach allows the Auction Manager, in consultation with the ICC Staff
and Auction Monitor, to have flexibility in adapting certain details, e.g., the specific dates
for schedule of release of information to bidders, and avoids the inevitable changes to
these details that could lead to confusion for bidders. Exhibit 12.4 to my testimony
contains a list of the issues raised by Dr. Salant in his testimony and in Appendix 2.0 of
his testimony, and an assessment of which of these are suggested modifications to the
approach in the CPP Auction proposal, which are premature to specify at this time, and
which clarifications have been addressed in rebuttal testimony or ComEd responses to

data requests.

Please provide examples of areas of Dr. Salant’s testimony that concern themselves
only with suggested modifications to auction parameters or rules.

The following are examples of Dr. Salant’s testimony that represent suggested
modifications to auction parameters or rules rather than issues of completeness or detail
in the description of the CPP Auction proposal:

e Separate auctions for CPP-A/CPP-B and CPP-H and Ameren products — The CPP

Auction proposal specifies two separate auctions for ComEd (CPP-A/CPP-B and
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CPP-H), separate from auctions for Ameren products. Dr. Salant suggests that there
should be one auction with switching between all products and both utility companies
(Salant Dir., Staff Ex. 1.0, 31:707 - 47:1058);

Information disclosures — The CPP Auction proposal specifies that aggregate
information related to the excess supply will be provided to bidders during the
reporting phase of each round, and that information about bidders’ associations will
not be disclosed to the public. Dr. Salant suggests reporting information on each
bidder’s bid to all bidders during the reporting phase of each round (Salant Dir., Staff
Ex. 1.0, 49:1110 - 51:1149) and full public disclosure of affiliates (Salant Dir., Staff
Ex. 1.0, 81:1827 - 83:1872);

Tranche sizes and duration — The CPP Auction proposal specifies a tranche size
corresponding to approximately 100 MW of peak load, with no product-specific
reduction of volume in cases in which one or more products may be undersubscribed.
Dr. Salant suggests that a much smaller tranche size, 2 MW, is more appropriate, and
that a fixed rule be applied to shift auction volume from undersubscribed products to
oversubscribed products (Salant Dir., Staff Ex. 1.0, 52:1168 - 57:1286);

Load caps — The CPP Auction proposal specifies an auction-specific load cap of 50
percent. Dr. Salant suggests a load cap in the range of 25 to 35 percent (Salant Dir.,
Staff Ex. 1.0, 64:1456-1458); and

Discretion of the Auction Manager — The CPP Auction proposal provides for some
discretion for the Auction Manager in setting certain auction parameters, such as
price decrements and timing of rounds. Dr. Salant suggests that the Auction

Manager’s discretion “should be either limited or entirely removed” and argues for
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automated rather than manual calculations, and ICC Staff and Auction Monitor

control over the auction implementation (Salant Dir., Staff Ex. 1.0, 9:197-198,

70:1587 - 71:1602, 76:1709-1714, 83:1876 - 85:1935).
These points raised by Dr. Salant involve important details related to the CPP Auction
proposal. Dr. Salant’s suggestions have been considered by ComEd, with several of the
suggested modifications addressed in ComEd’s rebuttal testimony (McNeil Rebuttal,
ComEd Ex. 10.0). However, it is important to recognize that these details reflect
differences in opinion regarding the proper design of the CPP Auction for ComEd; they
do not involve missing details necessary for the ICC to evaluate the CPP Auction

proposal.

Are there other examples in Dr. Salant’s testimony that concern themselves only

with suggested modifications to auction parameters or auction rules?

Appendix 2.0 of Dr. Salant’s testimony is intended to “identify missing details” that need

to be addressed to evaluate the CPP Auction proposal (Salant Dir., Staff Ex. 1.0,

Appendix 2.0, 1:6-10). Several of the items listed, however, are suggestions regarding the

auction design or rules, not missing details, including the following:

e Simplify the complexity of the proposed switching and exit bid rules through small
bid decrements and short rounds (item 15, Salant Dir., Staff Ex. 1.0, Appendix 2.0,
3:57-60);

e Grant requests for switches when there are offsetting switches to products for which
withdrawals are requested (item 16, Salant Dir., Staff Ex. 1.0, Appendix 2.0, 3:61-

66);
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e Inform bidders of the provisional allocation of tranches as soon as the auction closes
and before an official decision comes from the ICC (item 25, Salant Dir., Staff Ex.
1.0, Appendix 2.0, 5:93-96); and

e Require bidders to disclose all agreements that would prevent them from meeting the
disclosure and affiliate requirements (item 27, Salant Dir., Staff Ex. 1.0, Appendix
2.0, 5:99-102).

These suggestions should be considered by the Auction Manager but do not need to be

resolved in order to evaluate or approve the CPP Auction proposal.

Please provide examples of other areas identified in Dr. Salant’s testimony with
respect to the CPP Auction proposal in which he states that information is
incomplete or details are missing.

Dr. Salant’s testimony identifies several areas where he claims that information required
to evaluate the CPP Auction proposal is incomplete or details are missing. For many of
the areas highlighted by Dr. Salant in Appendix 2.0 of his testimony it would be
premature to provide details at this time either because they require resolution or
approval of other aspects of the CPP Auction proposal, or because it is more appropriate
that they be fully specified closer to the auction date. They are not essential to evaluating
the CPP Auction proposal, and can be addressed by the Auction Manager prior to the
auction, in consultation with the ICC Staff and the Auction Monitor. These include the
following:

e Auction calendar (item 1, Salant Dir., Staff Ex. 1.0, Appendix 2.0, 1:14);

e Bidder information packet (item 2, Salant Dir., Staff Ex. 1.0, Appendix 2.0, 1:15);
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Auction management manual (item 3, Salant Dir., Staff Ex. 1.0, Appendix 2.0, 1:16-
17);

Timeline for information available to the ICC Staff and Auction Monitor (item 4,
Salant Dir., Staff Ex. 1.0, Appendix 2.0, 1:18-22);

Mechanism for bidding (item 5, Salant Dir., Staff Ex. 1.0, Appendix 2.0, 2:23-27);
Testing protocols for bidding (item 6, Salant Dir., Staff Ex. 1.0, Appendix 2.0, 2:28-
32);

Schedule for release of data to bidders (item 7, Salant Dir., Staff Ex. 1.0, Appendix
2.0, 2:33-35);

Schedule for release of information related to how auction prices are translated into
the commodity supply portion of customer rates (item 8, Salant Dir., Staff Ex. 1.0,
Appendix 2.0, 2:37-39);

Specification of how charges for ancillary services are determined (item 9, Salant
Dir., Staff Ex. 1.0, Appendix 2.0, 2:40-42);

Specification of the mechanism for nominating FTRs (item 10, Salant Dir., Staff Ex.
1.0, Appendix 2.0, 2:43);

Recess or extension determination (item 23, Salant Dir., Staff Ex. 1.0, Appendix 2.0,
5:88-90);

Criteria to determine action if bidder cannot make required certifications (item 28,
Salant Dir., Staff Ex. 1.0, Appendix 2.0, 5:103-104); and

Contingency plans in the event that the Auction Manager or Auction Monitor is
unable to perform its duties (item 30, Salant Dir., Staff Ex. 1.0, Appendix 2.0, 6:109-

111).
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Q. Are there any specific areas of the CPP Auction proposal where clarification would

be helpful in order for the ICC to approve it?

A. Yes. There are a limited number of areas in the CPP Auction proposal for which

clarification of rules or processes are appropriate (some of which have been identified in

Dr. Salant’s testimony). These have been addressed in ComEd rebuttal testimony as

indicated below, including:

(1) Auction management roles and responsibilities — Dr. Salant states in his testimony
that “The ICC Staff and the Auction Monitor should manage the actual auction”
(Salant Dir., Staff Ex. 1.0, 8:184-185); “the ICC staff and the Auction Monitor should
have ultimate authority over the decision to adjust auction volume” (Salant Dir., Staff
Ex. 1.0, 85:1923-1924); “during the actual auction, however, the Auction Manager
should be an observer” (Salant Dir., Staff Ex. 1.0, 9:189-190); “ICC Staff and the
Auction Manager [should] have final say on when rounds start or end, on price
decrements, and on volume adjustments” (Salant Dir., Staff Ex. 1.0, 9:192-194); and
“ICC staff in consultation with its Auction Monitor should be able to make any
discretionary decisions during the auction that could potentially bias the auction
outcome” (Salant Dir., Staff Ex. 1.0, 88:1985-1987).

While | disagree with Dr. Salant’s suggestions regarding auction management
for reasons explained later in my testimony, it is important that ComEd clarify the
specific roles and responsibilities of the Auction Manager, ComEd, the ICC, the ICC
Staff and the Auction Monitor in relation to specific components of the auction. This
clarification is provided in the rebuttal testimony of Dr. LaCasse, (LaCasse Rebulttal,

ComEd Ex. 11.6). In addition, to reinforce the independence of the Auction
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)

(3)

Manager, and mitigate perceived sources of conflicts, ComEd, in consultation with
the Auction Manager, the ICC Staff and the Auction Monitor, should develop a
communications protocol for interactions among these entities, bidders (including
ComEd affiliates), and other stakeholders. A description of the communications
protocol is given in the rebuttal testimony of Dr. LaCasse (LaCasse Rebuttal, ComEd
Ex. 11.0, Section 5) which provides the basis for a more detailed communication
protocol that should be formalized prior to the auction.

Information to monitor and evaluate the auction — Dr. Salant suggests that details
about the information that will be provided to the ICC, the ICC Staff and Auction
Monitor for evaluating the auction outcome are incomplete (Salant Dir., Staff Ex. 1.0,
89:2004 - 91:2064). It is important to clarify the type of information that will be
provided to the ICC, ICC Staff and Auction Monitor during and after the auction,
including the criteria that will be used to evaluate the outcome and competitiveness of
the auction. A detailed description of the information to be provided in the Auction
Manager report to the ICC Staff, and the ICC Staff report to the ICC, and used to
evaluate the auction outcome are provided in rebuttal testimony of Mr. McNeil
(McNeil Rebuttal, ComEd Ex. 10.1 to 10.2). With ICC approval of these criteria for
evaluating the auction, 48 hours should be a sufficient amount of time for the ICC to
review the auction evaluation report of the ICC Staff and Auction Monitor and
approve the auction.

Auction rules or processes — In rebuttal testimony and responses to data requests,
ComEd has clarified certain items related to the auction rules, including many of

those listed in Appendix 2.0 of Dr. Salant’s testimony (Salant Dir., Staff Ex. 1.0,
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Appendix 2.0), i.e. those not previously identified as being premature to clarify at this
time or suggested modifications of the auction rules. Exhibit 12.4 provides references
to the specific clarifications in ComEd’s rebuttal testimony.
These three areas of clarification generally follow those in Attachments A, B and C of the
NJ BPU order approving the first NJ BGS auction in 2002.*° Together with the
clarifications that have been addressed in ComEd rebuttal testimony, | believe that the
CPP Auction rules and procedures provide sufficient detail to allow the ICC to fully

evaluate and approve the CPP Auction proposal.

Q. Are there any other areas that you would like to comment where Dr. Salant suggests

that the CPP Auction proposal is incomplete or that there is missing detail?

A. Yes. In his testimony, Dr. Salant recommends that there be specific post-auction review

of such things as pre-auction promotion and information dissemination (Salant Dir., Staff
Ex. 1.0, 91:2068 - 92:2071). In fact, the CPP Auction proposal provides for a “process
improvement workshop” that would address such aspects of the auction to provide
feedback for future CPP Auctions (McNeil Dir., ComEd Ex. 3.0, 44:964 - 45:980,

63:1373-1376).

Q. Is there evidence from other auctions that the CPP Auction proposal can be

evaluated, and can be successfully implemented?

A. As noted in my testimony above, in 2001 the NJ BPU evaluated and approved the NJ

EDCs’ BGS auction proposal with limited modifications. This proposal was comparable

in detail to ComEd’s CPP Auction proposal, as illustrated in Exhibit 12.3 to my

¥ Decision and Order, I/M/O The Provision of Basic Generation Service Pursuant To The Electric Discount And Competition Act,
N.J.S.A. 48:3-49 et seq., State of New Jersey Board of Public Utilities Docket No. EX01050303, EO01100654, EO01100655, EO01100656 and
EO001100657, December 10, 2001.
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testimony. Further, the objectives of the NJ BGS auctions are similar to the objectives of
the CPP Auction process in Illinois. The NJ BGS auctions generally have been viewed as
successful, and constitute a “best practice” standard that the ICC should consider. |
believe that a process similar to the one used to approve the BGS auctions in New Jersey
can be applied in the case of the CPP Auction proposal, and that the auction can be

successfully implemented.

Is there sufficient time for the ICC to review and evaluate the CPP Auction proposal
so that it can be implemented in time for meeting the January 2007 timeframe for
supplying eligible CPP customers?

Yes. It is important that there be sufficient time for each component of the auction
process, in order to maximize participation and achieve the objective of obtaining the
lowest-cost, reliable electricity supply to serve ComEd’s customers that are eligible for
CPP service. Exhibit 12.5 to my testimony compares the timelines associated with the
procurement processes in Illinois and the first New Jersey BGS auction in 2002. This
exhibit is intended to demonstrate that there is sufficient time for the ICC to review,

evaluate and approve the CPP Auction proposal.
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DISCRETION OF THE AUCTION MANAGER

Do you agree with the assertion in Dr. Salant’s testimony that the discretion of the
Auction Manager as specified in the CPP Auction proposal should be either limited
or entirely removed (Salant Dir., Staff Ex. 1.0, 9:195-198)?

No. In my opinion a certain degree of discretion is beneficial and the level that is
proposed is preferable to rules that would prevent the Auction Manager from mitigating
the impact of unforeseen developments during the course of the auction. In some cases,
it may be possible to provide bidders with guidelines or formulas that would be used to
set certain auction parameters, while indicating that the Auction Manager may override

them in rare situations.

In what areas does the CPP Auction proposal allow for judgment of the Auction
Manager in decision making during the course of the auction?

There are four areas in the CPP Auction proposal that would allow for some judgment
with respect to the management of the auction:

(1) Volume adjustments;

(2) Price decrements;

(3) Timing of rounds (bidding, calculating, and reporting phases), and pauses; and

(4) Violations of auction rules and sanctions of bidders.

Please explain the trade-offs between allowing some judgment for the Auction
Manager, and specifying fixed or formulaic rules that cannot be overridden by the
Auction Manager under any circumstances.

The main benefit of allowing some judgment for the Auction Manager is that the Auction

Manager may be able to mitigate the impact of unforeseen events during the auction (that
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could result in the auction outcome being sub-optimal or possibly rejected by the ICC),
which otherwise would not be possible. For example, in the 2002 NJ BGS Auction, the
Auction Manager’s judgment was exercised to accelerate the pace of the auction.?’ The
disadvantage is that allowing such judgment creates some incremental uncertainty for
bidders over fixed or formulaic rules, and may result in the auction taking longer to
complete. The main cost of specifying fixed rules, i.e., not allowing any judgment for the
Auction Manager, is the potential that a sub-optimal outcome could result from the
Auction Manager not being able to mitigate unforeseeable developments in the auction.
The benefit of fixed rules is that there is incrementally less uncertainty for bidders, and

the possibility that the auction could be completed faster.

Is the degree of judgment of the Auction Manager in setting auction parameters as
specified in the CPP Auction proposal appropriate?

Yes. While | believe that the degree of judgment of the Auction Manager as specified in
the CPP Auction proposal is appropriate, clarifications in the rebuttal testimony of Dr.
LaCasse with respect to volume adjustments and price decrements will serve to make
these parameters formulaic and allow no discretion with respect to these parameters
(LaCasse Rebuttal, ComEd Ex. 11.0, Section 5). | believe that the authority that would

remain with the Auction Manager is appropriate.

2 post-Auction Report of the New Jersey Utilities’ Basic Generation Service (BGS) Auction Process, Final Report, Charles River
Associates, CRA Project D03231-00, April 8, 2002; “Several bidders complained that the initial rounds were too slow. The Auction Manager
proposed to us that the bid decrement formula be over-ridden and we agreed (2002, 13).”
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Do you agree with the testimony of Dr. Salant that the level of discretion of the
Auction Manager provided for in the CPP Auction proposal in setting the timing of
rounds will result in bidders being “provided with more time than is necessary to
submit bids in each round” (Salant Dir., Staff Ex. 1.0, 73:1651-1653) and a much
longer auction duration?

No. Dr. Salant provides no evidence or analysis to support his assertion that the proposed
CPP Auction will take longer than a week (Salant Dir., Staff Ex. 1.0, 71:1609-1611). His
statements assume that decisions about the timing of rounds would be consistent with
those made in previous auctions conducted by the proposed Auction Manager. However,
calculating the volume adjustments and price decrements with fixed rules, as clarified in
the rebuttal testimony of Dr. LaCasse, would likely reduce the auction duration relative to
SDCA implementations in other jurisdictions, for example, the NJ BGS auctions. In
addition, the Auction Manager in consultation with the ICC Staff and the Auction
Monitor should continue to explore ways to reduce the auction duration without
compromising the reliability of the process, or the time needed by bidders to evaluate
information during the course of the auction. ComEd’s proposed process improvement
workshop is one forum where these suggestions can be raised by other parties.

While there are some advantages to completing the auction more quickly, completing
the auction in one day should not be an objective in and of itself, i.e., it is not obvious
that faster is always better. Bidders need sufficient time between rounds to evaluate the
results of the previous round and possibly revise their bidding strategies as appropriate.
Dr. Salant’s position on these issues seems to be supported mainly by his particular set of

experiences. He states in his testimony that “I have been on-site advising bidders in over
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a dozen auctions. A significant amount of time in those auctions was spent waiting for a
particular round to close and for the results of that round to be announced. I note that if
bidders are provided with an adequate amount of time to prepare in advance of the
auction, they require relatively little time during and between rounds to make decisions”
(Salant Dir., Staff Ex. 1.0, 73:1656-1661). Dr. Salant’s testimony indicates that he has
published extensively on the topic of auctions, has extensive experience designing and
participating in auctions, and is often hired to consult on bidding strategies for auction
participants. Not all bidders will bring such extensive training or experience to the
auction, or devote the resources to support consultants to assist with bidding strategy. In
addition, as a result of information that is revealed during the course of the auction, some
bidders may revise their strategies, possibly requiring additional time for approval of
these strategies. The amount of time that should be devoted to rounds should consider the
resources, expertise and time requirements of the typical bidder, not extremely
experienced ones.

The only data that | am aware of concerning the time required by bidders between
rounds in an SMR descending clock auction for electricity procurement are contained in
the Post-Auction Reports of the NJ BGS Auctions for 2002-2004.2* The relevant sections

are excerpted below:

2 post-Auction Report of the New Jersey Utilities’ Basic Generation Service (BGS) Auction Process, Final Report, Charles River
Associates, CRA Project D03231-00, April 8, 2002; Post-Auction Report of the New Jersey Utilities’ Basic Generation Service Auction
Processes: BGS Supply Period Beginning August 1, 2003, Final Report, Charles River Associates, CRA Project D04053-00, April 8, 2003; Post-
Auction Report of the New Jersey Utilities’ Basic Generation Service Auction Processes: BGS Supply Period Beginning June 1, 2004, Final
Report, Charles River Associates, CRA Project D04054-00, May 4, 2004.
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e 2002 NJ BGS Post-Auction Report: “Was there evidence that bidders felt unduly
rushed during the process? Not that we were aware of. We did not have any
communications with bidders but the Auction Manager did not report any such
evidence. In addition, bidders did not make full use of opportunities they had to delay
the auction (through the use of round extensions and recess requests), contrary to
what one would expect if they were unduly rushed” (13).

“Were there any complaints from bidders about the process? Several bidders
complained that the initial rounds were too slow. The Auction Manager proposed to
us that the bid decrement formula be over-ridden and we agreed” (13).

e 2003 NJ BGS Post-Auction Report: “Was there evidence that bidders felt unduly
rushed during the process? We saw no such evidence. We understand that some
bidders asked for more time to review results during the later rounds of the FP
auction. The Auction Manager agreed to this request and altered the schedule
accordingly” (19).

e 2004 NJ BGS Post-Auction Report: “Was there evidence that bidders felt unduly
rushed during the process? We saw no such evidence. On at least one occasion the
Auction Manager broadcast a question to bidders to gauge their desire to accelerate
the pace of bidding or increase the number of rounds per day, but after reviewing
bidder responses, chose not to undertake these actions. In addition, bidders did not
make full use of opportunities they had to delay the auction (through the use of round
extensions and recess requests), contrary to what one would expect if they were
unduly rushed” (16).

“Were there any complaints from bidders about the process that CRA believed were
legitimate? We are not aware of any bidder complaints, aside from some unhappiness
over the number of days it took to complete the bidding” (16).

These Post-Auction Reports indicate that not all bidders viewed the duration of the
auction as a problem. To the extent that some bidders needed the allotted time to
formulate their bid strategies, the decisions affecting the duration of the rounds and the

total auction duration should be considered reasonable.

Q. Is it appropriate for the Auction Manager to have authority over certain aspects of

the auction management, as outlined in the CPP Auction proposal, or should such

authority be vested with the ICC Staff, the Auction Monitor or some other entity?

A. My opinion is that the authority for setting auction parameters, to the extent there is a

need for exercising such authority, should be vested with the Auction Manager. The role

of the ICC Staff and the Auction Monitor should be to review and monitor the auction
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VI.

planning and implementation, and provide advice to the Auction Manager during both the
planning and implementation, as well as to make a recommendation to the ICC regarding
approval of the auction outcome. | elaborate on this topic in the following section on

Management of the CPP Auction.

MANAGEMENT OF THE CPP AUCTION

Do you agree with Dr. Salant’s testimony that “the ICC Staff and the Auction
Monitor should manage the actual auction” (Salant Dir., Staff Ex. 1.0, 8:184-185),
and that “during the actual auction, however, the Auction Manager should be an
observer” (Salant Dir., Staff Ex. 1.0, 9:189-190)?

No. | believe that it would inappropriate to have one entity, the Auction Manager, be
responsible for planning the auction, communicating information to bidders, evaluating
bidders’ creditworthiness, and preparing the software and systems to be used in the
auction, and to have another entity manage the auction implementation. Dividing
responsibility for different aspects of the auction (i.e., planning vs. implementation)
leaves neither party ultimately responsible for the outcome. To the extent that there is
any need for discretion in the management of the CPP Auction, it should be vested with
the Auction Manager. Furthermore, empowering the ICC Staff and Auction Monitor
with a role in running the auction is fundamentally at odds with the purpose of an
independent monitor — to review and monitor the auction process, to verify that the
auction is implemented in compliance with the ICC approved process, and to make an
independent recommendation to the ICC with respect to approval of the auction outcome.
If the ICC Staff and Auction Monitor have a role in managing the auction, there is no

independent entity serving as reviewer and monitor.
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Do you agree with the roles proposed in the CPP Auction proposal for the Auction
Manager, ComEd, the ICC, the ICC Staff and the Auction Monitor?

Yes. | am in agreement with the roles proposed by ComEd for the Auction Manager,
ComEd, the ICC, the ICC Staff and the Auction Monitor in the CPP Auction proposal
(LaCasse Dir., ComEd Ex. 4.0, 51:1196 - 53:1258) and further clarified in the rebuttal

testimony of Dr. LaCasse, (LaCasse Rebuttal, ComEd Ex. 11.6).

Have there been successful auctions of Basic Generation Service in other states that
have defined the roles of these parties consistently with the CPP Auction proposal?

Yes. The four New Jersey BGS Auctions conducted between 2002 and 2005 have
successfully used the same approach to auction management as contained in the CPP
Auction proposal with respect to the roles of the utilities, the Auction Manager, the
regulatory agency and its staff, and the Auction Monitor. Based on my involvement with
the process in the 2002 NJ BGS auction, | believe that roles and responsibilities outlined
in the CPP Auction proposal are appropriate, and the approach described is preferred over
that suggested by Dr. Salant, for the reasons outlined above. Furthermore, 1 am not
aware of other auctions in the electric power industry wherein the recommendations

made by Dr. Salant with respect to the CPP Auction proposal have been used.

Should the ICC authorize review and monitoring of the auction planning and
implementation by parties other than the ICC Staff and the Auction Monitor?

No. The ICC Staff have a responsibility to protect the interests of electricity consumers
in Illinois along with the authority to approve, review and evaluate the CPP Auction
process to ensure that it is implemented in accordance with approved auction rules and

procedures, so as to obtain reliable electricity supply at the lowest rates possible for

Docket 05-0159 Page 31 of 45 ComEd Ex. 12.0



667

668

669

670

671

672

673

674

675

676

677

678

679

680

681

682

683

684

685

686

687

688

VII.

ComEd customers in Illinois who are eligible for CPP service. Furthermore, the CPP
Auction proposal provides for an outside advisor to the ICC Staff, the Auction Monitor,
with expertise in planning and implementing auctions. Involving other parties in this
review process unnecessarily complicates auction planning, implementation, monitoring
and review, and can only decrease the confidence of bidders that the auction outcome
will be approved, and increase the potential for unauthorized release of sensitive or
confidential information that could compromise the auction outcome. In addition, after
careful consideration of these issues and alternative approaches, the NJ BPU Staff and its
advisor have served as the sole independent monitor in the successful NJ BGS auctions.
For these reasons, I would not support the involvement of a Consumer Observer as
proposed in the testimony of William Steinhurst (Steinhurst Dir., CUB-CCSAO Ex. 2.0,

35:786 - 40:922).

INDEPENDENCE OF THE AUCTION MANAGER

Please comment on Dr. Salant’s testimony that “there are some potential conflicts of
interest with a utility-appointed Auction Manager” (Salant Dir., Staff Ex. 1.0,
86:1940-1941).

There are many sources of perceived conflicts of interest, which, if not handled properly,
may undermine the auction. It is critical to mitigate these sources of perceived conflict
and there are two important ways that this can be accomplished to assure bidders that
affiliates of ComEd will not be treated any differently than other bidders, have access to
information that other bidders do not have access to, or have such access earlier than

other bidders:
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(1) Review and monitoring by ICC Staff and Auction Monitor — the CPP Auction
proposal calls for the independent review and monitoring of the auction planning and
implementation by the ICC Staff and the Auction Monitor. Having the ICC Staff and
the Auction Monitor closely involved with the auction planning in this review and
monitoring capacity adds credibility to the process and mitigates the perception of
conflicts.

(2) Communication protocols — In my testimony above, | recommend that
communication protocols be developed to specify the types of communication that
are appropriate among various parties involved in the auction, including ComEd,
ComEd’s affiliates, the Auction Manager, ICC Staff, the Auction Monitor, bidders
and other stakeholders. These communication protocols should be clearly defined and
should be consistent with existing standards for communications between ComEd and
its affiliates. A description of the communications protocols is contained in the
rebuttal testimony of Dr. LaCasse (LaCasse Rebuttal, ComEd Ex. 11.0, Section 5),
and more detailed protocols identifying specific individuals and the information that
they may have access to should be developed in consultation with the ICC Staff and
Auction Monitor, and should be considered confidential. Violations of the protocols
should result in sanctions.

Together, these two provisions will serve to limit the potential for, and perception of,

conflicts in the auction process and implementation. The measures outlined above also

will serve to mitigate other possible sources of conflict of interest separate from those
that may be related to the independence of the Auction Manager, such as affiliate abuse,

or inappropriate sharing of confidential or sensitive information by any party involved in
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the auction. In addition, the auction rules, confidentiality restrictions contained in
auction participation agreements, and FERC regulations governing interactions between
regulated utilities and unregulated affiliates? all serve to inform bidders and others of the
legal and regulatory obligations regarding sharing of confidential information, bidding
behavior and other restrictions. Ultimately violations of these restrictions could result in
sanctions against bidders, and other state and federal laws apply to protect against
criminal or fraudulent activity. In light of the many criteria for selecting the Auction
Manager, the most effective way to address potential conflicts is to provide for measures,
such as independent monitoring and clear communication protocols, which govern

certain interactions and serve to mitigate the potential for, and perception of, conflicts.

In what ways have bidders been assured of the independence of the Auction
Manager in other jurisdictions?

In addition to the review and monitoring of the NJ BPU Staff and the Auction Monitor
(Board Advisor), starting with the 2003 NJ BGS auction, communication protocols
governing the interaction between the utilities and bidders (including affiliates) have been
instituted. The protocols identify the individuals within the utility who can communicate

with the Auction Manager and bidders during the auction planning and implementation.

2 See, eg., 16 USC 824(m); and FERC, How to Get Market Based Rate Authority, pages 9-11. Available at
http://www.ferc.gov/industries/electric/gen-info/how-to-pm.pdf. Accessed on June 29, 2005.
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VIII.

Do you have any direct experience or observation with respect to the independence
of ComEd’s proposed Auction Manager, Dr. LaCasse and other NERA staff, in the
course of auction planning or implementation?

As manager of the assignment to assist the NJ BPU, as Board Advisor to the 2002 NJ
BGS Auction, | interacted with NERA staff and Dr. LaCasse who served as Auction
Manager. | found NERA staff, including Dr. LaCasse, to have treated all bidders equally,
and to have worked collaboratively with the BPU, BPU Staff and Board Advisor. Based
on information contained in the Post-Auction Reports of the NJ BGS Auctions for 2002-
2004,% the only public sources of information that | am aware of on this issue, there have
not been any indications of violations of communication protocols or Auction Manager

bias toward any particular bidders.

SUGGESTED MODIFICATIONS TO THE CPP AUCTION RULES, PROCESS
AND MANAGEMENT

Do you agree with Dr. Salant’s suggestion for conducting one simultaneous auction
for ComEd’s CPP-A/CPP-B and CPP-H products, with switching allowed between
ComEd’s CPP-A/CPP-B and CPP-H products (Salant Dir., Staff Ex. 1.0, 32:713-
715)?

No. While there may be benefits to allowing switching between the CPP-A/CPP-B and
CPP-H products, the potential benefits are likely to be small and it is not clear whether
the benefits would outweigh the additional cost, complexity and potential for strategic

bidding behavior that may be detrimental to the auction.

% post-Auction Report of the New Jersey Utilities” Basic Generation Service (BGS) Auction Process, Final Report, Charles River
Associates, CRA Project D03231-00, April 8, 2002; Post-Auction Report of the New Jersey Utilities’ Basic Generation Service Auction
Processes: BGS Supply Period Beginning August 1, 2003, Final Report, Charles River Associates, CRA Project D04053-00, April 8, 2003; Post-
Auction Report of the New Jersey Utilities’ Basic Generation Service Auction Processes: BGS Supply Period Beginning June 1, 2004, Final
Report, Charles River Associates, CRA Project D04054-00, May 4, 2004.
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Switching between products is advantageous when the products are sufficiently
similar that they are considered to be substitutable or complementary by some bidders,
and hence the price of one product has a significant impact on the price of another
product. This is likely not the case here. The reason that products are unlikely to be
considered substitutes or complements, and hence the prices of the CPP-A/CPP-B
products would be independent of the price of the CPP-H product, relates to how the
energy component is priced. The price determined at auction of the fixed-price products
includes payment for the energy component of the full-service product, while the price
determined at auction for the hourly product does not. Therefore, the largest determinant
of the CPP-A/CPP-B auction price, energy, is entirely missing from price of the CPP-H
product (and the bidder has the option of selling energy on the spot market outside of the
auction), leaving only the other portions of the full-service product common to both the
hourly and fixed-price products. Consequently, the only opportunity for arbitrage
between the hourly and fixed-price products is in the non-energy component which
comprises a small portion of the full-service product. It is not clear whether bidders
would be interested in actively arbitraging the non-energy component of the full-service
product across the fixed-price and hourly markets.

Contrary to Dr. Salant’s assertion, the costs of allowing switching across the
hourly and fixed-price products could be significant. One cost would be the added
complexity of the auction. To allow switching between the products, the auction rules
would have to specify how auction eligibility is translated between the hourly and fixed-
price products (an important detail left out of Dr. Salant’s testimony). For example,

when a bidder switches from offering one tranche of the CPP-A product to offering one
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tranche of the CPP-H product, the rules must specify either that the two products
represent the same amount of eligibility or that a tranche of the CPP-H product represents
some fraction of the eligibility of a tranche of the CPP-A product. Given the significant
difference in the composition of the hourly and fixed-price products, it is not obvious
how the relative eligibility of the two types of products should be set.

Another cost of allowing switching is that it would create an opportunity for
strategic bidding behavior that does not exist with separate auctions. As just one
example, a bidder might be able to bid for one product, say a CPP-H product, in the
initial stages of the auction when the bidder is really interested in another product, say
one of the CPP-B product. By not bidding on the CPP-B product early in the auction, a
bidder can send a false signal about overall interest in the product. This misleading level
of interest could induce bidders that are actively bidding on the CPP-B product to reduce
their eligibility more quickly than they otherwise would. The first bidder could then take
advantage of this situation by switching to the CPP-B product later in the auction when
the other CPP-B bidders are less able to react to the first bidder’s interest in the CPP-B
product. Any strategic behavior, including the example described, entails risks and may
or may not be pursued by any bidder. The point, however, is that allowing switching
between the hourly and fixed-price products opens the door to increased strategic bidding
behavior that may be detrimental to the auction. That increased strategic behavior comes
with a potential cost to the auction, as it may result in the auction not obtaining the lowest
prices.

I believe that it is unlikely that the potential benefits from having a single auction

for ComEd’s CPP-A/CPP-B and CPP-H products, which would allow switching between
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the fixed-price and hourly products, outweigh the costs associated with the added

complexity and potential for bidding behavior that may be detrimental to the auction.

Would you be in favor of conducting a simultaneous auction for ComEd fixed price
products (CPP-A/CPP-B) and Ameren fixed-price products (BGS-FP), with
switching allowed during the auction, and a separate, simultaneous auction for the
ComEd hourly product (CPP-H) and Ameren hourly product (BGS-LRTP) with
switching allowed during the auction, if issues related to the PJM/MISO
interconnection could be resolved?

Yes. Assuming that it is feasible for bidders to arrange to economically acquire the
components of the full service product across the 1ISO seam without incurring significant
additional risk, auctioning the fixed-price products of the two utilities simultaneously,
with switching allowed between the two utilities’ fixed-price products, would be
desirable because it would have the potential to lower the costs of electric supply for one
or both of the utilities. As explained in my testimony above, the advantage of allowing
switching between the CPP fixed-price products is that bidders can arbitrage price
differences between the products during the auction. For example, bidders may do this
by switching some of their offered supply from a lower-priced product to a higher-priced
product during the auction. Overall cost of electric supply is expected to decrease
because the overall efficiency of total supply is expected to increase. Assuming that some
suppliers could economically arrange to supply power to both regions, allowing such
switching will increase the opportunities for arbitrage and, consequently, overall

efficiency of the CPP auction process.
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Similarly, assuming issues related to the PIM/MISO interconnection could be
resolved, there may be opportunities for some bidders to arbitrage between the ComEd
and Ameren hourly products. Allowing switching between the two utilities hourly
products during the auction would then lead to a more economically efficient outcome
than would be the case with no switching. For reasons identified in the response to the
previous question, however, |1 would not be in favor of a simultaneous auction of all four
product types, i.e., Com Ed’s fixed price and hourly products, and Ameren’s fixed price
and hourly products, with switching between all four product types during the course of

the auction.

Please explain the approach proposed by Dr. Laffer that he refers to as “pay-as-bid”
pricing (Laffer Dir., BOMA Ex. 1.0).

Dr. Laffer proposes a significant revision to the CPP Auction proposal. As in the CPP
Auction proposal, in each round of the auction, bidders indicate the number of tranches
that they are offering to supply at the “clock” price. However, instead of ending the
auction when the clock is reduced to the point at which the total number of tranches
offered is equal to the number of tranches sought in the auction, as in the CPP Auction
proposal, Dr. Laffer suggests that the auction continue with additional reductions in the
clock price until the price drops to a point at which no bidders offer to supply any
tranches. To encourage bidders to continue to bid past the point where the total number
of tranches bid is equal to the total number of tranches sought in the auction, Dr. Laffer
suggests not providing the bidders with any information about the aggregate number of
tranches bid at any given price, i.e., no information would be provided to bidders in the

reporting phase of the auction other than the price decrement and the resulting clock price
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in the next round. In Dr. Laffer’s view, limiting information disclosure is required to
increase the likelihood that bidders will bid according to their marginal costs (and
presumably below their estimate of the market clearing price). Dr. Laffer then suggests
paying bidders what they bid instead of a market clearing price, i.e., the price on the
clock when the number of tranches bid is equal to the total number of tranches sought in
the auction. He claims that this approach will reduce electric supply costs by the amount
of the difference between the market clearing price and the bidders’ actual bids.

Although Dr. Laffer’s suggested changes to the CPP Auction process nominally
retain the multi-round auction format, the approach is functionally equivalent to a sealed
bid, pay-as-bid auction, wherein bidders submit one supply schedule.* In fact,
implementing Dr. Laffer’s approach as a descending clock auction would be unnecessary
because, unlike an SMR auction, bidders do not learn anything during the auction that
would inform their bids from round to round, and there is no demand constraint to
promote competition.?® In Dr. Laffer’s approach, the bids could all be submitted at once
by each bidder and there is no need for a series of rounds in which the clock price ticks
down. Bidders know that if they are successful in the auction, they will sell the amount
they offer at the lowest price, and the incremental amount they offer at the next higher
price increment (if it is accepted), and so on to the maximum price accepted. For

example, suppose that in the CPP Auction approach a bidder would be prepared to bid 7

2 Dr. Laffer views his suggestions as a modification of the CPP Auction proposal, not an alternative auction methodology. (See, BOMA’s
response to ComEd-BOMA 2.03.) Nevertheless, his suggested changes drastically alter the auction, creating one that is comparable to a sealed
bid, pay-as-bid auction, as the only information revealed during the auction is the price at each ‘clock tick'. (See BOMA's response to ComEd-
BOMA 2.08.)

% pay-as-bid pricing in Prof. Laffer’s suggested approach is fundamentally different from an SMR auction wherein information is made
available to bidders and there is price discovery as the auction progresses. In a clock auction with price discovery, all winning bids will have the
same bid price and the uniform price will equal the pay-as-bid price, except for possibly any rationed bids. Even if the auction involves bidding a
supply schedule, price discovery over the course of several rounds will result in small differences between uniform, or market clearing prices, and
the actual prices bid for winning bids. A pay-as-bid approach in an auction with price discovery is described in “Auction Design for Standard
Offer Service,” Peter Cramton, Andrew Parece and Robert Wilson, Working Paper, University of Maryland, September 1997. (Exhibit 12.2)

Docket 05-0159 Page 40 of 45 ComEd Ex. 12.0



860

861

862

863

864

865

866

867

868

869

870

871

872

873

874

875

876

877

878

879

880

tranches at 6¢ per kWh, 3 tranches at 5¢ per kWh, and 1 tranche at 4¢ per kWh as the
clock ticks down. In Dr. Laffer’s approach this bidder could simply submit a bid
schedule offering 1 tranche at 4¢ per KkWh, 2 tranches at 5¢ kWh, and 4 tranches at 6¢ per
kWh without the need for rounds to reduce the price (no individual bidder will win a
higher priced tranche without first winning the lower priced tranche at the price bid). As
explained in the next question, the bidder also would likely add a premium to its bid (i.e.,
reduce its quantity bid at each price) under Dr. Laffer’s approach to account for the fact
that the bidder has no information about other bidders’ valuations, as it would in the CPP

Auction approach.

Do you believe that the suggestion by Dr. Laffer to use “pay-as-bid” pricing rather
than uniform pricing in the CPP Auction will result in lower electricity supply costs
than the approach proposed by ComEd (Laffer Dir., BOMA EXx. 1.0, 2:24-25)?
No. | believe that Dr. Laffer’s suggestion would lead to higher electric supply costs than
the CPP Auction proposal.

Bidders in a reverse auction such as the CPP Auction want to receive the best
(i.e., highest) price they can. Therefore, absent market power, an auction participant’s
bid will be just low enough to win, so long as the bid is high enough to cover the bidder’s
marginal costs. It is unlikely that bids would be the same in the auction proposed by Dr.
Laffer and the one proposed by ComEd. In a sealed bid, pay-as-bid auction, each bidder
must form an expectation about the level of bids that it must beat to win. Uncertainty

about what other bidders will bid leads each bidder to adjust its bid — in this case, to offer
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a price higher than it otherwise might to avoid underpricing the product that it is selling.?®
Recognizing this disincentive to be willing to place bids at marginal costs, and the
potential for lower economic efficiency as a result of this uncertainty, Nobel Prize
winning economist William Vickrey proposed an auction format that creates incentives
for bidders to bid at their costs and have the winners pay the price set by the marginal
losing bidder.?” The SMR auction format is designed to have many of the beneficial
properties of the Vickrey auction.?®

The advantages of open or multi-round auctions that determine a market clearing
price as compared with sealed bid, pay-as-bid auctions are well established.”® A multi-
round auction, such as the CPP Auction, has two distinct advantages over a sealed bid,
pay-as-bid auction which is equivalent to what is proposed by Dr. Laffer. The first is that
the multiple rounds allow for a process of price discovery among bidders, much as in an
“open” auction where the auctioneer calls out a price. Price discovery is valuable when
the item(s) in an auction have a ‘common value’ component for all of the bidders, as is
the case for the full service product sold in the CPP Auction because each bidder has a
common opportunity cost if it is not successful in the auction. Observing other bidders’
behavior during the auction (for example, how excess supply is reduced as the price ticks
down) allows each bidder to confirm or adjust its expectations, avoid overbidding, and

thus reduces the need to shave their bids. The second advantage of the SMR auction

% This is known as the winner’s curse — a situation in which the winner of an auction is the bidder with the most optimistic expectations
(and, thus, likely overly optimistic expectations) about value and, therefore, regrets having won. Hal R. Varian, Intermediate Microeconomics,
Sixth Edition, W.W. Norton & Company, 2003, p. 317.

21 william Vickrey, “Counterspeculation, Auctions, and Competitive Sealed Tenders,” The Journal of Finance, Vol. XVI, No. 1, March,
1961, pp. 8-37.

% John McMillan, “Selling Spectrum Rights,” Journal of Economic Perspectives, Vol. 8, No. 3, Summer 1994, pp. 145-162.

® See, e.g., Peter C. Cramton, “The FCC Spectrum Auctions: An Early Assessment,” Journal of Economics and Management Strategy,
Vol. 6, No. 3, 1997, pp. 431-495.
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format over the sealed bid, pay-as-bid format is that it enhances the efficiency of the
process by allowing for arbitrage across similar products.

Dr. Laffer’s suggested auction approach would eliminate virtually all exchange of
information during the auction along with the benefits of price discovery which is
essential to avoid the uncertainty and economic inefficiency of sealed bid, pay-as-bid
auctions. Despite Dr. Laffer’s assertions (Laffer Dir., BOMA Ex. 1.0, 10:232 - 11:242,
12:272-278), under his proposed approach bidders will not be more likely to bid their
marginal costs, and the auction will not be more competitive. One reason is that bidders
have the option to participate in the spot market if they are not winners in the auction, and
this option affects whether they would bid significantly below their estimate of the future
spot market price. Secondly, even without the option of selling in the spot market,
bidders will have little incentive to offer supply at a price below their estimate of the
marginal supply price in the auction because they know they only need to beat that price
to win. Thirdly, without the benefit of price discovery, auction participants will add a
premium to (i.e., increase) their estimate of the marginal supply price to account for
uncertainty and submit bid schedules higher than their marginal costs, leading to
inefficient outcomes. Regardless, bidders have no incentive to reveal the lowest priced
portions of their cost schedules, thus defeating the proposed benefits of the pay-as-bid
format proposed by Dr. Laffer.

For these reasons, | believe it is likely that replacing the SMR auction format with
Dr. Laffer’s pay-as-bid proposal will increase the cost of electric supply for ComEd’s

customers compared with the CPP Auction proposal.
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Q. Have *“pay-as-bid” auctions been used successfully in auctions for competitive
supply procurements such as the CPP in Illinois?

A. No, none that | am aware of. In fact, the New Jersey BPU rejected a proposal for a pay-
as-bid format for auctioning BGS, commenting:

The RPA’s pay-as-bid proposal is opposed by the EDCs as
unfounded in theory (EDCs’ Final Comments at 23) and as
possibly detracting from the current auction process. (Id at 24).
The Board has reviewed the position of the parties in this highly
theoretical debate. From the authorities cited in the comments, it
appears as though the best that could be hoped for from the RPA’s
proposed modification is no net change in the resulting prices, if
bidders act according to the theory. If they do not, auction prices
could actually rise. (Id at 23.) Additionally, the Board is concerned
that the RPA’s position would undermine certain basic auction
principles. In particular, a pay-as—bid rule would result in bidders
being paid different prices for delivering the same product and may
distort the perceived difference between products in the auctions.
The value to bidders of these two features of the current process is
similarly difficult to quantify. What is clear to the Board is that the
first two auctions, following basically similar rules to those
currently proposed by the EDCs, have worked well and produced
results acceptable to the Board. Based on the submissions, the
Board is not persuaded that the RPA’s modifications would
enhance this process. Therefore, the Board APPROVES the
auction rules as proposed by the EDCs.*

Furthermore, Dr. Laffer’s descriptions of other auctions as “pay-as-bid” auctions are
somewhat misleading. Characterizing the FCC spectrum license auctions as pay-as-bid
auctions (Laffer Dir., BOMA Ex. 1.0, 7:143-151) is technically correct, but misleading
because in those auctions typically only one, two, or three licenses of the same bandwidth
for the same geographic area are offered out of the hundreds of items sold. Therefore, the
FCC auctions did not sell many identical items, as is the case with the tranches sold in the

proposed CPP Auction. Dr. Laffer also misrepresents the early electricity supply

®¥Decision and Order, In the Matter of The Provision Of Basic Generation Service For Year Two of the Post-transition period, State
of New Jersey Board of Public Utilities Docket No. EO03050394, October 22, 2003.
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auctions in England and Wales when he characterizes them as “essentially the same as
the approach proposed by ComEd in this case: a uniform, market clearing price” (Laffer
Dir.,, BOMA Ex. 1.0, 8:170-171). Two key differences between the England and Wales
auctions® and the proposed CPP Auction are: (a) the England and Wales auctions set a
market clearing price every half hour in response to real-time demand, whereas, in the
ComEd proposal, a single price would be set for at least one year and up to five years;

and (b) in the England and Wales auctions, there were only two dominant bidders.

Can the ICC evaluate the CPP Auction proposal in light of specific proposed
modifications, and approve the auction?
Yes. | believe that the CPP Auction proposal provides sufficient detail to allow the ICC
to review and evaluate it. With a limited number of clarifications, as outlined in my
testimony, | believe that the ICC should approve the CPP Auction proposal. Such an
approach to approving the CPP Auction proposal would be consistent with how approval
of other utilities’ proposals of SDCAs for procuring standard, or basic generation, service
has been conducted in other states such as New Jersey.

In my opinion, the CPP Auction proposal is the most effective approach for
procuring the lowest cost, reliable source of electricity supply for ComEd’s customers in

Illinois that are eligible for CPP service.

Does this conclude your testimony?

Yes.

% Richard J. Green and David M. Newbery, “Competition in the British Electricity Spot Market,” Journal of Political Economy, 1992,

Vol. 100, No. 5, p. 930.
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