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ILLINOIS COMMERCE COMMISSION
DOCKET NOS. 05-0160, 05-0162, AND
05-0162 (CONSOLIDATED)
REBUTTAL TESTIMONY
OF
DR. CHANTALE LACASSE

1. Introduction, Purpose of Testimony and Structure of Testimony

Q. Please state your name and business address.

A. My name is Chantale LaCasse. My business address is 1166 Avenue of the

Americas, New York, NY 10036.
By whom and in what capacity are you employed?
| am employed by National Economic Research Associates, Inc. (“NERA”) as a
Vice President.
Q. Are you the same Dr. Chantale LaCasse that previously filed direct

testimony in this proceeding?

A. Yes, | am.

What is the purpose of your rebuttal testimony?

The purpose of my rebuttal testimony is to evaluate and consider the testimony of
Illinois Commerce Commission Staff (“ICC Staff” or “Staff””) and intervenors on
various design aspects of the Auction Process as proposed by the Ameren
Companies (“Ameren”). The failure to address any point in my testimony does
not represent a concession by Ameren with respect to any point.

What conclusions do you reach in your rebuttal testimony?

I come to four general conclusions.
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First, 1 conclude that the proposed Auction Process remains the best
method of procuring supply for Ameren’s customers in the post-2006 period. In
support of that conclusion, | review the overwhelming evidence from Staff and
intervenors in support of Ameren’s Auction Process. In addition, | respond to the
testimony of witnesses on behalf of the Citizens Utility Board (“CUB”) and the
People of the State of Illinois (“AG”) who recommend that the Commission reject
Ameren’s proposed Auction Process. | explain why the recommendations of
these witnesses are based on incorrect assumptions and flawed logic, and should
only be expected to lead to worse outcomes for Ameren’s customers.

Second, | conclude that the competitive safeguards built into Ameren’s
Auction Process, as they have evolved to incorporate the input of Staff and
intervenors, are sufficient to assure a competitive bidding environment. |
consider the alternative competitive safeguards proposed by Staff and intervenors
— measures that appear to be aimed at mitigating market power in the wholesale
market rather than assuring competition in the auction — and explain why these
alternative proposals should be rejected. | summarize how the competitive
safeguards (the load cap, the volume reduction guidelines, and the Association
and Confidential Information Rules) provide reasonable protections against anti-
competitive behavior so that the Auction Process can deliver reliable supply at
competitive market prices.

Third, I conclude that there are both costs and benefits to allowing bidders
to switch among products within the auction and that a careful analysis of the

balance of these costs and benefits is needed. | assess the proposal of Staff
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witness Salant to permit switching across all products in the Illinois Auction. |
explain why the hourly-price products are sufficiently different from the fixed-
price products in the Illinois Auction to make switching between hourly-price
products and fixed-price products, in my opinion, undesirable. Similarly, 1
provide my opinion on Ameren’s revised proposal both to permit switching
between the fixed-price products of ComEd and the fixed-price products of
Ameren and to permit switching between the hourly-price products of ComEd and
the hourly-price products of Ameren.

Fourth, 1 conclude that the Ameren proposal is complete and contains the
details necessary for the Commission to make a ruling in this proceeding. |
respond to the positions taken by Staff witness Salant on the completeness of the
auction proposal, the mechanics of auction management, and the roles of the
parties involved. | recommend a measured approach to auction management,
which | believe will maximize the probability of a successful auction.

How is your rebuttal testimony structured?

| present each of my four conclusions in turn. Section 2 addresses why the
proposed Auction Process remains the best method of procuring supply for
Ameren’s customers. Section 3 addresses competitive safeguards. Section 4
addresses the costs and benefits of allowing switching across the various products
in the Illinois auction and explains and introduces material that provides added
detail concerning the Illinois auction proposal such as application forms. Section
5 addresses the completeness of the Ameren proposal and the mechanics of

auction management.
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The Proposed Auction Process Is the Best Method of Procuring Supply for
Ameren Customers

What is the purpose of this section of your rebuttal testimony?
In this section of my rebuttal testimony, | will:

= Summarize the positions of Staff and intervenors with respect to the basic
design of Ameren’s Auction Process, highlighting those aspects that are
supportive of Ameren’s proposed Auction Process and identifying areas
where the testimony is less supportive.

= Respond to the testimony of witnesses for CUB and the AG who recommend
that the Commission reject Ameren’s proposed Auction Process. In so doing,
| establish why the proposed Auction Process remains the best method of
procuring supply for Ameren’s customers.

I plan to ask you a series of questions asking you to identify areas where the
testimony of Staff and intervenors is supportive of Ameren’s proposed
Auction Process and to identify areas where such testimony may be less
supportive. To provide some foundation for this line of questioning, can you
briefly describe Ameren’s proposed Auction Process?

Yes. | can best structure my description of the Auction Process by referring to the
eight key elements of an Auction Process developed in my direct testimony.

1. Product design. The product design fully describes what is being
procured at the auction. Ameren is proposing to procure full-
requirements supply for three categories of its customers.

e The first category of customers consists of residential and small
business (“R&SB”) customers under 1 MW of demand. These
customers are on a fixed-price service. For this category, which is
called BGS-FP, Ameren is procuring supply for 17-month, 29-
month, and 41-month terms beginning January 1, 2007.
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e The second category of customers consists of large commercial
and industrial (“LC&I’”) customers (1 MW or above) affirmatively
electing a fixed price service for one year. For this category,
which is called BGS-LFP, Ameren is procuring supply for a 17-
month term beginning January 1, 2007.

e The third category of customers, who are on a service priced to
the hourly market, consists of LC&I customers that have not
elected a fixed price service. For this category, which is called
BGS-LRTP, Ameren will be procuring supply for a 17-month
term beginning January 1, 2007.

2. Auction format. The auction format is the way in which bids are

solicited and processed, the way a clearing price is determined and the
way in which winners emerge. Ameren is proposing that a clock
auction be used. The clock auction is an open auction format, in which
bidders get dynamic information feedback through a multiple round
process. In a round, the Auction Manager suggests prices for each
product, and the bidders state the quantity they want to serve of each
product at these prices. (A product is a load category for a given term,
e.g., serving the load of BGS-FP customers for a term of 17 months).
If the supply for a product exceeds the quantity needed, the price for
the product ticks down for the next round. The Auction Manager
announces the new prices for the next round and a measure of excess
supply left in the auction. Bidders submit new bids in the next round
and the process continues until the supply equals the load to be
procured.

Bidder interface. The bidder interface is the way in which bidders are
provided with information about the Auction Process, the way in
which data are disseminated and the way in which the auction
opportunity is promoted. Ameren has proposed to engage an Auction
Manager that will serve as the point of contact for bidders.

Information, including data that bidders will require to prepare their
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bids, will be disseminated through a dedicated web side. The Auction
Manager will answer bidder questions and provide training in the
auction rules and the bidding procedures. The Auction Manager will
assist in promoting the auction, for example by holding bidder
information sessions. The Auction Manager will manage the
qualification procedure and the bidding during the auction itself.
Qualification requirements. These are the requirements for
qualifying bidders to participate in the auction. Ameren proposes that
the application process be in two parts. In the Part 1 Application,
applicants are required to certify that they are MISO Market
Participants, as required by the applicable Supplier Forward
Contract(s). Further, in the Part 1 Application, applicants agree to the
terms of the applicable Supplier Forward Contract(s) and the auction
rules, and applicants submit financial information for a
creditworthiness evaluation. In the Part 2 Application, applicants that
have qualified under Part 1 submit an indicative offer and financial
guarantees to support this indicative offer. Applicants also make a
number of certifications regarding associations and the handling of
confidential information. The details of these requirements are
embodied in Resp. Exs. 12.1 and 12.2, which are draft application
forms.

Rate Design. The rate design parameters specify how the auction
results will be translated into retail rates. Ameren proposes to establish
four rate classes: Class 1 for residential customers; Class 2 for
business, commercial and industrial customers below 150 kW; Class 3
for business, commercial and industrial customers above 150 kW but
below 1 MW; and Class 4 for LC&I customers 1 MW or over. For
each rate class, there will be a tariff for customers taking fixed-pricing
service and a tariff for customers taking real-time pricing service. Each
fixed-pricing tariff rate will be established using conversion factors
that translate auction prices into retail rates. The conversion factors
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will be calculated on the basis of a comparison between the system
cost and the cost of individual customer classes. The real-time pricing
tariff consists of a fixed charge determined at the auction and energy

costs priced at the local hourly spot market.

Competitive safeguards. Competitive safeguards are features of the
Auction Process that limit the scope for anti-competitive behavior in
the auction, with the view to maximizing the competitiveness of the
bidding environment. | review these competitive safeguards in detail
in Section 3 of this rebuttal testimony, elaborating on data requests
submitted by intervenors in this proceeding, and responding to
alternative competitive safeguards that have been proposed in
testimony. Briefly, the Illinois Auction Proposal includes three main
competitive safeguards. The first is the ability for the Auction
Manager to cut back the volume purchased through the auction if this
IS necessary to ensure a competitive bidding environment. Any volume
cut back from the auction would be procured through MISO-
administered markets. The second is a load cap, which limits the
influence that any one bidder can have on the results of the auction.
The third is a set of detailed Association and Confidential Information
Rules, which are managed through the application process. These rules
limit the possibility of collusive behavior, and ensure a level playing
field by limiting the possibility that a bidder will have better
information than another about its competitors.

Regulatory Involvement. This element describes the role played by
the regulator and other parties in the process. My understanding is that
Ameren will want the ICC Staff, with the assistance of their Auction
Advisor, to be continuously informed and involved during the process.
ICC Staff will participate in setting the detailed practical procedures to
run the Auction Process, will monitor promotion efforts and will
monitor the qualification of bidders. During the auction itself, ICC
Staff, with the assistance of their Auction Advisor, will monitor the

7
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bidding and evaluate the results. Other stakeholders will be informed
of the progress of the Auction Process through postings to the auction
web site and through meetings with the Auction Manager as
appropriate. Ameren also proposes a post-Auction Process structured
to provide an open forum for the continued improvement of the
competitive procurement rules and methods.

8. Cost recovery assurances. This element is a description of the
assurances sought from the regulators with respect to cost recovery for
supply procured to serve Ameren customers. My understanding is that
Ameren is asking the ICC to consider at this time the elements of the
Auction Process, and Ameren is asking the ICC to deem the
acquisition of supply through the auction to be prudent as long as the
ICC concludes that no grounds exist for the ICC to initiate an
investigation on its own motion under Section 9-250 or other

applicable provisions of the Public Utilities Act.

Are witnesses in this proceeding supportive of these elements, and of the
Auction Process as generally structured, and believe that it is the best
method for procuring supply for Ameren customers?

Generally, yes. | have reviewed the testimony of other witnesses in this case. |
find that many witnesses strongly support the Auction Process as proposed by
Ameren.

Witnesses who participated in the workshop process organized by the ICC
rightly point out that Ameren has put forth the procurement method that best
meets the attributes of a procurement process that participants collectively
determined were desirable. Witness Smith from Constellation Energy

Commodities Group, Inc. (“CCG”) is particularly clear in articulating this view:
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DOES CCG SUPPORT THE OVERALL ILLINOIS AUCTION
STRUCTURE AS PROPOSED BY AMEREN?

A. Yes. CCG believes that the CPA proposed by Ameren incorporates
the serious and thoughtful consideration provided by numerous
stakeholders with differing interests during the Procurement
Working Group discussions. The Procurement Working Group last
summer developed a list of 18 attributes of a successful
procurement model and, of all the different structures considered,
the Procurement Working Group determined that the CPA best
meets those attributes. CCG agrees with that determination.
Through this proposed mechanism, Ameren will be able to bring
the benefits of competition to those customers who do not or
cannot obtain their service from an Alternative Retail Electric
Supplier (“ARES”). CCG Exhibit 1.0 p. 2 lines 60-61, p. 3 lines
62-70.

Similarly, witness O’Connor for the Coalition of Energy Suppliers
(“CES”) notes that “The auction approach has a number of specific characteristics
that make it a reasonable approach for Illinois at this time.” (CES Exhibit 1.0 p.
5, lines 95-96) and Dynegy witness Huddleston states that: “As a general matter,
Dynegy supports the Ameren proposal.” (Dynegy Exhibit 1.0, p.6 line 110. A
similar statement can be found in the testimony of Direct Energy Services, LLC
and U.S Energy Savings Corp. (“DES/USESC”) witness Steffes (DES/USESC

Exhibit 1.0 p.12 lines 237-241).

Do these witnesses endorse all elements of the Auction Process just as
proposed by Ameren?

Typically, no, these witnesses do not endorse all elements of the Auction Process
exactly as proposed. Instead, these witnesses typically put forth suggestions that
they believe would further improve the Auction Process. As one example of such
suggestions, witnesses Huddleston on behalf of Dynegy and Smith on behalf of
Constellation both comment on particular terms of the Supplier Forward

Contracts.
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Are other witnesses then opposed to the Auction Process as proposed by
Ameren?

No, not at all. Several other witnesses, even if they do not provide broad and
explicit statements of support for the Auction Process like the witnesses cited
above, do provide implicit support for the proposal. These witnesses do not
present an alternative and do not suggest that alternative procurement methods
should be considered. Instead, they embrace the Auction Process as a starting
point and propose changes that they believe would further improve the Auction
Process.

For example, witness Salant for ICC Staff believes that the selected
auction under proper implementation “is an efficient mechanism for procuring
supply to serve Ameren’s load at the best possible cost” (ICC Staff Exhibit 1.0 p.
6, lines 124-126) and that there is support from both auction theory and practice
for the approach; for example, he states: “[i]n general, the economics literature
and the global experience with the SMR auction format supports Ameren’s
proposal to use the SDCA for electricity procurement.” (ICC Staff Exhibit 1.0 p.
12, lines 280-282). Dr. Salant nevertheless makes a number of suggestions in his
testimony regarding various details of auction design and implementation,
including recommendation regarding competitive safeguards. Witnesses Collins,
Stephens, and Dauphinais on behalf of the Illinois Industrial Energy Consumers
(“INEC™), witnesses Zuraski, Schlaf, Ogur, Lazare, Harden, Selvaggio, Struck and

Knepler on behalf of ICC Staff, witness Dornbusch on behalf of Dynegy, and

10
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witnesses Domagalski, Spilky, Bohorquez, and Bollinger for CES all also in my
view implicitly support the Auction Process.

Has Ameren considered the views of others expressed in testimony and the
changes that others believe will further improve the Auction Process?

Yes. Ameren has considered the views expressed in testimony and the proposed
changes that others believe would further improve the Auction Process. Ameren is
responding to these suggestions in testimony. In several instances, Ameren is
agreeing to proposals to modify certain aspects of its Auction Process. The
specific modifications are explained in the rebuttal testimony of Mr. Craig
Nelson. | review the agreed changes in Sections 3, 4 and 5 of this rebuttal
testimony and I explain how these modifications work within the general structure
of the Auction Process. | conclude that these agreed changes are consistent with
the structure of the Auction Process and that the Auction Process as modified will
fulfill its objectives.

You have made the point that, as a rule, intervenors and Staff either
implicitly or explicitly recognize that in general terms the proposed Auction
Process is the best procurement method for customers. Are there witnesses
that are exceptions to this rule?

| believe that three witnesses are exceptions to this rule.

What do you understand is the position of each of these witnesses?

Mr. Salgo, on behalf of the AG, believes that the Auction Process as proposed
should be abandoned. He recommends that Ameren be required to compare the

rate impact and risks of its proposal with a variety of other portfolio design and

11
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procurement options. (AG Exhibit 2.0, p.23, lines 16-19). Mr. Salgo implies that
there is an alternative approach that would be better for consumers. The
foundation of this alternative approach is for Ameren to manage the supply
portfolio rather than leaving this function in the hands of the competitive market.
Mr. Salgo states: “The Company has patterned its proposal on the New Jersey
Basic Generation Service (BGS) model and has rejected procurement models that
involve active portfolio management” and “the Company should fully consider
other approaches, including more active portfolio management, utilization of the
many other standard products available in the market, . . ., and the possibility of
negotiating prices and other contract terms with suppliers.” (AG Exhibit 2.0 p. 11,
lines 8-15).

Dr. Rose, also on behalf of AG, believes that the Auction Process should
not be used by Ameren at this time because of concerns surrounding the
competitiveness of the wholesale market. “Given the current state of the
wholesale electricity market in this region and its stage of development, it is
premature to use an Auction Process, like the one proposed by Ameren, to
procure electricity for retail customers.” (AG Exhibit 1.0 p. 4, lines 12-14).
Based on the concentration of generation ownership in the Ameren service area,
constraints on entry and the demand characteristics of electricity, Dr. Rose
concludes that the lack of competition and maturity in the wholesale market
renders an Auction Process premature (AG Exhibit 1.0 p. 16, line 11 to p.17, line

7).

12
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Dr. Steinhurst, on behalf of CUB, recommends rejection of the proposed
Auction Process and recommends that Ameren should “carry out the necessary
procurement under traditional ratemaking” (CUB Exhibit 2.0, p. 3, lines 69-70).
Dr. Steinhurst also objects to the fundamental approach incorporated into the
Auction Process whereby the ICC takes in this proceeding necessary time and
attention to review the elements of the Auction Process, to resolve contested
issues, and to ensure that the ICC will have the necessary information to proceed
to an expeditious decision in response to the auction results. Although the
alternative procurement method that Dr. Steinhurst would put forward is not
clearly articulated, | believe that Dr. Steinhurst’s position is consistent with the
positions of both Mr. Salgo and Dr. Rose. | understand Dr. Steinhurst’s
objections to imply that he believes that Ameren should take a more active role in
portfolio management. Dr. Steinhurst, referring to the testimony of Mr. Fagan on
the competitiveness of the wholesale markets, also objects to a reliance on these
markets for the procurement of supplies for customers.

Having considered the testimony of Mr. Salgo and Dr. Steinhurst, are you
persuaded that having the utility manage a supply portfolio would result in a
better outcome for customers?

No, | am not.

At the core of Mr. Salgo’s and Dr. Steinhurst’s recommendation to
abandon the Auction Process is a view that Ameren’s proposed full-requirements
product design, whereby competitive market forces are harnessed to manage the

supply portfolio, will not be beneficial for customers. Mr. Salgo and Dr.
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Steinhurst prefer the management of the supply portfolio to be in the hands of the
utility in a regulated environment. Mr. Salgo’s and Dr. Steinhurst’s supplemental
recommendations and views regarding the method of purchase or regulatory
oversight (e.g., use of an RFP or negotiations, prudence review, etc.) all stem and
flow from this position on product design.

| disagree with the view that customers will benefit if the management of
the supply portfolio is in the hands of the utility under ICC oversight rather than
in the hands of the competitive market. There is no reason to suspect, let alone
believe, that such an alternative would be better for customers. To the extent that
a service can be supplied through a competitive option as opposed to regulated
means, the competitive alternative can reasonably be presumed to be more
efficient and result in better prices in the long run. Considering the portfolio
management service, | believe that a competitive option is available, and that this
service is particularly ill-suited to regulation when it is the case that a competitive
option is available.

Experience in the New Jersey BGS Auctions has shown that there is a
competitive option for the supply of the portfolio management service. In the
New Jersey BGS Auctions, numerous entities are willing and able to compete to
provide a full-requirements product. These entities include financial players,
energy marketers and traders, as well as entities that own a generation portfolio.
These entities are ready to serve a full-requirements product, which necessitates
assembling a portfolio of supply in wholesale power markets, assessing various

load and market risks, and offering a fixed price for this service. Many of the
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entities with experience in the New Jersey BGS Auctions, as well as other entities
active in Illinois, have participated in the Workshop Process that preceded this
proceeding, and have participated in various supplier meetings. A number of
entities with experience in the New Jersey BGS auctions are MISO Market
Participants. This provides a solid basis to believe that the experience in the New
Jersey BGS Auctions will translate to the Illinois context. The competitive option
is available to Illinois customers, and | believe that the auction format proposed
will harness this competition for the benefit of customers.

Regulation has its place. However, it is generally acknowledged that it is a
weaker force than competition in terms of achieving an efficient allocation of
resources and prices that track economic realities. If a competitive alternative is
available, it should be preferred to achieve these goals. The service of assembling
a supply portfolio and managing its risks is particularly ill-suited to a regulatory
solution. Regulation that relies on a retroactive review of portfolio management
provides incentives for the utility to make a decision that is within the range of
reasonable options, and that a reasonable person would select from information
that was reasonably knowable at the time. For portfolio management, these
incentives naturally lead to well considered decisions that avoid risks and that stay
with tried and true approaches. Such decisions need not be optimal or even result
in a favorable outcome for customers relative to other decisions that could have
been made at the time. Customers stand to benefit from the availability of a
competitive option instead. Competitive suppliers of the portfolio management

and price risk management service can consider all options to manage the
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portfolio and they can use any and all hedging instruments. That there is
competitive pressure means that surviving in the market requires a winning
strategy. Competitive pressures encourage rapid decisions, encourage novel
approaches to hedging, and reward the taking of well calculated risks. Bringing
the full gamut of strategies to bear on managing the supply portfolio, and allowing
the competitive discipline of the market to select those entities that are best at this
management function, means that customers can be expected to benefit from
lower prices. Regulation under a prudence standard is a weak substitute for this
competitive option.

Neither Mr. Salgo nor Dr. Steinhurst recognizes the benefits of
competition for the portfolio management service. This is illustrated in Mr.
Salgo’s testimony, when he compares “price fixity” to “price stability” (AG
Exhibit 2.0 p. 12, lines 13 to 15) and asserts that general “price stability” can be
achieved without full “price fixity”. He states that customers may be better off if
customers were open to a modest amount of volatility, which would be obtained
by leaving a portion of the position open and subject to the spot market. | agree
that in considering all the sources of supply for the portfolio, leaving some of the
position open could reduce the cost. The point that Mr. Salgo misses is that when
the portfolio management service is in the hands of the competitive market, as it
is in the Auction Process proposed by Ameren, the competitive suppliers are the
ones who will decide how efficient it is to leave some of the position open. The
competitive suppliers will factor any such advantages directly into their bids.

Customers will get the benefit of such cost minimizing strategies, and they will
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get this benefit at a fixed price. | believe that Mr. Salgo’s distinction between
price fixity and price stability in fact reinforces and supports my view and
Ameren’s view that there are complex trade-offs in managing a portfolio and that
leaving this function in the hands of the competitive market is best for customers.
What do you conclude about the position that Mr. Salgo and Dr. Steinhurst
put forth on utility portfolio management?

| conclude that utility portfolio management, as a product design option, is not as
well suited to meeting the objective of procuring reliable supply at competitive
market prices and is less suited to providing protection to small customers from
the volatility of short-term market fluctuations. The product design of the Auction
Process proposed by Ameren — the procurement of the full-requirements tranche —
is a pillar that supports other elements of the Auction Process to fulfill many of its
essential objectives. The full-requirements product ensures that competitive
discipline is brought to bear on the cost of managing the supply portfolio and its
price risks. The full-requirements product ensures a broad base of potential
competitors, including financial players and marketers and traders without an
asset base in MISO, creating a viable competitive alternative. The full-
requirements product is essential to providing reliable supply at competitive
prices and to promoting the best outcome for customers.

Having considered the testimony of Dr. Rose and Dr. Steinhurst, are you
persuaded that the wholesale markets are neither competitive nor mature,
and that this means that the procurement of supply for customers should not

rely on the Auction Process?
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No, | am not.

I do not believe that Dr. Rose’s conclusions follow his analysis or from the
analysis of Professor Sibley on which he relies, and | do not believe that Dr.
Steinhurst’s conclusions follow from the analysis in Mr. Fagan’s testimony. It is
my understanding that these witnesses draw unwarranted statements as to the lack
of maturity and competitiveness of the MISO electricity markets without a
structural analysis of a relevant market from a wholesale energy perspective.
These witnesses appear to dismiss market mitigation procedures that have been
approved by the Federal Energy Regulatory Commission (“FERC”). These
witnesses believe that the Auction Process should not be used because it cannot
be yet shown that the wholesale market is competitive. The Ameren Illinois
utilities do not own a portfolio of generation that would allow them to supply their
customers and the Ameren lllinois utilities will have to procure supply for their
customers in some manner once current contractual arrangements expire at the
end of 2006. Regardless of the procurement method for such supply that the ICC
ultimately selects — whether this procurement is conducted though an auction as
Ameren proposes, through another competitive process, or though utility
management of a portfolio as some advocate — ultimately participants in the
wholesale markets will be supplying the inputs to such supply. In this sense,
reliance on the wholesale markets cannot be avoided. The selection of another
procurement method does not alter the state of the wholesale markets and does
not remove the necessity that participants in the wholesale market will deliver the

inputs for the supply of Ameren customers. However, the selection of another
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procurement method such as utility portfolio management can reduce benefits to
customers by failing to harness the competitive pressure for the supply the
portfolio management service, as | explain above.

Have you independently analyzed the claims in the testimonies of Dr. Rose, Dr.
Sibley and Mr. Fagan alleging that the wholesale market will not be workably
competitive and sufficiently mature by the start of the supply period on January 1,
2007?

No. Mr. Frame has analyzed those claims. | have read and concur with the
testimony of Mr. Frame, who concludes that the criticisms of the competitiveness
and state of development of the wholesale market in which bidders will operate
are unfounded, inaccurate and irrelevant to the procurement auction proposed by
Ameren. Mr. Frame’s testimony demonstrates that those witnesses have made
unsupported claims without analyzing a relevant geographic market, without
considering that the MISO wholesale market is similar to other wholesale markets
that have been operating for a period of years, and without considering that the
MISO market will have been operating for 21 months before the supply period
begins. Further, Mr. Frame identifies several specific errors in Dr. Sibley’s data.
Are there reasons to believe that the wholesale market is workably competitive?
Yes. | understand that the MISO has a Market Monitor and has procedures for
load pocket market mitigation for broadly and narrowly constrained areas. Mr.
Fagan describes this in his testimony (See CUB Exhibit 1.0 at lines 326-327.) The
FERC as well has jurisdiction over the wholesale market and has personnel

dedicated to market oversight. As Mr. Frame notes, the MISO market is very
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similar to other established wholesale markets including PJM. | see no reason to
suspect that the auction will be affected by a lack of competitiveness in the
markets for wholesale electricity products.

Even if you were presented with some evidence that market power could be
exercised in one or several relevant wholesale markets, would this convince
you that the Auction Process should be abandoned?

No. As | testified earlier, a change in the procurement method will not change the
realities of the situation. Ultimately Ameren will require supply from the market,
regardless of whether that supply is procured through an auction, through an RFP,
through a managed portfolio or through the spot market. The Auction Process is
designed to harness the competition for the supply of the portfolio management
service and to bring the benefits of the competition that exists in wholesale
markets to the retail customers. It is the best procurement process for customers
whatever the state of the wholesale markets. If there is a problem with the
wholesale markets, that problem must be fixed directly and cannot be fixed by
Ameren’s choice of procurement mechanism. As | explain in detail in Section 3
of my testimony, | believe that the competitive safeguards proposed are sufficient
to safeguard against anti-competitive behavior in the auction.

Please summarize your testimony with respect to whether the Auction
Process as proposed is the best procurement method for Ameren customers

at this time.

20



498

499

500

501

502

503

504

505

506

507

508

509

510

511

512

513

514

515

516

517

518

519

Resp Ex. 12.0

The majority of testimony from intervenors and Staff either implicitly or
explicitly recognizes that, in general terms, the proposed Auction Process is the
best procurement method for customers. | agree.

Three witnesses offer testimony that is not consistent with this majority.
Mr. Salgo and Dr. Steinhurst suggest that an alternate product definition that
involves utility portfolio management would be better. | disagree. As explained
herein and in my direct testimony, the full-requirements product places price-risk
and responsibility for portfolio management in the hands of competitive entities
that are best suited to take, manage and price these risks. This assignment of risks
to the entities best positioned to manage them assures that the portfolio
management service will be performed as efficiently as possible and that
customers will benefit.

Dr. Rose and Dr. Steinhurst rely on a flawed analysis of wholesale market
conditions to conclude that the Auction Process proposal should be discarded. |
disagree with their conclusion that competition in the wholesale market is
inadequate and | disagree that it would follow, even if we could agree that the
competitiveness of the wholesale markets cannot be clearly established, that the
Auction Process is infeasible and that another procurement method is better.

Hence, while these three witnesses take issue with the Auction Process, |
remain unconvinced by their arguments and | remain convinced that the proposed
Auction Process is best suited to meeting the objectives of the procurement

process for Ameren customers.
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3. The Competitive Safequards of the Proposed Auction Process, As Modified
to Take Into Account Views of Intervenors, Are Sufficient. Some Alternatives
Proposed Are Based on Objective of Controlling Wholesale Market Power and
Should be Rejected.

Q. What is the purpose of this section of your rebuttal testimony?

A In this section of my rebuttal testimony, I will:

e Review the testimony of witnesses regarding changes to the
competitive safeguards that they believe would improve the
Auction Process;

e Examine the objectives of the modifications to the competitive
safeguards as presented by witnesses from Staff and other
intervenors and conclude that, in some cases, these modifications
aim to control market power at the wholesale market level rather
than properly aiming to enhance the competitiveness of the
bidding environment at the auction;

e Examine in detail the proposed changes, accepting some of the
views proposed and rejecting others;

e Summarize the competitive safeguards of the Auction Process and
conclude that they provide adequate protection against anti-
competitive behavior.

Q. What do you mean by the term *“competitive safeguards”?
Competitive safeguards are features of the Auction Process that limit the scope for
anti-competitive behavior in the auction, with the view to maximizing the
competitiveness of the bidding environment. In Section 2 of my rebuttal
testimony, | summarize the eight essential elements of the Auction Process,

including the competitive safeguards. These competitive safeguards consist of:

e The load cap;
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e  The auction volume guidelines; and

e The Association and Confidential Information Rules.

Have you reviewed the testimony from various witnesses who propose
changes to the competitive safeguards that they believe will improve the
Auction Process?

Yes. The witnesses that have proposed changes to the competitive safeguards that
they believe would improve the Auction Process are Mr. Collins on behalf of the
IIEC, as well as Dr. Salant and Professor Sibley on behalf of ICC Staff.

Please start by discussing the load cap. What was the level of the load cap
incorporated into the Auction Process as presented in direct testimony?

The Auction Process as presented in direct testimony incorporates a load cap of
50% of the tranches in each of the Fixed Pricing and Spot Market Segments of the
auction.

Can you please identify the witnesses who are proposing changes to the load
cap and summarize their rationale?

All of the witnesses named above propose a change to the load cap.

Mr. Collins advocates that there be no load cap. (This is equivalent to a
proposal to increase the load cap to 100% of the tranches in a segment). He argues
that a load cap could result in higher prices because any load cap “might limit a
very efficient supplier (one who is able to offer the lowest bid price) from offering
into the auction the maximum number of tranches that it could serve more

efficiently than other bidders.” (IIEC Exhibit 3, p.8, lines 145-148)
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Professor Sibley believes that the load cap should be set lower than 50%
and that the load cap has an essential role to play in the control of the exercise of
market power by generation owners in Illinois. Professor Sibley provides
information regarding generation ownership in |Illinois and makes two
observations from this information. First, he notes that the list of owners with at
least 100 MW of generation provides an indication of the capacity that will bid in
the auction although “not all of the capacity listed in Table Two may be available
for Ameren’s auction due to self-generation requirements or commitments to
other uses” (ICC Staff Exhibit 2.0, p. 14, lines 189-191). Second, he observes that
“electricity generation capacity in the PJIM and MISO regions in Illinois is highly
concentrated” (ICC Staff Exhibit 2.0, p.15, lines 213-214). He concludes that the
load cap and other competitive safeguards are important to the mitigation of
market power, which he defines as “withholding some capacity from the auction”
(ICC Staff Exhibit 2.0, p.17, lines 245-246). He notes that since in a 10,500 MW
auction, a 50% load cap is likely to constrain at most one of the generation owners
that he considers to be potential bidders, then the load cap should be lowered.
Although he does not make a specific recommendation, he does note that the New
Jersey BGS Auctions use a load cap in the 30-35% range.

Dr. Salant also views the load cap as a mechanism “that can be used to
mitigate the impact of market power” (ICC Staff Exhibit 1.0, p. 23 lines 512-513).
Dr. Salant agrees in his testimony with Professor Sibley that the load cap should
be analyzed in the context of the high concentration of generation resources in

Illinois and that the load cap should be set to control any market power that such
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potential bidders have: “As noted by Professor David S. Sibley in his testimony
(ICC Staff Exhibit 2.0), the two largest suppliers own nearly 65 percent of the
generation capacity in the region of Illinois dispatched by PJM Interconnection
(“PJM”) and the two largest suppliers own more than 75 percent of the generation
capacity in the region of Illinois dispatched by Midwest 1ISO (“MISQO”). Given the
utilities’ proposed load caps of 50 percent, it is possible that large suppliers will
be able to impact the auction price in the utilities’ auctions” (ICC Staff Exhibit
1.0, p. 35, lines 786-793). This appears to be the only study that Dr. Salant has
consulted in making his load cap recommendation. Dr. Salant also agrees with
Professor Sibley that the load cap should be lowered. He notes that “New Jersey
has generally had load caps of approximately 30 to 35 percent (the exact
percentage varies by utility and by auction)” (ICC Staff Exhibit 1.0, p. 66 lines
1487-1488) and he recommends “setting the load cap at a level consistent with the
levels used in previous SMR format auctions, i.e., in the range of 25 to 35
percent” (ICC Staff Exhibit 1.0, p. 70 lines 1575-1577).

How did you proceed to evaluate Ameren’s initial proposal of a 50% load
cap and what factors did you consider in your evaluation?

The load cap will be incorporated in the Rider MV and will apply to all auctions
conducted under the tariff. | proceeded with my evaluation by primarily
considering the effectiveness of the load cap on what would be the “typical
auction” under the tariff. By the “typical auction”, I mean the second (for supply
starting June 1, 2008) and all subsequent competitive procurement processes. In

the typical auction, there would be approximately 4,300 MW in the Fixed Pricing
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Segment and 2,500 MW in the Spot Market Segment. The first auction will be
atypical in that there will be a higher number of tranches in the Fixed Pricing
Segment.

I directly considered the following factors in my evaluation:

° Whether the load cap was likely to limit the participation of the
bulk of the anticipated pool of bidders;

° Whether the load cap was likely to be effective in limiting the
ability of a supplier to influence the auction results;

° Whether the load cap was likely to be effective in limiting the
ability of suppliers to over-represent their initial interest in the

auction; and

° Whether the load cap was likely to provide sufficient
diversification of the supplier base and limit the exposure to the
risk of supplier default.

I also drew upon my experience as Auction Manager in the New Jersey
BGS Auctions. | drew upon this experience to assess the likely pool of bidders
and the appetite that these bidders are likely to have for the fixed-price products at
auction. The details of this evaluation are in my direct testimony (see Resp. EXxs.
6.0 and 6.6).
Did you consider that the load cap may encourage a broader participation of
suppliers?
I did not consider this factor explicitly in my evaluation. However, | do believe
that smaller or newer participants will consider the load cap when deciding
whether to bid in the auction and will view positively a load cap that provides

them with a chance to compete. My experience with the New Jersey BGS
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Auctions provides anecdotal evidence to that effect, which is confirmed by the
feedback from potential suppliers received by Ameren.

Did you come to the conclusion that a 50% load cap was an optimal level and
that no other level would be as effective?

| believe that there is no single optimal level for the load cap and that a reasonable
load cap is one that appropriately balances the benefits and the costs of the
situation. | reached the conclusion that setting a load cap of 50% was likely to
strike a good balance and be effective. | did not come to the conclusion that no
other load cap could be effective.

I do not believe that there is a single level for the load cap that will ensure
the effectiveness of the competitive safeguards and the success of an auction.
Setting a load cap is a question of balance that requires the consideration of all the
factors that | have named above. When considering all the factors, a load cap that
provides additional benefits in one dimension compared to another level for the
load cap may well reduce benefits in another dimension.

Can you please explain further how a lower or higher load cap would affect
the balance of the factors that you consider in your evaluation?

Certainly. Referring to the factors | named above:

° Limiting participation. A load cap by definition limits the amount of

tranches that a bidder can bid and win. A load cap set sufficiently high is
not material: no bidder will be interested in offering an amount in excess of
the load cap. A load cap set sufficiently low (e.g., two tranches) limits each
and every bidder’s participation. In examining this factor, what is assessed
is whether the load cap is likely to constrain the participation of marketers

and financial players, which | expect to form the bulk of the pool of
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bidders. This assessment is made by considering the number of tranches
that a bidder can bid on and win in the auction, and evaluating whether a
typical bidder’s appetite for the offered product is likely to exceed this

level based on past experience.

Influence on auction results. The auction starts with a situation of excess

supply, where more tranches are bid than are needed. Bidders must
withdraw tranches for the auction to close. Bidders withdraw tranches in
response to falling prices and the auction closes when there is just enough
supply bid for the tranches that need to be filled. In determining whether to
withdraw tranches, bidders seek to maximize profits. Bidders will not
continue to bid tranches if there are more profitable opportunities for their
supply arrangements elsewhere in the market. In the initial stages of the
auction, when there is sufficient excess supply, a bidder that elects to
withdraw tranches would not be expected to have an appreciable impact on
price, given that supply in the auction well exceeds the number of tranches
that need to be filled. Late in the auction, however, there will be a lower
level of excess supply, as the number of tranches bid approaches the
number of tranches that need to be filled, and a single bidder’s actions
could impact the auction price. At these late stages in the auction, a bidder
could attempt to withdraw tranches strategically, i.e., not in response to the
opportunity cost of its supply, but because that bidder believes it has the
ability to close the auction unilaterally at prices that are higher than would
otherwise be the case. The bidder would obtain a higher price for the
tranches that it continues to bid, but the bidder loses the opportunity to
serve those tranches that it withdraws. The load cap limits the number of
tranches that a bidder controls at any point during the auction and therefore
curbs the ability for a bidder to use this strategy profitably at the end of the
auction. Working in tandem with the load cap in curbing the ability of
bidders to implement such a strategy is the limiting of the amount of
information provided to bidders regarding excess supply late in the auction

through an appropriately formulated auction rule. Generally, providing
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more information on excess supply is beneficial to bidders as it allows
them to learn and revise their bids on the basis of market information. In
using these two instruments (the load cap and limits to the information
provided to bidders) to mitigate concerns about strategic bidding, reliance
mainly on a lower load cap means that less reliance needs to be placed on
restricting information at the end of the auction.

Over-stating interest. The Auction Manager will make an assessment of the

competitiveness in the auction at the indicative offer stage, and in the first
round of the auction. If this assessment indicates that the level of interest is
not sufficient to provide assurances of a competitive result, the Auction
Manager can cut back the volume in the auction (I discuss the auction
volume guidelines mechanics further on in this section and in Section 5).
The volume cutback means that that a larger number of tranches bid will be
chasing a smaller number of tranches of load, ensuring a more competitive
bidding environment. If bidders’ indications of early interest, which are
made at prices that can be substantially higher than the expected final
auction prices, overstate the bidders’ willingness to serve at those prices,
the Auction Manager may conclude that there is more competition at the
auction than there truly is. It is possible that the Auction Manager would
fail to cut back the volume when it would have been desirable to do so. In
stating its early interest, the bidder is limited by the load cap. The higher
the load cap is compared to the typical bidder’s appetite for the product on
offer, the greater is the scope for a bidder overstating interest early in the

auction.

Diversification. The load cap, by determining the number of tranches that a

bidder can bid and win, also determines a minimum number of winners at
the auction. Any load cap below 100% assures at least two winners and
leads to a minimum diversification of the base of suppliers that will serve
customers. As the load cap is decreased, the minimum number of winners
at the auction increases. For example, a 49% load ensures that there are

three winners.
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Evaluating a load cap level involves an assessment of each of these factors
and a balance of the benefits and costs. Generally, a lower load cap could impose
costs in terms of limiting participation, and these costs are weighed against the
potential benefits in terms of limiting overstatement of interest, curbing influence
on the auction results, and promoting diversification of the supplier base.

Do you believe that a 100% load cap, as suggested by Mr. Collins, can
achieve this balance?

| do not. Mr. Collins considers only one of the four factors that are relevant to
evaluating the level of the load cap. He rightly points out that a higher load cap —
and 100% is as high as a load cap gets — has the potential benefit of providing
additional opportunities for some entities to bid in a greater amount of supply.
However, this is only one side of the equation. Mr. Collins does not take into
account that a 100% load cap has real costs. A 100% load cap would remove the
needed discipline on bidders’ ability to over-represent their interest in the auction,
remove the needed discipline on a single bidder’s ability to influence the auction
results, and provide no assurance whatsoever of diversification of the supplier
base. A 100% load cap strips the auction of essential protections against bidder
strategies that can lead to higher auction prices.

In my opinion, there are levels of the load cap that will necessarily be
superior to a 100% load cap. Unless there is a significant number of bidders and
each of these bidders is willing to serve all of the load, which I find implausible,

there will be levels of the load cap lower than 100% that will not meaningfully

30



752

753

754

755

756

757

758

759

760

761

762

763

764

765

766

767

768

769

770

771

772

773

774

Resp Ex. 12.0

constrain participation while at least providing some benefits in the other three
dimensions mentioned.

What were the levels of the load caps set in the New Jersey BGS Auctions?

I will describe separately the load caps set in the New Jersey BGS Auction for
fixed-price products (“BGS-FP”) and the New Jersey BGS Auction for hourly
products (“BGS-CIEP”).

In the BGS-FP Auction, a product is the load of an electric distribution
company (“EDC”) for a given term. Each EDC wants to ensure a diversification
of its base of suppliers if it can. A load cap is thus set separately for each product.
The load caps for the previous BGS-FP Auctions are shown in Resp. Ex. 12.3. For
three of the four EDCs, the load caps in the BGS-FP Auctions vary between 33%
and 43%. For Rockland Electric (“RECO”), the fourth EDC, the load cap is set at
100% given the small number of tranches for that product (between 1 and 4
tranches). Calculated on an overall, statewide basis, the load cap in the BGS-FP
Auctions has varied between 35% and 38%.

In the BGS-CIEP Auction, the load cap is set on an auction-wide basis
rather than a product basis. The EDCs are not concerned in the same way about
the risk of supplier default for the replacement of supply of a product tied to the
hourly energy market. For the BGS-CIEP auction, the statewide load cap has been
set at 33% (the calculated percentage rises to 34% due to rounding).

Do you believe that a “New Jersey” load cap, set between 33% and 38%,
could be effective for Ameren and could provide a good balance amongst the

factors that you use for your evaluation?
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| do.

Compared to the 50% initially proposed by Ameren, the benefits of a
‘New Jersey’ load cap (in the 33-38% range) would be as follows. A New Jersey
load cap, compared to the proposed 50% load cap, will be more effective in
curbing the influence of a single bidder upon the auction results. Furthermore, a
New Jersey load cap allows the possibility that more excess supply information
can be provided to bidders late in the auction, so that the auction would have the
benefit of more information, while maintaining the effectiveness of the load cap
in curbing the influence of a single bidder upon the auction results. A New Jersey
load cap, compared to the proposed 50%, would be more effective in imposing
additional discipline on bidders overstating their initial interest, and thus be more
effective in ensuring that the Auction Manager is making auction volume
decisions based on reliable information. A New Jersey load cap, compared to the
proposed 50%, would lead to further diversification of the supplier base, ensuring
that there is one more supplier.

Compared to the proposed 50%, the cost of the New Jersey load cap is that
it may potentially limit the participation of energy marketers, traders or financial
players that | expect would form the bulk of the bidding pool. | believe that the
auction product contains an important risk-management component. Certain
marketers and traders have competencies in providing that component at
competitive prices, and must be allowed direct participation in the auction in

order to do this. To the extent that a load cap is restrictive, it could limit the
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lowest-cost risk-manager(s) from participating fully in the auction, thereby
resulting in higher auction prices.

Further, those marketers and traders with competitive advantages in risk
management may also simply elect to pursue business opportunities for forward
sales outside the Illinois Auction if the quantity of the fixed-price product that
they can bid is too low and does not satisfy their appetite. | believe that
consideration of whether the participation of these bidders is limited by the load
cap is important. In the typical auction, with over 4,300 MW in the Fixed Pricing
Segment and approximately 2,500 MW in the Spot Market Segment, a New
Jersey load cap would mean limiting each bidder to approximately fifteen or
sixteen tranches in the Fixed Pricing Segment, and nine tranches in the Spot
Market Segment (tranches being measured on a 100 MW basis). | believe that the
appetite for the offered product may well exceed these levels so that the load cap
would limit the participation of marketers and financial players.

Nevertheless, even with this potential cost, | believe that a New Jersey
load cap can be effective and that the cost in terms of limiting participation would
still be modest enough to provide a good balance. The load caps at these levels
have worked well in the New Jersey Auctions and | note that the load at auction in
the Fixed Pricing Segment of the typical auction (over 4,300 MW) is similar to
the load in the typical New Jersey BGS-FP Auction going forward (approximately
5,300 MW). In addition, the load in the Spot Pricing Segment (with 2,500 MW)
is also similar in size to the load in the typical New Jersey BGS-CIEP Auction

going forward (2,800 MW).
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Are you saying that you believe that a load cap level set between 33% and
50% will be effective and provide a good balance amongst the factors that
you use for your evaluation?
Yes, | am. | believe that a load cap between 33% and 50% would also provide a
good balance. A load cap at the lower end of this range would provide greater
protection against bidders over-stating their interest early in the auction and
against the influence that one bidder may have on the auction results, but would
also heighten the potential risk of limiting the participation of the bulk of the
anticipated pool of bidders.
Do you then entirely disagree with Professor Sibley’s opinion that the load
cap should be set lower than 50%, and with Dr. Salant’s recommendation of
a 25-35% range?
| do not entirely disagree.

I agree with Dr. Salant and Professor Sibley that a load cap is needed, and
that a load cap lower than 50% can be effective.

| disagree in part with the recommendation for a 25-35% range. Given the
number of tranches involved in the typical auction, | believe that a load cap of
33% could possibly constrain the participation of some marketers and financial
players to levels below that which they may wish to serve, and | do not believe
that the other benefits that may come form this lower load cap would likely be
significant. Hence, | believe that 33% is on the low end of the range of
reasonableness for the load cap in the typical auction. However, as | have

testified, | believe that setting a load cap is a question of weighing costs and
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benefits. | can readily concede that reasonable people may disagree on exactly
where the right balance lies.

Dr. Salant supports his 25-35% recommendation by pointing out two facts.
First he points out that each utility in the New Jersey BGS auction has set its
load cap in the 30 to 35 percent range (ICC Staff Exhibit 1.0, p. 69 lines 1553-
1554). Second, he points out that this range is consistent with levels used in
other Simultaneous Multiple Round (“SMR”) format auctions such as
spectrum auctions (ICC Staff Exhibit 1.0, p. 69 lines 1554-1557). Do you
agree that the load caps set for other open auctions should be considered in
setting the load cap in Illinois?

As | testified, | believe that there is no optimal level for the load cap and that a
reasonable load cap is one that appropriately balances the benefits and the costs of
the situation.

I do agree that it is reasonable to consider how load caps were set in other
similar auctions, in situations where similar costs and benefits were faced, as | do
above by considering the New Jersey BGS Auctions. Dr. Salant misrepresents the
facts when he states that the load caps were set between 30% and 35% depending
on the utility. As I show in Resp. Ex. 12.3, and | have testified above, the range of
the load caps for fixed-price products in the New Jersey BGS Auctions is between
33% and 100%. The range for the load cap on hourly products in the New Jersey
BGS Auction is 33-34% (but for hourly products the load cap is not set on a

utility basis).
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With regards to spectrum auctions, Dr. Salant points out that in the past
the load caps have been set at levels consistent with a 25 to 35 percent range.
Although I am not familiar with all of the considerations that went into setting the
caps in spectrum auctions, | do understand that a primary concern was to ensure
that this essential resource to providing communication services was not
concentrated in the hands of the few. In the words of the Federal Communication
Commission (“FCC”), as quoted from its 2000 review of spectrum aggregation
limits: “we recognize that spectrum is an input in CMRS (Commercial Mobile
Radio Service) markets. Indeed, this recognition prompted adoption of the
spectrum cap as a means of ensuring CMRS competition in the first place.”
(report and order WT Docket No. 01-14, December 18, 2001, p. 12) The
consideration of the state of competition in these communication markets has,
since 2000, prompted the FCC to relax the caps on acquiring spectrum, through
auctions and through other means (see

http://www.wirelessweek.com/article/CA523345.html; Cingular-AWS Merger

Sets Precedent for FCC Post-Spectrum Cap Merger Reviews, Communications
Daily, Volume 25; Issue 81,April 27, 2005; Biennial Regulatory Reviews Find
Little Need for Changes, Telecommunications Reports, January 15, 2005). The
rationale for the setting of the load cap in this context is then to ensure access to
an essential input for firms that use this input to sell other products to customers.
This rationale is not applicable to the setting of load caps in an auction for full-

requirements service such as the one being proposed by Ameren.
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Do you concur with the analysis that Professor Sibley undertakes and on
which Dr. Salant relies in concluding that a load cap should be lower 50%?

| do not. While | partially agree with their conclusions, | disagree with their
reasons for reaching this conclusion.

Can you briefly summarize the principal basis for Professor Sibley’s and Dr.
Salant’s conclusion that the load cap should be set lower than 50%?

Dr. Salant’s recommendations and Professor Sibley’s opinion stem from their
evaluation of the concentration of generation capacity in Illinois. They believe
that generation capacity in Illinois is highly concentrated. They are concerned that
market power can be exercised by wholesale market players, particularly with
respect to generation capacity. They conclude that the Auction Process should be
modified to avoid the effects on the auction results of such market power. The
load cap is one such control, and they believe that the concentration of generation
ownership is directly relevant to setting the level of the load cap.

Do other witnesses also present recommendations on a similar basis, i.e.,
using an evaluation of an unsatisfactory level of competitiveness of wholesale
markets in MISO or the Ameren service area?

Yes. As | have testified in Section 2, Dr. Rose and Dr. Steinhurst (based on Mr.
Fagan’s testimony) also rely for their recommendations on a finding of a lack of
competitiveness of the wholesale markets. Dr. Rose, relying on Dr. Sibley’s
concentration calculations, finds that generation capacity is highly concentrated.
Dr. Steinhurst relies on Mr. Fagan’s conclusion that the MISO market is not fully

competitive. Dr. Rose and Dr. Steinhurst state that the controls necessary to
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prevent the exercise of market power by wholesale market players are not in
place. The main difference is that, instead of concluding that measures in the
Auction Process must go directly to controlling the effect of such market power
on auction results, Dr. Rose and Dr. Steinhurst conclude instead that the Auction
Process should be abandoned.

As | testified previously in Section 2, | disagree with Dr. Rose and Dr.
Steinhurst at three levels.

First, 1 do not believe that Dr. Rose’s conclusions follow from his analysis
or from the analysis of Professor Sibley on which he relies, and | do not believe
that Dr. Steinhurst’s conclusions follow from the analysis in Mr. Fagan’s
testimony. It is my understanding that these witnesses draw unwarranted
conclusions as to the lack of maturity and competitiveness of the MISO electricity
markets without a structural analysis of a relevant market from a wholesale
energy perspective. Considering Mr. Frame’s rebuttal testimony, the presence of
market oversight by federal agencies and a MISO Market Monitor, and the
similarity of MISO to established markets such as PJM, | see no reason to doubt
that conditions in the wholesale market can efficiently support a competitive
procurement method like the one that Ameren proposes.

Second, it is my view that these witnesses erroneously carry their view of
the state of competition in particular wholesale markets to competitiveness in the
auction. These witnesses do not recognize that the auction is not merely a way to
solicit bids for a list of specific wholesale products that Ameren could otherwise

readily procure on wholesale markets. These witnesses miss the point that
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suppliers, to compete in the auction, must determine which wholesale products
they will choose to assemble their portfolio, and they must determine how they
can best provide the risk management services required to serve the full
requirements needs of Ameren customers. The Auction Process is designed to
harness the competition for the supply of the portfolio management service. It is
designed to harness the competition in the choice of the wholesale products that
will be needed and to bring competitive pressures to bear to the risk management
function.

Third, the conclusion that Dr. Rose and Dr. Steinhurst draw that the
Auction Process should be abandoned is unwarranted, and would still be
unwarranted even if it could be established that market power can be exercised in
one or several wholesale markets. Another procurement method will not change
the realities of the wholesale markets or the fact that ultimately some inputs to the
auction products are purchased through these wholesale markets.

Do you disagree with Professor Sibley’s and Dr. Salant’s analysis for similar
reasons?

Of course, Professor Sibley and Dr. Salant do not come to the same conclusion
and do not suggest that the Auction Process should be abandoned. However, | do
disagree with their analysis for similar reasons.

| believe that these witnesses’ opinion and recommendations do not follow
from the analysis they put forth. The implication that they draw regarding the
ability to exercise market power is unwarranted based on summary measures of

concentration in an arbitrarily defined region, which Professor Sibley himself
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admits is not a relevant geographic market. | believe that these witnesses carry
their view of the state of competition in particular wholesale markets to
competitiveness in the auction. They fail to recognize that the auction product is
not a simple laundry list of wholesale products that could be purchased by
Ameren on the wholesale markets. The auction product puts in the hands of the
competitive market the responsibility of determining the exact composition of the
portfolio of products and the exact risk management strategies that will be needed
to serve Ameren customers.

Finally, I believe that even if one were to believe these witnesses’ analysis
of the concentration and potential for the exercise of market power by wholesale
market players, it would not follow that the solution is to mitigate the presumed
effects on the auction results of this exercise of market power by lowering the
load cap. A competitive safeguard in the auction is imposed on bidders who
supply the auction product. It is unlikely to be effective to control the market
power that is presumed to be exercised by wholesale market players in supplying
products that are inputs to the auction product. A measure imposed on bidders at
the auction is not going to change the realities of the wholesale markets or the fact
that ultimately some inputs to the auction product must be purchased by auction
participants through these wholesale markets.

Are you arguing that measures such as the load cap imposed on products at
the auction level are to ensure competitiveness at the auction, and that such
measures are not effective in controlling the competition in other markets for

other wholesale products that are inputs to the auction product?
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That is correct.

Did you not argue earlier that the FCC legitimately imposed caps on the
auction products (spectrum licenses) to control the competition in other
markets (communications services)? Isn’t this a precedent showing that it is
legitimate to impose a load cap on the auction product as a means to
controlling the competition for wholesale products?

| did testify that the FCC imposed caps on the auction products as a way to
control competition in other markets, but it does not mean that imposing load caps
in the Ameren auction would in any way effectively control any market power
that wholesale market players allegedly can exercise.

There is a basic difference between the two situations. In spectrum
auctions, as stated by the FCC, the auction product (the spectrum license) is the
input. It is an input for firms to be able to provide communications services to
customers. Access to this input is essential to becoming a competitor in the
market for providing communication services. If only two firms acquire spectrum
in a given region, there can be at most two firms providing communication
services in that same region. When the FCC controls the number of competitors
“upstream” — i.e., the number of competitors that acquire the input, namely
spectrum licenses in a region — the effect of this diversification of competitors
trickles downstream to the market for customer services (the output). But in
auctions such as the one proposed by Ameren, it is not true that the auction
product is the input and the other market is the downstream service. It is the other

way around. Bidders in the auction compete to provide the full-requirements
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service to customers (the output). To do so, they will assemble a portfolio of
inputs from the “upstream” wholesale markets and provide risk management
services. If a load cap is imposed to ensure that there are at least three suppliers
for Ameren customers, this has no effect on the number of competitors of
wholesale products. Imposing measures on the auction downstream will not go
against the current to affect the behavior of wholesale market players upstream.
Do you believe that there are other competitive safeguard recommendations
made by witnesses in this proceeding that are based on concerns that market
power can be exercised by wholesale market players and that aim to avoid
the effects on the auction results of such market power?

Yes. The particular recommendations and observations that fall in to this category

are the following recommendations made by Dr. Salant:

° The characterization of the auction volume guidelines as a
measure to control the market power of suppliers selling their
generation resources; (ICC Staff Exhibit 1.0, p. 28 lines 630 to
638)

° The proposal to lower load caps generally, but allow participation
above the load cap for bidders who agree to be price takers; (ICC
Staff Exhibit 1.0, p. 70-75, lines 1593 to 1701)

° The recommendation to have tranche sizes as low as 2 MW; (ICC
Staff Exhibit 1.0, p. 58, lines 1298 to 1302)

° The recommendation that bidders be required to reveal to the
Auction Manager any contracts that are contingent on the auction
outcome. (ICC Staff Exhibit 1.0, p. 89 lines 2016 to 2025)
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The recommendations regarding the tranche size and the price-taking
option, as well as the interpretation of the auction volume guidelines, are endorsed
by Professor Sibley.

You have made clear that you disagree with the rationale that drives these
recommendations. However, will you please consider whether these
recommendations may, for other reasons perhaps, improve the Auction
Process? Can you please start by considering the first of these, the view of the
auction volume guidelines as a measure to control the market power of
suppliers of generation resources?

As | stated in my direct testimony (Resp. Ex. 6.0, p. 44 lines 992-1001; 1927-
1940), and as | explain in further detail in Section 5 of my rebuttal testimony,
where | provide a concise summary of the auction volume guidelines as
developed thus far, | believe that the auction volume guidelines have a single role.
And that role is to be a safety net in case the interest at the auction is not as high
as expected. If interest is not sufficient, the auction volume is reduced to ensure
competitive prices at the auction, and the remainder of the volume is procured on
MISO-administered markets. However, | believe that it is only in the case where
there is clearly insufficient interest that there should be a consideration of
reducing the volume in the auction and thereby exposing customers to the
volatility of the spot market.

In contrast, Dr Salant testifies as follows (ICC Staff Exhibit 1.0, p. 28

lines 630-638):
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Ameren’s CPP [sic] proposal also does not recognize the
fact that Ameren has market power as a buyer in the auction. Some
suppliers will have limited options outside of the auction to sell
their generation resources, except in day-ahead and real-time
markets. The volume adjustments, discussed in more detail in
Section 6, provide the Auction Manager with the ability to not only
mitigate the potential impact of supplier market power, but to exert
pressure on suppliers who may have limited options for selling
their generation resources in other energy markets.

Dr. Salant, at this point, does not make a concrete proposal regarding the
auction volume guidelines, but he describes the approach that he would take. |
certainly disagree with the way Dr. Salant seems to approach the auction volume
guidelines. The notion that reducing the volume at auction could mitigate
wholesale market power does not seem logical. Reducing the volume procured
through auction does not of course reduce the volume that Ameren will ultimately
need to procure through the wholesale market to serve its default customers’ load.
If volume is reduced at the auction, it is procured via MISO wholesale markets.
Reducing the auction volume does not mean reducing overall demand.

Dr. Salant appears to believe that these auction volume guidelines are
Ameren’s strategy for a battle of wits between Ameren with supposedly market
power on the buying side, and the sellers, who are presumed to have market
power on the selling side. The true stakes — whether a portion of the supply must

be procured in the spot market and whether ratepayers are exposed to this
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additional price volatility — are too high to approach the auction volume
guidelines as such a battle of wits. | believe that Dr. Salant’s view of the purpose
of the auction volume guidelines is heavily colored by his mistaken belief that
competitive measures taken on the downstream auction product can fight the
current to have a beneficial effect on the market power that is presumed to be
exercised by wholesale market players upstream.

Fundamentally, examining the idea carefully, | disagree with the notion
that the auction volume guidelines can be a way to mitigate potential supplier
market power. Even if we accept for the sake of argument Dr. Salant’s premise
that there is concentration in ownership in generation resources, and if we accept
for the sake of argument his implication that market power can be exercised in
wholesale markets, wouldn’t a generator with such market power welcome the
fact that, if the auction volume is reduced, Ameren would be forced to purchase a
steady volume in the spot market where the generator is able to exercise market
power? The generator would be able to still hedge a portion of its physical long
position through sales in the auction, meeting certain fixed cash flow
requirements, and leave a portion open to exploit its market power in the spot
market. Customers would experience the worst of both worlds. Even if we
further accept the assumption that the generator would want to limit its exposure
to spot and day-ahead markets, a premise that as | testified seems illogical on its
face, why would the auction volume guidelines have any appreciable impact on
the ability of the generator to sell its energy forward? The generator would still

be able to sell most of its energy forward through the auction as planned, and
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would also be able to take advantage of other market opportunities to sell forward,
including selling forward products at trading hubs and selling forward products
that will ultimately be used by RESs to serve Illinois customers.

Would you please now consider the second point, the price-taking proposal
for bidders that would want to exceed the load cap and assess whether this
measure would improve the Auction Process?

| do not believe that the price-taking option is an improvement for the Auction
Process. Before explaining why | believe that this proposal is harmful, 1 would
like to examine Dr. Salant’s logic behind the proposal.

The logic underlying the proposal, that a large bidder has low marginal
costs and will be willing to be a price taker if it expects the auction price to be
high enough, is flawed and confuses competition in the auction and competition
in the wholesale market. Dr. Salant assumes that large bidders are also likely to be
those with low marginal production costs. He reasons that as a result these bidders
would be willing to be price takers as the auction price will almost surely exceed
their marginal costs. This analysis is incorrect. The point he misses is that the
marginal cost of generation is not the marginal cost of auction participation. The
true marginal cost of participating in the auction is the opportunity cost of selling
in the auction. The opportunity cost of selling in the auction is the revenue
foregone of the next best opportunity, most likely the opportunity of selling
forward power products elsewhere, including in wholesale markets or to other
auction participants. (This is another instance where there is confusion between

the auction product and wholesale market products). The marginal cost of
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supplying the auction product is not the marginal cost of production of a
generation unit. Dr. Salant’s misconception of the auction product is also evident
in his response to ComEd Data Request Staff 2.40 in Docket 05-0159. When
asked what is an inefficiently high auction price, Dr. Salant responded: “A price is
inefficiently high if it is above the marginal cost of the marginal unit.” Dr. Salant
would presumably reach the same conclusion with respect to the Ameren auction.
While the notion that electricity prices should be based on the marginal cost of the
marginal unit underlies much of the theory of price formation in competitive
wholesale spot power markets, it is not the notion that is relevant to the auction
product.

At its most basic, it is not logical to believe that allowing an entity to
exceed the load cap on a voluntary basis will lead to a better result for ratepayers.
The entity would take the price-taking option only if it would achieve greater
profit by being a price-taker than by participating in the auction. Greater supplier
profits for the supplier do not mean better prices for customers, they mean worse
prices for customers. If the load cap is reasonably set, and | expect it will be for
the Illinois auction, there is no reason to allow it to be circumvented on an
optional basis through a price-taking option as the only time the option would be
exercised is if customers would be harmed.

There are several additional ways in which | believe this proposal will be
harmful to the Auction Process achieving its objectives. First and foremost, it is
essential to point out that the goal of obtaining reliable supply for ratepayers at

competitive market prices will not be fulfilled under such a proposal. In the
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extreme circumstance in which several suppliers come forward to be price-takers,
the volume at the auction will be the greater of 10% of tranches available or 1
tranche. | would submit that many suppliers will not want to incur the costs of
participating in the auction for such a low volume. (How many suppliers could
Dr. Salant really expect to show up to compete for 1 tranche?) The price of these
tranches — and therefore the price for the entire load and to be paid by all
customers — will not be set by the full pool of suppliers that would have otherwise
competed in the auction. A price will be obtained at the auction, but it is unlikely
to be either competitive or to be a market price. These considerations will still
come to bear, albeit to a lesser extent, if there is a single price-taker, who could
request up to 50% of the load. Suppliers that had made plans to vigorously
compete at the auction and that had perhaps contracted forward in advance of the
auction will find out after the Part 2 Application that the volume in the auction is
much smaller than anticipated. Again these suppliers will re-think their
participation in the auction. Will the price at the auction be a competitive market
price? The price at auction will certainly not reflect the full competition of all
bidders that we would have expected to participate and there is no reason to
suspect, let alone believe, that the price from the competition of a smaller pool of
bidders would be lower. Again, there is no reason to think that the quantity choice
made by the price-taker will ignore profit maximizing considerations: the price-
taker will only take the option if the resulting price is higher than it otherwise

would have been.
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Second, | believe the price-taking option is likely to deter participation in
the Auction Process. Bidders may not be willing to invest resources and prepare
their bids with the possibility that, at the end of the day, they will be competing
for a small auction volume. Furthermore, any benefit of the load cap in terms of
maximizing the participation of suppliers, especially smaller suppliers, is lost if a
price-taking option is introduced. The load cap reassures smaller or newer
suppliers that each and every bidder would be limited in its ability to bid and win
load, and that these smaller suppliers would be free to complete with all bidders
including those that they may be perceived to be more established suppliers. A
price-taking option gives the option to a supplier of reserving a portion of the
supply for itself without having to compete for it. Smaller or newer suppliers may
well perceive the price-taking option as a barrier that prevents them from
competing with more established players on an equal basis for all the load.
Knowing that such an option exists may well discourage the participation of
these suppliers.

Third, I believe that the price-taking option negates many of the benefits
of the open auction format. The benefits of the clock auction are based on bidders
being able to use information that they obtain during the Auction Process to revise
their bids, and this dynamic information feedback tends to elicit the best bids. The
price-taking option negates these benefits in two ways. The proposal effectively
forces the price-taker to bid as it would in a sealed bid situation, and deprives
customers of the better bids that could result if the large bidder had the

information provided through the open auction format. By the same token, the
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existence of a price taker denies information to suppliers that actually participate
in the auction as well. They would not see market supply at different price points;
the supply from the price-taker is fixed at all price points and does not provide
information. This could well lead to less aggressive bids as the bidders would be
less confident of the information that they learn during the auction from others’
willingness to supply.

Have you identified other ways in which the proposal is problematic or
appears incomplete?

Yes, there are also problems with this proposal from a purely practical perspective
and important details that are left unspecified.

The most obvious problem is that it is not sufficient for the price-taker to
declare the number of tranches and percentage of the load that it wants to serve at
the indicative offer stage. The tranches of the load at auction are not
homogeneous. There are tranches of different durations and tranches to serve
different groups of customers. The price-taker will need to declare the number of
tranches of each product that it wants to serve. This leads to additional

practicalities that appear unresolved, for example:

e |f a price-taker wants to serve all of the tranches of particular product
(e.g., all one-year tranches for BGS-LFP customers) how will the
price for this product be determined?

e |f there are several price-takers so that there is just one tranche left in
the Fixed Price Segment, how will the prices for the four products in
the Fixed Price Segment be determined on the basis of the auction

price?
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There are also elements of the Auction Process that | believe could need to
be re-worked to accommodate a price-taking proposal. One example is the price
decrements. It is typically harder to calibrate the price decrements for smaller
products (i.e., products with smaller tranche targets). The fact that the price-taker
option could be exercised will require that various price decrements be developed
to deal with the fact that the auction may well proceed with significantly less
volume. Although the auction volume guidelines also mean that the auction could
proceed with less than full volume, more attention would need to be devoted to
these price decrement rules when there is a significant likelihood that the volume
would be cut by 50% or more.

Has there been any experience with price-taking options for the procurement
of supply for default customers?
Yes. This approach was used in Connecticut in their first competitive procurement
for Standard Offer Service Generation Supply in 1999. Connecticut Light &
Power’s affiliate, Select Energy, was the price-taker. Select Energy would take
50% of the load at the weighted average prices of the winners in a competitive
solicitation.
What was the result? Do you believe that this experience provides a good
basis to put forth the price-taker proposal?
The RFP concluded in November 1999. NRG and Duke won the competitive
solicitation for the following percentages of load:

2000 2001 2002 2003

NRG 35% 40% 40% 45%
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Duke 15% 10% 10% 5%
Select 50% 50% 50% 50%

After the bid was awarded, there was a series of acrimonious proceedings.
NRG (as well as Select Energy) started in 2002 to ask the Connecticut
Commission for additional revenue, based on wholesale market price movements
since the bid, on problems with ISO-NE rules, and on a Standard Offer obligation
that was larger than expected. CL&P supported the suppliers in their requests to
the Connecticut Commission for increased payment. However, these requests
were denied by the Connecticut Commission, which was unwilling to increase
short term retail rates. By May 2003, NRG declared bankruptcy. CL&P was
forced to buy replacement power at high prices. The issue was litigated at the
FERC and the FERC eventually ruled that NRG was obligated to supply power.
This ruling was upheld on appeal; both NRG and CL&P settled in November
2003.
Do subsequent solicitations for Standard Offer Service in Connecticut
include a price-taker option?
No.
Would you please now consider the third proposed modification, namely the
proposal of smaller tranche sizes?
The Auction Process as proposed specifies that the tranches will be roughly 100
MW of peak demand. Dr. Salant proposed that the tranche size be changed to 2
MW because he believes that “a larger tranche size would exclude some
generators” (ICC Staff Exhibit 1.0, p. 58 line 1302). Dr. Salant again identifies

bidders with generators, and identifies the auction product with generation

52



1258

1259

1260

1261

1262

1263

1264

1265

1266

1267

1268

1269

1270

1271

1272

1273

1274

1275

1276

1277

1278

1279

1280

Resp Ex. 12.0

capacity; as | have testified now extensively, | disagree with this rationale, which
I believe is based on a confusion between the auction product and other standard
wholesale products.

I do not believe in the benefits of a tranche size as small as 2 MW. My
experience as Auction Manager in New Jersey is that participation has been
healthy and robust in auctions for fixed-price products that have all used a 100
MW tranche (on an eligible load basis). In the past four years in New Jersey, | am
not aware of any supplier or any other intervenor suggesting a smaller tranche
size or arguing that this would increase competition. Furthermore, | understand
that prospective suppliers in Illinois have expressed support for the 100 MW
tranche size.

While I do not believe that there are benefits to a smaller tranche size, | do
believe that smaller tranches can unnecessarily burden the Auction Process. |
would expect a small tranche size such as 2 MW to slow down the auction as
bidders have more combinations to evaluate and could take more time to decide
on their bids. 1 would expect a small tranche size to unnecessarily burden bid
processing and monitoring. | understand that the possibility of winners of very
small tranches may present specific administrative challenges for the RTO.
Finally, as a general point, | believe that making such a change without
undertaking a thorough analysis of whether it affords bidders additional gaming
opportunities would be ill-advised.

I understand that in response to concerns about tranche size, Ameren has

agreed to a 50 MW tranche size. | believe that the observations I make above
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about the potential costs of a smaller tranche size do not apply to a 50 MW
tranche.
Do you then believe that Ameren’s proposal to revise the tranche size to 50
MW does not present any problems for the success of the Auction Process?
That is correct.
Would you please now consider the fourth proposed modification, namely
the recommendation that bidders be required to reveal to the Auction
Manager any contracts that are contingent on the auction outcome?
Dr. Salant’s supports this recommendation by stating that it is necessary to
prevent a situation in which a single wholesale supplier enters into contracts to
provide wholesale products to several independent bidders. Let’s remember that
the nature of competition in the auction is to provide risk-management services
from products assembled in the wholesale market. When wholesale market
players make products available to bidders on a contingent basis, they enable
bidders to compete by enhancing those products with their own risk management
additions. Further, as Mr. Ogur explains in his testimony, remote generators may
use a non-physical delivery strategy:
A physical player could sell energy, capacity and ancillary services from
owned units in the PJIM markets and could purchase these same products
in the MISO markets either before or after the auction, so as to satisfy the

Companies’ tranche requirements. | refer to this general strategy as the
Non-Physical Delivery Strategy (ICC Staff Exhibit 4.0, lines 301-305).

Wholesale suppliers can provide to auction participants wholesale forward
products. While Mr. Ogur also explains that some entities may rationally choose
to bid partially naked, others will seek wholesale market players that may be

offering contingent contracts or options to purchase supply. These offers would
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have a beneficial effect on the auction. They would enable the basic wholesale
products to be available to a wide range of competitors in the auction. This
enables the competitors in the auction to compete in assembling products,
managing risks and assessing risks. It expands competition for the auction
product and is good for customers.

Dr. Salant believes that a situation where a wholesale supplier contracts to
supply several independent bidders must be stopped because it allows the
wholesale supplier to “circumvent the purpose of the load cap” (ICC Exhibit 1.0
p. 88 line 2008) and because it is a “collusive arrangement” (ICC Exhibit 1.0 p.
88 line 1998). Most emphatically, the situation considered by Dr. Salant does not
circumvent the purpose of the load cap and is not a collusive arrangement on its
face. First, the purpose of the load cap is explained in great detail earlier in this
testimony and it certainly does not include limiting a wholesale supplier who is
not participating in the auction from selling its energy on a forward basis, to
auction participants or to anyone else. Second, a collusive arrangement is an
agreement among several parties to act in concert for the purposes of keeping
prices higher than they would be if they were to compete with each other. If the
bidders that have purchased products from the same wholesale supplier were
communicating with each other while participating in the auction, it would be
collusion. However, bidders will, under the Associations and Confidential
Information rules, certify that they will have no such communication. If these
bidders were communicating with the wholesale supplier, so that the wholesale

supplier would serve as a conduit to guide the behavior of the bidders toward a
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coordinated outcome in the auction, it would be collusion. However, again,
bidders will, under the Associations and Confidential Information rules, certify
that they will have no such communication. If the wholesale supplier had the
ability to specify contract provisions to ensure that bidders would bid to a
coordinated outcome, the wholesale supplier again could be serving as a conduit
for collusion. However, again, bidders will, under the Associations and
Confidential Information rules, certify that their supply arrangements do not
contain provisions that direct their behavior in the auction. If each bidder was
aware that the others also had contracts with the same wholesale supplier,
although this would not be collusion, it could certainly bias the competition at the
auction since these bidders would have superior information about each other.
However, bidders will, under the Associations and Confidential Information rules,
certify that they have no such knowledge. In short, the Association and
Confidential Rules are designed to foresee and minimize the possibility of
collusion. A situation in which a wholesale supplier competes with other
wholesale suppliers to provide various auction participants with wholesale
products is not a collusive arrangement. There is no reason to believe that this
situation does anything except facilitate competition for the auction product as the
wholesale supplier more widely disseminates its wholesale supplies. Therefore
there is no reason to believe that additional disclosures under the Association and
Confidential Information Rules are required to deal with this situation.

What is more, | firmly believe that requiring these additional disclosures,

even if these disclosures are protected, can only have a negative impact on the
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Auction Process. | believe that bidders will at best be reluctant to reveal their
sources of supply and the Auction Manager would have no authority to require
disclosure from a wholesale supplier that is not participating in the auction. Any
contractual arrangements will be considered extremely sensitive business
information. It will be unclear to bidders — as it is to me — what would be done
with this information or how it could be effectively used to promote competition
in the auction. Such disclosure requirements, if properly structured will have a
chilling effect on participation as bidders will refuse to provide sensitive business
information. Such disclosure requirements, if improperly structured, may well
simply increase supplier costs as suppliers enter into more complicated contracts
to avoid the need to disclose. The ultimate consequence on the auction of one or
both of these effects of adding the disclosure requirements is to reduce
competition or increase costs to suppliers, both of which can be expected to have
a negative effect on price.
Are there other recommendations that relate to the competitive safeguards in
the Auction Process that are made by witnesses in this proceeding?
Yes. Dr. Salant offers two additional recommendations related to competitive
safeguards.

The first is a recommendation regarding the auction volume guidelines.
Dr. Salant points out that bidders may not be interested in all products equally. To
avoid a situation where one product is very competitive while another is not, Dr.
Salant recommends that the Auction Manager have “the discretion to increase the

auction volume for products with excess supply as well as to decrease the auction
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volume of products for which supply offers are limited.” (ICC Exhibit 1.0 p. 60,
lines 1339-1342).

The second is a recommendation regarding the Association and
Confidential Information Rules. Citing the need for transparency, Dr. Salant
recommends that “all relevant information should be made public except such
information that would adversely affect the outcome of the auction from the
perspective of ratepayers.” (ICC Exhibit 1.0 p. 52, lines 1172-1174). This relevant
information would include all information provided to bidders and to the Auction
Manager, including the lists of bidders, bidder associations, and round-by-round
bid results.

Do you believe that these recommendations will improve the Auction
Process?
No, I do not.

I will first consider the recommendation that the Auction Manager be
allowed to change the tranche targets of the various products during the auction
on the basis of the interest expressed by bidders. | can only make sense of this
recommendation by presuming that Dr. Salant is considering exclusively
changing the tranche targets of various BGS-FP products in the first auction, each
product having a different term, but serving the same group of customers.
Understood any other way, this recommendation is illogical. The recommendation
cannot possibly apply to BGS-FP products in the second and subsequent auctions
because Ameren is proposing a single contract term of three years for BGS-FP

products. There is no opportunity to change the targets of the various BGS-FP
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products in the second and subsequent auction because there is a single BGS-FP
product. The recommendation cannot possibly apply to changing the targets of the
BGS-FP product and the BGS-LFP product. These products serve different
customers. Increasing the tranche target for the BGS-FP product and decreasing
the tranche target for the BGS-LFP product, for example, would mean purchasing
more than what residential and small business customers need, while purchasing
less than what the large commercial and industrial customers need.

Narrowly interpreting this recommendation to apply only to BGS-FP
products in the first auction, | believe that this recommendation should be rejected
and that it is likely harmful to the Auction Process.

It is my experience from various auctions that bidder interest evolves as
the auction progresses. In the early stages, bidding patterns are not always
indicative of final interest, and in some cases early bidding patterns can be quite
misleading. Some bidders may simply not be following relative prices at these
stages, some bidders will likely change their valuations of certain products as they
get information regarding excess supply, while other bidders will be assessing the
competition for various products in an attempt to make final strategic decisions
regarding their true targets. It is not uncommon for a product for a given supply
period to have relatively low interest early in the auction and to catch up with
other products for other supply periods at some point in the auction. A product
can also attract less interest relative to others and yet this interest is steady and
continues beyond price points at which other products clear. The auction is

designed so that the relative prices for the various substitute products are
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discovered through the auction and so that these relative prices track the realities
of the market. The judgment of the Auction Manager, even if exercised in
accordance with a rule pre-established on the basis of expected bidding patterns,
IS a poor substitute for this market mechanism. This judgment is even more likely
to be mis-applied as bidders should be expected to strategically respond to such
adjustments, and will devote time and effort to influence the final tranche
allocation.

I will next consider the suggestion that auction information be made
public. I agree with Dr. Salant that the most important consideration is that such
information revelation not adversely affect the outcome of the auction from the
perspective of ratepayers. However, | disagree with Dr. Salant in that | believe
that making auction information public will in general have just such an adverse
effect. Let’s remember that auction participants can be expected to be active in
other energy markets, including in trading for products that will be used as inputs
to the auction products. If information about their auction participation were
public, it could impede their other business dealings by revealing important
information regarding their competitive positions, and it could directly impair
their bargaining position when making supply arrangements for the auction. The
ultimate effect on the auction outcome would be to raise price — either because
making auction information public would have a chilling effect on auction
participation or because it could directly raise the cost of supply arrangements that

bidders negotiate to participate in the auction.
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I understand that Dr. Salant here is again considering the spectrum
auctions as the model for this recommendation. As | have testified, in spectrum
auctions, bidders are acquiring an input that will allow them to participate or to
expand their participation in a downstream service market; this situation is
different from the proposed Auction Process in which bidders are bidding to
provide a service to customers, but must acquire inputs at the best terms possible
in order to participate successfully. Revealing their participation in the auction,
their bids, or the auction price in a given round can negatively affect their ability
to acquire wholesale market inputs or can affect their other market dealings.

That being said, once the auction has concluded, and once there have been
ample opportunities for any bidder that had participated “naked” in the auction to
make suitable arrangements to serve load won at the auction, some auction
information can be revealed without harm. Certainly, the names of the winners,
with the price for each product and the amount of tranches of each product won
by each winner, can be released. As well, information regarding the prices and a
measure of excess supply for each round could in most circumstances be publicly
released. These data would then anchor the description of the auction provided in
public version of the Auction Manager Report. Such information could no longer
harm bidders in the auction as bidders would have had time to make any needed
supply arrangements. However, in the special case where the auction volume had
been cut back, | believe that the Auction Manager should be able to recommend
to Staff that some round information not be released. The Auction Manager would

make such a recommendation if this round information would enable suppliers to
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“backward engineer” certain aspects of the auction volume guidelines. As I
discuss in Section 5 below, the auction volume guidelines cannot be released to
bidders without compromising the integrity of the Auction Process; by the same
token, round information that allow inferences regarding the auction volume
guidelines should also be avoided. | would recommend that Staff retain the
ability to redact round information, and that this discretion be exercised in case of
a volume cutback if round information could be used to make inferences
regarding the auction volume guidelines.

For most of the measures that have been proposed regarding competitive
safeguards, you do not believe that these would improve the Auction Process.
Which of these recommendations do you believe are potentially most harmful
to customers and should definitely be rejected?

| believe that there are three such recommendations: the price-taker proposal, the
modifications to information disclosures (i.e., the requirements for disclosures of
contract arrangements by bidders and the requirements for public disclosure of all
auction information) and the recommendation to adjust the tranche target of each
product. | have testified above as to the reasons for my believing that these
proposals are harmful.

Do you believe that the competitive safeguards as proposed in the Auction
Process will be effective in promoting the competitiveness of the Auction
Process?

| do.
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I believe that a load cap set in the 33% to 50% range will be effective in
providing a degree of supplier diversification, in reducing incentives to withdraw
strategically, in reducing incentives to overstate interest, while not overly
constraining the participation of the bulk of the anticipated pool of bidders. I
believe that the main principles of the auction volume guidelines as already
specified provide a sound basis for the Auction Manager to cut back the volume if
interest at the auction is lower than expected. The contingency plan in case of a
volume cutback appropriately ensures that bidders do not have an opportunity to
contract with Ameren to serve load except through the auction. The Association
and Confidential Information Rules appropriately guard against anti-competitive
behavior while not putting undue burdens on bidders. | believe that these
measures, taken as a whole, will be effective in promoting participation, and in
ensuring that reasonable protections are in place against anti-competitive behavior
so that the Auction process can deliver reliable supply at competitive market

prices.

The Costs and Benefits of Permitting Switching Across Products Need To Be
Carefully Evaluated

Please describe the purpose of this section of your rebuttal testimony.
In this section, | respond to the positions put forth by certain Staff and intervenor
witnesses that there should be a single auction with switching among all products.

A “single auction” in this context would be mean a fully consolidated auction, e.g.
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same schedule, same Auction Manager, auction rules, etc. with all utility products
offered simultaneously, with switching allowed across all products.

Please summarize rules for switching in the Auction Process originally
proposed by Ameren in its filing in February.

The Auction Process as proposed by Ameren in its direct case filed in February
did not anticipate a single auction as conceived by Staff and intervenors, but did
foresee that eventually there would be simultaneous joint auctions for Ameren
and ComEd products. By simultaneous joint auctions | mean that all products for
ComEd and Ameren would be auctioned at the same time in a joint process and
on a single schedule, but that bidders would not be able to switch from a ComEd
product to an Ameren product or vice-versa. Furthermore, although a bidder
would be able to switch between the BGS-FP and BGS-LFP products, and among
the BGS-FP products of various terms in the first year, a bidder would not be able
to switch from the hourly BGS-LRTP product to a fixed-price BGS-FP or BGS-
LFP product or vice-versa.

Resp. Ex. 12.5 (a) summarizes in diagrammatic form the groups of
products amongst which a bidder can switch under the original proposal. In this
exhibit, the product “groups” delineate where switching can occur. The four
groups within which switching can occur are: 1) the ComEd CPP Group within
the Fixed Price Section; 2) the Ameren BGS Group within the Fixed Price Section
(formerly referred to as the Fixed Pricing Segment); 3) the ComEd CPP Group
within the Hourly Price Section; and 4) the Ameren BGS Group within the

Hourly Price Section (formerly referred to as the Spot Market Segment).
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Switching is allowed within any of the four groups, but is not allowed across
groups.

Please describe the positions of Staff and intervenors with respect to
switching across products in the proposed Auction Process.

Certain Staff and intervenor witnesses argue that the auction should allow for a
greater level of switching than that originally proposed by Ameren. Staff witness
Salant (Staff Exhibit 1.0 at lines 770-774) recommends that switching be
permitted across utilities and across all products (including the products for large
customers taking hourly-price service). Dr. Salant indicates (Staff Exhibit 1.0 at
lines 919-923) that he is relying on the analysis of Staff witness Ogur to support
his recommendation. Mr. Ogur argues that the reasons presented by Ameren in
its direct case for switching between ComEd and Ameren products not being
allowed are unconvincing. Mr. Ogur presents a number of hypothetical bidder
strategies that he believes would permit bidders to effectively switch across
utilities.

IIEC witness Dauphinais (IIEC Exhibit 2 at lines 88-90) argues that
parallel auctions (without switching across utilities) will result in higher clearing
prices than a fully-integrated auction (with switching across utilities).

Have suppliers active in this proceeding taken a position on switching?

No supplier argues that Amren’s auction design proposal should incorporate more
switching across products — i.e., switching in addition to what was originally
proposed by Ameren and depicted in Resp. Ex. 12.5 (a). Dynegy witness

Huddleston (Dynegy Exhibit 1.0 at lines 212-214) does recommend that ComEd
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and Ameren seek uniformity in their auction documents so as to “facilitate the
eventual move to a single simultaneous and, perhaps, joint auction for each type
of product.” CCG Witness Smith proposes that “separate auctions be held during
the same general time period but not at the same time.” (CCG Exhibit 1.0, page
4, lines 118-119). Hence, under Mr. Smith’s proposed process for the first
auction, switching would not be permitted across the products of the different
utilities.

Is it your opinion that switching can have benefits in an auction of the type
proposed by Ameren?

Yes. Switching across of the various utilities is permitted in each of the New
Jersey BGS-FP and BGS-CIEP Auctions, and | believe that this yields benefits for
the customers of the New Jersey utilities. | believe switching makes sense when
the products in the auction are good economic substitutes for one another in the
bidders’ business plans. In these cases, switching can increase competition and
switching allows prices to reflect the market more accurately.

Is it your opinion that switching can have costs in an auction of the type
proposed by Ameren?

Yes, the benefits of allowing switching must be evaluated against its costs. There
are two main costs. The first is that allowing switching across all products limits
the information available to the Auction Manager to make an informed decision
regarding the appropriate volume in the auction. The second is that allowing
switching across a certain group of products means that the Commission will have

to make a single approval decision with respect to all the products of the group.
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Doing otherwise would create substantial uncertainty for the bidders who in
switching from one product to another would put themselves at risk of switching
to a product for which the result would end up being rejected. Mr. Dauphinais
raises the issue that there could be approval concerns (i.e., there would be “a risk
that an unsatisfactory price result in one load zone could require the Commission
to also throw out a satisfactory price result in the other load zone”; IIEC Exhibit 2
at lines 156-158).

Has Ameren modified its proposal to respond to concerns of Staff and the
IHEC with respect to switching in the Auction Process?

Yes. My understanding is that Ameren has agreed to an Auction Process that
permits switching between the fixed-price products of ComEd and the fixed-price
products of Ameren, and also permits switching between the hourly-price
products of ComEd and the hourly-price products of Ameren, but does not permit
switching between fixed-price products and hourly-price products. This revised
structure is depicted in Resp. Ex. 12.5 (b). In this structure, switching is
permitted in each Section, but is not permitted across Sections.

Please provide your opinion on the decision not to permit switching between
the hourly-price product and the fixed-price products in Ameren’s revised
proposal.

| believe that Ameren’s decision not to allow switching between the hourly-price
product (BGS-LRTP) and the fixed-price products (BGS-FP and BGS-LFP) is the
right one. The BGS-FP and BGS-LFP products are not good substitutes for the

BGS-LRTP product because the products would not hold the same place in the
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bidder’s business plan. BGS-FP and BGS-LFP products are fixed-price products.
The bidder offers a fixed price to provide all components of the full-requirements
service that have costs that can be highly variable. To be successful, the bidder
must make good predictions of future energy costs, make the best assessment of
the opportunity to serve Ameren load, and devise the best strategy to hedge the
risks associated with all its future supply costs. The bidder’s success critically
depends on its success in predicting future energy prices and the relevant Ameren
load that it will be serving in any given hour.

Capacity is a component of the full-requirements service. The BGS-FP
and BGS-LFP products as well as the BGS-LRTP product require the supplier to
indicate the capacity resources upon which the supplier is relying. The capacity
component typically represents roughly 10% of the cost of an overall fixed-price
product in the New Jersey BGS context and | see no reason to believe it would be
radically different for Ameren. It is possible that supply arrangements for
capacity for BGS-FP and BGS-LFP products could be transferred to the BGS-
LRTP product but substitutability of the supply arrangements of this one
component does not imply that the BGS-FP and BGS-LFP products are economic
substitutes for the BGS-LRTP product.

I believe that the BGS-FP and BGS-LFP products are not good economic
substitutes for the BGS-LRTP product because BGS-FP and BGS-LFP suppliers
take radically different risks from BGS-LRTP suppliers and the characteristics of
the revenue streams for the BGS-FP and BGS-LFP products are different from

those of the BGS-LRTP product. As Mr. Parece notes in his testimony in Docket
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05-0159, a cost of allowing switching is that it creates opportunities for strategic
bidding that can be detrimental to the auction. Bidders can send false signals as to
their level of interest in specific products. While this cost is small in comparison
to the benefits of switching when products are close substitutes it becomes larger

as the products are not as good substitutes. | agree with this point.

Please provide your opinion on the decision to permit switching between the
hourly-price products of ComEd and Ameren, as well as between and the
fixed-price products of ComEd and Ameren.

| believe that there are both costs and benefits to this kind of switching and that it
is reasonable to believe that switching is on balance beneficial at this time. There
are certain strategies that could be employed today by bidders such that the
components of the fixed-price CPP products could be substitutable for
components of the fixed-price BGS products, with the same holding true for the
hourly products. This is explained by Staff witness Ogur, who posits that
“bidders can work around the RTO seams to effectively switch between the
products of the two utilities at the current stage of the MISO and PJM joint and
common market.” (ICC Staff Exhibit 4.0, lines 178-180). Mr. Ogur presents
examples of how bidders with physical supply resources in PJIM could use those
resources to bid on the Ameren products. He also recognizes that physical
resources are not needed to participate in the auction and that financial players

may benefit from being able to switch between the products of ComEd and
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Ameren. The rationale put forth by Mr. Ogur comports with my understanding of
the RTOs and potential bidder supply strategies.

Furthermore, the benefits can only be expected to increase with time. The
PJM and MISO RTOs have been ordered by the FERC to implement a joint and
common market and they have commenced efforts to implement such a market.
As the PJIM and MISO markets become more aligned, the CPP and BGS products
will become, in my opinion, closer economic substitutes than they are today.
If switching is allowed, would it require modifications to the basic design of
the auction?
Yes. | believe that the elements of the auction design that would require

modifications would include the following:

Associations and confidential information rules;
Definition of eligibility;

Definition and report of excess supply;
Calculation of price decrements.

Are these changes incorporated in the documents filed by Ameren in its
rebuttal testimony?

No. | have worked with ComEd and with Ameren to develop a single set of
documentation that would be used to implement the simultaneous auction should

the ICC approve the Auction Process, but such documents do not yet incorporate

a single auction with switching.

These documents include:

e Draft Auction Rules for a Simultaneous Auction (Resp. Ex. 12.4)
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e Draft Part 1 and Part 2 Application Forms that accommodate applicants
wishing to bid on any and all of the auction products (Resp. Ex. 12.1 and
12.2)

e Draft Appendices to Application Forms

o Description of Alternate Guaranty Process and Approval Criteria

0 Pre-auction Letters of Credit

o0 Sample Letters of Reference

0 Sample Letter of Intent to Provide a Guaranty

o0 Description of Process and Approval Criteria for Modifications to the

Letters of Credit.

Are these documents identical to those submitted in Docket No. 05-01597?
The Part 1 and Part 2 Application Forms and Appendices are identical. The draft
Auction Rules are very similar, but not identical. | have revised the draft rules to
correct for typographical errors and to highlight one of the areas where the
ComEd and Ameren proposals may need to be harmonized in order to permit
switching across the fixed-price products of ComEd and Ameren and the hourly-
price products of ComEd and Ameren. This relates to the Bidder Participation
Fee, which is included as part of the ComEd proposal but is not anticipated by
Ameren. ComEd anticipates that all Registered Bidders will pay a “Bidder
Participation Fee” designed to contribute to the costs of the auction. (The balance
of the costs will be recouped through the Supplier Fee.) Ameren’s proposal does
not anticipate a Bid Participation Fee, but anticipates that the total costs of the
auction will be recovered in a supplier fee (termed *“Auction and Administration
Fee”). This is one of the many aspects of the Illinois Auction Rules that can be
expected to be adapted to accommodate the switching that ComEd and Ameren
have accepted in their respective rebuttal filings. Other auction documents will

need to be adapted as well.

Do you believe that the documents are responsive to the request by Mr.

Huddleston on behalf of Dynegy?
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Yes, | do. Mr. Huddleston argues “to the greatest extent possible, the Auctions,
their rules, the supplier contracts, and the tariffs related to them should be uniform
as between ComEd and the Ameren Utilities. We recognize that for various
reasons (e.g., because ComEd and the Ameren Utilities operate within different
RTOs and, as of now, the seams issues between those RTOs have not been fully
resolved), there cannot be complete uniformity. However, there should be as
much uniformity as possible.” (Dynegy Exhibit 1.0 p. 10, lines 205-210). |
believe that the documents represent substantial efforts to achieve uniformity.

Can you now please provide a description of the Part 1 Application Form for
the Illinois Auction?

Certainly. An applicant uses the Part 1 Application to become a Qualified Bidder
in any one, several of, or all of the “Groups” in the Illinois Auction.

As represented in Resp. Ex. 12.5(a), the Illinois Auction consists of two
Sections, a Fixed Price Section and an Hourly Price Section. Each Section has
two Groups. The Fixed Price Section has a CPP Group (consisting of the 17-
month CPP-B product, the 29-month CPP-B product, the 41-month CPP-B
product, the 53-month CPP-B product, the 65-month CPP-B product, and the
CPP-A product for ComEd), and a BGS Group (consisting of the 17-month BGS-
FP product, the 29-month BGS-FP product, the 41-month BGS-FP product, and
the 17-month BGS-LFP product for Ameren). The Hourly Price Section has a
CPP Group (ComEd’s 17-month CPP-H product), and a BGS Group (Ameren’s
17-month BGS-LRTP product).

In the Part 1 Application, applicants provide basic information regarding
their entities. Each applicant names an Authorized Representative and a

Registered Agent. An Authorized Representative is an individual who represents
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the applicant in the Illinois Auction. The Authorized Representative is responsible
for all confidential information regarding the auction process received from the
Auction Manager and is responsible for distributing this confidential information
only to other individuals who are authorized to act on behalf of the applicant. The
Authorized Representative can also name a Delegate to be the point of contact
with the Auction Manager for bidding in a particular Group. The Registered
Agent is located in Illinois. The Registered Agent is authorized and agrees to
accept service of process on the applicant’s behalf.

Applicants agree to the Illinois Auction Rules and to the terms of the
applicable Supplier Forward Contract (depending on the service or services that
they are applying to provide). Applicants declare to the Auction Manager any
bidding agreements related to bidding in the auction. Applicants show that they
fulfill general RTO requirements. Applicants for the BGS Groups certify that they
are Market Participants in MISO; applicants for the CPP Groups show that they
have executed the required agreements with PJM (or that they have no
impediments to doing so in the future).

An applicant who succeeds in the Part 1 Application process for a Group
becomes a Qualified Bidder for that Group. Applicants will have certified that,
should they become Qualified Bidders for a Group, they will hold the list of
Qualified Bidders for that Group confidential.

What are the appendices to the Part 1 Application?
Appendix A is a checklist of enclosures that should be provided with the Part 1

Application.

73



1750

1751

1752

1753

1754

1755

1756

1757

1758

1759

1760

1761

1762

1763

1764

1765

1766

1767

1768

1769

1770

1771

1772

Resp Ex. 12.0

Appendix B is a sample attestation by the applicant’s Chief Financial
Officer to be used if the applicant cannot provide audited financial statements.

Appendix C provides details concerning the Alternative Guaranty Process.
Winning suppliers in the auction whose creditworthiness is assured through a
guarantor can always use the standard form of guaranty appended to the
applicable Supplier Forward Contract. They can also submit an alternate form of
guaranty. Such an alternate form of guaranty can be approved according to the
process described in Appendix C if it meets the conditions also stated in
Appendix C. These conditions include, for example, that the guaranty be a
financial and not a performance guaranty, and that the guaranty be unlimited (i.e.,
not have a liability limit). Prospective bidders would apply to have their alternate
guaranty form approved and would obtain a response from the Auction Manager
before being required to submit to the Part 1 Application process. ComEd and
Ameren would consider whether the alternate guaranty form is acceptable.

Appendix D is a glossary of terms provided for the convenience of the
applicants.
Can you now please provide a description of the Part 2 Application Form for
the Illinois Auction?
An applicant that has qualified for one, several, or all Groups (i.e., the Fixed Price
BGS Group, the Fixed Price CPP Group, the Hourly Price BGS Group, and the
Hourly Price CPP Group) uses the Part 2 Application to become a Registered
Bidder for the Group(s) in question. A Qualified Bidder for a Group may (but

need not) apply to become a Registered Bidder for that Group. A party that has
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not qualified for a Group by submitting to the Part 1 Application process may not
apply to become a Registered Bidder using the Part 2 Application.

Applicants for a Group provide an indicative offer for that Group. An
applicant's indicative offer for a Group specifies the maximum number of
tranches that the bidder is willing to serve at the maximum starting price and at
the minimum starting price for the Group. Applicants in the Fixed Price Groups
also provide a preliminary interest in each product at the maximum starting price
and at the minimum starting price. Each applicant posts pre-auction security with
the Part 2 Application to support its indicative offer at the maximum starting
price. The pre-auctionsecurity includes a letter of credit of $500,000 per tranche
of the indicative offer at the maximum starting price. Applicants in Groups of the
Fixed Price Section may also be required to provide a Letter of Reference from a
bank or a Letter of Intent to Provide a Guaranty from their guarantor. The pre-
auction security provides assurances that the applicant and/or its guarantor would
be able to meet the creditworthiness requirements of the Supplier Forward
Contract. This is in addition to the other role that pre-auction security fulfills,
namely that of assuring serious offers at the indicative stage.

Applicants for a Group make the certifications required by the
Associations and Confidential Information rules (see Resp. Ex. 12.4) or disclose
any information to the Auction Manager necessary to explain why the
certification cannot be made.

What are the appendices to the Part 2 Application?
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Appendix A is a checklist of enclosures that should be provided with the Part 2
Application.

Appendix B is a glossary of terms provided for the convenience of the
applicants.

Appendix C provides sample Pre-Auction Letters of Credit that applicants
would use to support their indicative offers at the maximum starting price.

Appendix D provides sample Letters of Reference that applicants to the
Fixed Price Groups would use if required to submit such a letter under the
creditworthiness evaluation made in the Part 1 Application.

Appendix E provides a sample Letter of Intent to Provide a Guaranty that
the guarantor of an applicant to a Fixed Price Group would use if required to
submit such a letter under the creditworthiness evaluation made in the Part 1
Application.

Appendix F provides a procedure by which Qualified Bidders can ask for
non-material changes to the standard form of the Pre-Auction Letter of Credit.
These changes may be requested by the applicant’s bank to clarify the intent of
the language in the pre-auction letter of credit. Such changes would be submitted
to the Auction Manager and would be approved by ComEd and Ameren.

Can you now please provide a description of the bidding rules for the Illinois
Auction?
Certainly. The auction is a simultaneous, multiple round descending clock

auction. The auction simultaneously procures supply for all products, namely for
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all load categories for both ComEd and Ameren (i.e., BGS-FP, BGS-LFP, BGS-
LRTP, CPP-B, CPP-A, and CPP-H) and for all contract terms.

The auction proceeds in rounds. In each round, bidders submit bids, bids
are tabulated, and bidders are provided information on the general progress of the
auction. The auction is a descending clock because prices tick down until there is
just enough supply to meet the requirements.

You mention that the auction has several products. Is a bidder able to bid on

any and all products in the Illinois auction?

In general, no. A bidder only is able to bid on the products that are included in the
Groups for which the bidder has qualified and registered. To bid on any and all
products in the Illinois auction, a bidder would have had to qualify and register to

bid for all four Groups.

You mention that the auction proceeds in rounds. In the first round, can a

bidder in a Group bid any number of tranches for that Group?

No. There is a maximum number of tranches that a bidder in a Group can bid for
that Group. That maximum number of tranches is the bidder’s indicative offer at
the maximum starting price submitted in the Part 2 Application. There is no

minimum number of tranches that a bidder in a Group must bid for that Group.

Can you please describe how bidding will proceed for the Hourly Price

Groups in the first round?
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The Auction Manager announces the price for the BGS-LRTP product and for the
CPP-H product. The bidding phase of the round opens. In the bidding phase,
bidders in a Group submit a bid for the product in that Group. A bid is the number
of tranches that the bidder is willing to serve at the round 1 price. A bidder in both
Groups submits a number of tranches for each of the products, the BGS-LRTP
product and the CPP-H product.

When the bidding phase closes, the calculating phase begins. The Auction

Manager calculates the total number of tranches bid for each product. The
Auction Manager calculates the excess supply, i.e., the number of tranches bid in
excess of the number of tranches needed. The Auction Manager determines the
price for round 2 based on the amount of excess supply. The greater is the excess
supply — the greater is the number of tranches bid in excess of the need — the
more the price will tick down, and the lower will be the round 2 price.

When the calculating phase closes, the reporting phase begins. The
Auction Manager provides to all bidders a range of excess supply for each Group,
and the Auction Manager provides the price for round 2 for each product. Bidders
will then be able to submit new bids when the bidding phase opens for round 2.
How does round 2 proceed in the Hourly Price Groups?

The round proceeds in the same way as round 1. In the bidding phase, a bidder in
the BGS Group bids the number of tranches of the BGS-LRTP product that the
bidder is willing to serve at the round 2 price. A bidder in the CPP Group bids the
number of tranches of the CPP-H product that the bidder is willing to serve at the

round 2 price. In the calculating phase, the Auction Manager calculates the total
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number of tranches bid for each product across all bidders, calculates the excess
supply, and determines the price for the next round (round 3) based on the amount
of excess supply. In the reporting phase, the Auction Manager provides to the
bidders the prices for round 3 and a range of excess supply for each Group.

In round 2, can a bidder in an Hourly Price Group bid any number of

tranches?

No. For each Group, the bidder can either: (a) bid the same number of tranches
that the bidder bid in round 1; or (b) decrease the number of tranches bid from
round 1. The bidder cannot increase the number of tranches bid for a Group. This
will hold true in round 3 and all subsequent rounds as well.

When a bidder in an Hourly Price Group is decreasing the number of
tranches bid from one round to the next, does the bidder have to provide

additional information to the Auction Manager?

Yes. If a bidder decreases the number of tranches bid from one round to the next,
the bidder is required to name an exit price for the tranches it is withdrawing from
the product in a Group. An exit price is a best and last offer on the tranches that
the bidder is withdrawing, given that the bidder was willing to serve these
tranches at the previous price but is no longer to serve this tranche at the current
price. The Auction Manager will use an exit price in the last round of bidding if
the tranches bid at the price of the final round are not sufficient to meet the need.

Do round 3 and subsequent rounds of the Hourly Price Group proceed just

as round 2?

Yes.
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Can you briefly summarize how the rules for the Groups in the Fixed Price
Section are in part the same and in part different from the rules for the
Groups in the Hourly Price Section?

Each Group in the Fixed Price Section has several products (while each Group in
the Hourly Price Section has a single product). There are additional rules for each
Group in the Fixed Price Section to accommodate the presence of multiple

products, but essentially the rules that | have explained so far apply to all Groups.

To summarize, these rules are the same for all Groups:

— Each round has a bidding phase during which bidders submit bids, a
calculating phase during which the Auction Manager tabulates the results,
and a reporting phase during which bidders are provided a range of excess
supply for each Group and the price for each product in the next round,;

— Inround 1, a bidder cannot bid on more tranches in total in a Group than
its indicative offer at the maximum starting price for that Group;

— In round 2 and each subsequent round, a bidder cannot bid on more
tranches in total for a Group than the bidder bid in the previous round for
that Group;

— A bidder, when withdrawing tranches from a product in a Group, will
name an exit price for the tranches being withdrawn.

The presence of multiple products in the Groups of the Fixed Price Section means
that a bidder can switch from one product to another within the Group. The
additional rules that are required in the Groups of the Fixed Price Section can be

summarized as follows:

— If the price for a product in a Group has ticked down, a bidder in that
Group can maintain, increase or reduce the number of tranches bid on that
product. But if the price for a product has not ticked down, the bidder
cannot reduce the number of tranches bid on that product either by
withdrawing these tranches completely or by switching the tranches to
another product in the Group.
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— If a bidder is switching into several products, a bidder will be asked to
provide switching priorities. A switching priority is a preference among
the products for which the bidder is increasing the number of tranches bid.

— To fill the tranche target for a product, the Auction Manager first takes
tranches that are bid at the going price for the round, then if necessary the
Auction Manager denies requests to withdraw, and finally, if necessary,
the Auction Manager denies requests to switch from that product.

— If a request to withdraw or to switch is denied, the bidder is committed to
supply these tranches the tranches at the lowest price at which the bidder
has freely bid them.

— The final price for a product is the price of the final round (if at that price,
there is just enough bid to fill the need for the product), or the previous
price (if the Auction Manager must deny a switch in the last round), or an
exit price (if the Auction Manager must deny withdrawals in the last round
and does not need to deny a switch).

As | note previously, these rules do not yet provide for switching between fixed-

price Ameren and ComEd products or switching between hourly-price Ameren

and ComEd products.

5. A Measured Approach to Auction Management Maximizes the Probability of

a Successful Auction

Q. What is the purpose of this section of your testimony?

A. The purpose of this section of my testimony is:

To respond to Staff witness Salant’s characterization of Ameren’s proposal as
being incomplete. | establish that the Ameren proposal is complete and that
the proposal describes the key elements in sufficient detail for the
Commission to make a ruling in this proceeding.

To respond to the positions taken by Staff witness Salant on issues related to
the mechanics of auction management, and the roles of the parties involved.
In so doing, | describe the approach to auction management that | believe will
maximize the probability of a successful auction.
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a. Completeness of Proposal

Please summarize Dr. Salant’s testimony with respect to the completeness of
the Auction Proposal.

Dr. Salant asserts that the Auction Proposal as filed is not complete, and that
“many essential details” of the auction rules and procedures have been omitted.
(ICC Staff Exhibit 1.0 pp. 27-28, lines 618-620) He concludes that since the rules
are not complete and are missing essential details, any review of the merits of
Ameren’s proposal cannot be completed. (Id. lines 574-575) Further, he appears
to equate the fact that some details have not been specified with an intention for
the Auction Manager to exercise discretion rather than specifying the required
rule or procedure. Finally he observes in discussing auction management, that
“even small details pertaining to auction management can have a significant
impact on the outcome of the auction.” (Id. lines 1591-1593)

Please respond to Dr. Salant’s conclusion that essential details are missing
from the filed auction rules and procedures and that as a result any review of
the merits can not be completed.

| believe that the levels of detail in my testimony, the testimony of Mr. Blessing
and Mr. Nelson, the filed Competitive Procurement Auction Rules, the filed
Supplier Forward Contracts, the Rate Translation Prism, and the filed MV tariff
speak for themselves. There is a wealth of information that is sufficient to judge
whether the Auction Process as incorporated in the tariff is a reasonable and
prudent way to purchase supply for Ameren’s customers. These materials define
the auction product and provide a rationale for the choice of product, define and

describe the auction format and explain why it will achieve the objectives of the
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Auction Process, describe the nature of the competitive safeguards that will be
built in to the process, discuss Ameren’s intentions with respect to the Auction
Manager, and suggest roles for the utility, the Auction Manager, the ICC Staff and
their Auction Advisor, and present the method by which auction prices will be
translated into retail rates.

This information is sufficient to enable the ICC to decide whether the
auction product is properly defined, to decide whether the auction format can
accomplish the objectives, to decide on the overall adequacy of the competitive
safeguards, and to decide on the roles and responsibilities of the various entities.

Dr. Salant appears to suggest that the ICC cannot evaluate if the Auction
Process is reasonable and prudent as proposed unless the ICC can review in this
proceeding all details of how exactly the implementation of the Auction Process
will unfold. This fails to recognize that the ICC will, itself and through its Staff,
maintain ongoing oversight and jurisdiction over the Auction process. The ICC
Staff, with the assistance of their Auction Advisor as needed, will be involved in
the implementation of the Auction Process and will have the ability to review the
decisions taken by the Auction Manager. | discuss this in more detail later on in
this section.

Are there specific elements of the Auction Process that Dr. Salant states have
not been specified and but for which you believe the substance of the
proposal has already been advanced?

Yes. | believe that the essential elements of the auction volume guidelines and

that the essential approach to setting minimum and maximum starting prices have
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been provided through the Competitive Procurement Auction Rules and through
responses to data requests.

Could you please summarize the essential elements of the auction volume
guidelines?

Certainly.

Description. The Auction Manager cuts back the volume only if necessary
to ensure a competitive bidding environment. Any volume not obtained through
the auction is procured through MISO-administered markets.

Purpose. These measures are a safety net. The sole purpose of these
measures is to address a situation where participation is lower than expected and
where, in the absence of a volume cutback, auction prices may not reach
competitive levels.

Mechanics. The mechanics can be described as follows.

a. The Auction Manager measures competitiveness in round 1 by means
of the “eligibility ratio” (the ratio of the tranches bid divided by the
volume). If the eligibility ratio is below its target, the Auction
Manager cuts back the volume.

b. If the Auction Manager cuts back the volume, the new volume is set so
that the eligibility ratio meets its target.

c. The value of the target for the eligibility ratio could depend on various
factors, such as the number of bidders or the characteristics of
individual bids. For example.

° The initial auction volume is 90 tranches

o The number of tranches bid in round 1 is 120 tranches

° The target eligibility ratio is 1.5
The eligibility ratio does not meet its target. There are 1.33 tranches
bid per tranche available (120 (tranches bid) + 90 (volume) = 1.33) but
the target is 1.5. The Auction Manager cuts back the volume from 90
to 80 tranches. This achieves the target of 1.5 tranches bid per tranche
available (120 (tranches bid) + 80 (volume) = 1.5).

d. The Auction Manager can further revise the volume, if necessary to
ensure a competitive bidding environment.
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What elements would still need to be specified for the auction volume
guidelines to be complete?
The elements that have not specified are how the target eligibility ratio will be set
and how the further adjustment will proceed.
Why have these elements not been specified and why are the parameters to
be used not been provided?
To preserve the integrity of the Auction Process, | believe that these volume
guidelines must stay confidential from bidders.

If bidders knew the volume guidelines, they could manipulate the system.
They could bid to show a higher level of competitiveness in round 1 than is
actually the case. If bidders, knowing the guidelines, are able to hide the true level
of competitiveness from the Auction Manager, and if the Auction Manager, had it
known the true level of competitiveness, would have cut back the volume, then
the auction will close at prices higher than they otherwise would have been.
Will the Auction volume guidelines be a complete set of rules or will the
Auction Manager exercise judgment during the auction to set the volume?
It is proposed that the Auction Manager not have any opportunity to exercise
judgment in setting the volume during the auction.
Could you please summarize the essential elements of the setting of the
minimum and maximum starting prices?
Certainly.

Description. The Auction Manager and Ameren, in consultation with ICC

Staff, set a minimum starting price and a maximum starting price for each
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segment, i.e., separately for the Fixed Pricing Segment under the original rules
(the BGS Group of the Fixed Price Section in the rules just discussed) and the
Spot Market Segment under the original rules (the BGS Group of the Hourly
Price Section in the rules just discussed). Bidders submit indicative offers at the
minimum and at the maximum starting prices. The Auction Manager and Ameren,
in consultation with ICC Staff, set round 1 prices between the minimum and
maximum starting prices.

Purpose: The minimum and maximum starting prices should be set high
enough to encourage participation. Competition will tick prices down to their final
levels. The range between the minimum and maximum starting prices should be
narrow enough to provide bidders with meaningful bounds on the eventual round
1 prices, but wide enough that the actual starting prices will fit within the range
even given changes in the market that may occur between the time at which the
minimum and maximum starting prices are released and the start of the auction.

Mechanics:

a. The minimum and maximum starting prices will be developed
considering recent market data.

b. These market data would include energy forward prices for standard
products, capacity market data as available, congestion and wholesale
transmission rates.

c. Theround 1 prices would take the indicative offer data into account.

What elements would still need to be specified for the starting price
methodology to be complete?

The elements that have not specified are the exact data being used, the precise

calculation of the range of minimum and maximum starting prices, and the
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manner in which the indicative offer data will be used to inform the setting of
round 1 prices.

Please address the assertion that this methodology should be released to
bidders.

| do not believe this methodology should be released to bidders. Such a
methodology if released could provide bidders with information that could be
detrimental to the auction. Bidders could interpret values used in this
methodology to be values that are implicitly acceptable to Ameren and the ICC
Staff and hesitate to vigorously compete at price points below these levels.
Effectively, bidders would be provided a price level that could serve as a focal
point for simultaneous withdrawals and a seemingly collusive result. Bidders
would be given target prices that could enable them to tacitly coordinate without
any direct communication. This is a possibility that just cannot be dismissed.
While it may not happen it is a significant downside of providing to bidders the
methodology used to determine starting prices. In contrast, there is no upside to
communicating to bidders how the ICC Staff, the Auction Manager and Ameren
may value or evaluate the auction product. It is best to let sellers compete without
a notion of the buyers’ valuation and without a beacon for tacit collusion.

Are there other specific procedures and details regarding the Auction
Process that have not yet been fully specified?

| do not believe that there are any elements of the Auction Process that have not
yet been specified and that are needed to understand or evaluate the proposal. |

recognize that changes are required to accommodate the switching between
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ComEd and Ameren products that has been accepted by Ameren in its rebuttal
filing, but was not foreseen in Ameren’s direct filing in February and is not yet
reflected in the Illinois Auction Rules. These merely reflect changes to the Rules
and other auction documents, and not a lack of specificity. That said, there are
certainly specific procedures for the implementation of the Auction Process that
have not been specified. | believe it would be premature to specify them at this
time. Many of the auction management details are appropriately resolved amongst
the Auction Manager and the ICC Staff at the appropriate time, and would not be
expected to be the subject of an ICC decision. Especially with clarifications
provided in rebuttal, the auction rules and procedures have been addressed in
sufficient detail to allow the ICC to fully evaluate and approve the Auction
Process.

Are there additional details provided as part of this rebuttal testimony?

Yes. | note that added detail including application forms, decrement rules, revised
auction rules for a single auction, a more detailed specification of the reports
provided to the ICC once the auction is concluded, as well as a description of the
roles of the parties during the Auction Process are provided with Ameren’s
rebuttal testimony. (These are included as Resp. Exs. 12.1-12.7 to my testimony
and as Resp. Ex. 11.2 to Mr. Blessing’s testimony.) While these will enhance the
information available to the ICC and make some of the proposals of the Auction
Process more concrete, this supplemental information in my view is not required

to determine if the Ameren proposal is in customers’ best interests.
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Dr. Salant testifies that the parameters of price decrement formulas should
be stipulated in advance but not revealed to bidders. What do you believe is
the concern that this proposal is meant to address?

| believe that the concern is that bidders will use their knowledge of the
decrement rules to infer the excess supply on a product-by-product basis. Each
round, bidders are told the new going prices and the amount by which the price
for each product has ticked down. If there is a function that links the amount by
which a price ticks down to the amount of excess supply on a product, a bidder is
able to “back out” the amount of excess supply for the product on the basis of
knowing by how much the price for that product ticked down. This is more
precise information regarding excess supply than is provided by the Auction
Manager on an auction-wide basis each round.

Knowing precisely the excess supply on a product-by-product basis can
present a gaming opportunity. Bidders could potentially have sufficient
information at the end of the auction to know exactly how many tranches need to
be withdrawn to end the auction. A bidder could then find it profitable to close the
auction at prices higher than they would otherwise have been the case.

Is it your opinion that Dr. Salant’s proposal of keeping the price decrement
formulas secret addresses this concern?

For the most part, yes, it does. If bidders do not know the exact parameters of the
price decrement formulas they cannot, on the basis of seeing the amount by which

a price ticks down, “back out” the excess supply on a product.
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However, | believe it is important to realize that there are limits to how
thoroughly this concern can be addressed by this or any other proposal. For the
auction to work well, there must be some relationship between the excess supply
on a product and the tick down on the product. In fact, the greater is the excess
supply on a product, the larger should be the price tick down on that product. It is
this principle that ensures that the auction produces prices that are reflective of
market. If a price on a product is “too high” compared to the price of another
product, bidders can be expected to switch to the product with a higher price,
creating excess supply that then drives down the price to a market level.

This principle means that, even if bidders are not provided with the price
decrement formulas, bidders will be able to make inferences about the excess
supply of each product. With enough data points, with various levels of excess
supply at the auction, with various price decrement levels, with general formulas
for the decrement, and with various combinations of the prices of some products
ticking down and some not, bidders will more often than not be able to “fit” a
price decrement function to the data.

Do you see the fact that bidders will be able to “fit” the price decrement
function as a drawback of Dr. Salant’s proposal?

As | testified, bidders will make inferences because there is necessarily a
relationship between a high excess supply and a high decrement. | do not think
that this is the issue. What | see as the issue is that bidders could choose to spend
(perhaps considerable) resources and time using the data each round to “fit their

curves” and estimate the price decrement formulas. Bidders will perceive that
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having better information regarding the excess supply on a product-by-product
basis will give them an advantage in the auction.

This guessing game has potentially two important drawbacks. First,
bidders may take significant time each round to extract additional information
from the data in an attempt to estimate the price decrement formulas. This can
only slow down the pace of the auction and distract bidders from the analysis of
other information that could be more relevant to their bids. Second, more
experienced bidders, or bidders with more resources to hire the right experts,
could well have an advantage in the auction. These bidders can secure the services
of consultants with auction expertise, who are aware of the types of decrement
formulas typically used in open auctions, of likely parameter values, so that they
will be better at extracting the information that was meant to be kept secret.
Smaller or newer bidders could well be disadvantaged.

Do you believe that there is an alternative to Dr. Salant’s proposal that
addresses the concern that bidders may be able to infer the amount of excess
supply by product while avoiding the drawbacks that you have just
discussed?

Yes, | do. | believe that an alternative is to provide bidders with price decrement
formulas, but to make sure that these formulas do not allow bidders to make good
inferences about the excess supply on a product toward the end of the auction. |
will present a simple method to accomplish this goal, and then I will explain how
this method can be made a little more complex to more thoroughly address the

concern.
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A simple method is to set the price decrements as a series of steps. For
example, the decrement could be set at a minimum of 0.25% if the excess supply
is between 1 and 3 tranches, at a higher level of 0.5% if the excess supply is
between 4 and 6 tranches, at another level say 1.375% if the excess supply is
between 7 and 9 tranches, etc. This would mean that when a bidder sees a
decrement of 0.5%, the bidder would know that the excess supply is between 4
and 6 tranches without being able to pinpoint a precise amount. With this
method, the bidder has less and less information as the steps are designed to be
“longer”, i.e., as one increases the number of values for which the decrement is
kept constant. But making the steps longer also decreases the sensitivity of the
auction mechanics: there could be a significant increase in excess supply without
a corresponding increase in the price decrement. For example, if the decrement
stays at 0.25% for excess supply between 1 and 6, bidders have less information,
but there is less opportunity for the price to adjust in response to excess supply.

A slightly more complex method based on the same general principles is
to set the price decrements as a series of long steps, but instead of setting the
decrement as a value certain for a given range of excess supply, the decrement
would be set in a probabilistic fashion. For example, the decrement could be set at
a minimum of 0.25% if the excess supply is between 1 and 3 tranches. For an
excess supply of 4 tranches, there would be a 75% chance that the decrement
would still be set at the minimum of 0.25%, and there would be a 25% chance that
the decrement would be set at a higher 0.5% level. For an excess supply of 5

tranches, there would be a 50% chance that the decrement would still be set at the
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minimum of 0.25%, and a 50% chance that the decrement would be set at a higher
0.5% level. For an excess supply of 6 tranches, there would be a 25% chance that
the decrement would still be set at the minimum of 0.25%, and there would be a
75% chance that the decrement would be set at a higher 0.5%. And so on. This
method has overlapping steps: it has the advantage of longer steps because the
bidder cannot infer the amount of excess supply on the product from the
decrement, but the probability function allows some extra sensitivity to the excess
supply that should be beneficial to the auction dynamics.

I believe that this more sophisticated method is effective in addressing the
concern that bidders can make inferences of the excess supply on a product basis.
Bidders, even if they know the price decrement formulas, cannot infer the amount
of excess supply per product. The fact that the Auction Manager can provide the
bidders with the price decrement formulas means that the drawbacks of secret
parameters are avoided. The auction can be paced efficiently because bidders will
not waste time trying to infer the parameters of the price decrement formulas, and
there would be no advantages provided to well-established or more sophisticated
bidders.

Decrement formulas of this type are included as part of the Illinois
Auction Rules (Resp. Ex. 12.4). Further, a graphical illustration of the proposed
price decrement method is provided as Resp. Ex. 12.7.

Dr. Salant testifies that missing details in the Auction Process open the door

to discretion which could then be used to favor Ameren affiliates and
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exacerbate market power and/or discourage participation by non affiliates.
Do you agree?

Not at all. There are three distinct issues here. The first issue is whether there are
decisions where the Auction Manager will be expected to exercise judgment
based on the particulars of the circumstances. | address this issue further on in this
section.

The second issue is whether the details that Dr. Salant believes are omitted
are indeed circumstances in which the Auction Manager is expected to exercise
discretion. Dr. Salant is equating “not specified” or “omitted” with discretionary.
This inference is not justified. For example, the Competitive Procurement Auction
Rules state that formulas for price decrements would be developed. These
formulas are being provided in conjunction with this rebuttal filing and it was
never envisaged that the price decrements would be completely left to the
judgment of the Auction Manager.

The third issue is whether exercise of judgment by the Auction Manager
leaves open the door for decisions that exacerbate market power and could
discourage participation by non affiliates. The items that may not be fully
specified have nothing at all to do with market power or affiliate preference. |
would fully expect that to the maximum extent possible, any decisions with
potential impacts in these areas would have little or no discretion and any
judgment would be made in consultation with the ICC Staff, with the assistance of

their Auction Advisor.
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Would you recommend that all discretion be removed from the Auction
Process?

No. In general there are both benefits and costs to setting up rules in advance and
removing the ability to exercise judgment on a case-by-case basis. Benefits come
from the fact that specifying rules ensures that the process is fair and transparent
for bidders. This favors participation, and the predictability of the environment
fosters orderly and rational bidding. Costs come from the fact that setting up a
rule in advance means that one cannot react to unforeseen circumstances and
cannot guide the auction to a better outcome by exercising judgment.

What are some of the factors that should be considered in deciding whether
discretion is desirable?

Discretion cannot be painted with a broad brush. Deciding whether judgment or
discretion should be provided for in particular circumstances or whether a rule
should be specified is a question of balance and should be decided for the good of
the Auction Process. This is a question to consider in many areas to set up the best
Auction Process. The factors to consider include the following:

o Some rules are so fundamental to the process that they must be fully
specified and no discretion used -- most of the auction rules fall in this
category. For example, the way in which bids will be received, the way in
which bids will be evaluated and the criteria for closing the auction are
essential and non discretionary rules and are fully specified.

0 Sometimes it is impractical or undesirable to specify the rules -- there a few
cases of this, but they are important. For example, it is neither practical nor
desirable to specify exactly what will happen when a bidder is unable to
make the exact certification called for in the Association and Confidential

Information section of the rules. It is not practical because all
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circumstances can not be anticipated. It is not desirable for two reasons.
First, specifying the solution may well encourage gaming. Second, the pre-
specified solution could in the context of the situation be overly restrictive
or not restrictive enough. Bidders have a safe harbor if they can make all
certifications. Allowing some discretion with respect to Auction Manager
actions when they cannot can increase bidders’ willingness to participate in
the auction.

o0 Even when it is possible to specify a rule, there are some instances where
allowing the Auction Manager to exercise judgment in place of using the
rule can be reasonable and desirable. The question of whether the rule must
be strictly adhered to or whether judgment is allowed is a matter of
balancing the costs and benefits to the Auction Process. Decrement rules
are a good example. Decrement rules can be specified in advance, but in a
multi-product auction there is no guarantee they will produce a pace that
could not be improved by an override. While all discretion could be
removed from decrement rules, the pace of the auction could suffer as the
date when the auction closes could become less predictable. Whether pre-
specifying a rule is better, or whether allowing discretion is appropriate is a
question of judgment. | believe that either can produce good results for the
Auction Process.

Does the New Jersey process allow for the Auction Manager to exercise
judgment in specific circumstances?

Yes. The New Jersey Board of Public Utilities has approved the BGS process
four times and has approved the results of seven auctions. (For the last three
years, the auction for large customer supply in New Jersey has been designated as
a separate auction within the same process.) The amount of discretion and degree
of specificity in the New Jersey rules are very similar to that filed by Ameren in

its direct testimony.
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The FERC has also reviewed the New Jersey Auction Process in
connection with filings by affiliated suppliers for approval of sales to affiliates. In
so doing it applied the Edgar standard as recently modified and made stricter in
the Allegheny decision. In its May 5, 2005 Order in Docket ER05-703-000
approving sales by PSEG Energy Resources & Trade LLC to its affiliate pursuant
to the 2005 New Jersey BGS Auction, FERC found that the Auction Process met
each of FERC’s criteria for unbiased solicitations. These criteria are: 1)
transparency; 2) definition; 3) evaluation; and 4) oversight.

Specifically, FERC determined:*

Transparency Principle

The BGS auction achieved transparency in the design phase through a
collaborative process involving informed parties with diverse interests and an
on-the-record, public New Jersey Board proceeding. The terms of the BGS
auction were provided on the auction website and are discussed at bidder
information sessions open to all potential participants in the auction, such that
all bidders were aware of the bid selection process. This allows for easy access
to critical information such as bidder requirements and auction rules. Further,
the independent auction administrator answers questions from interested parties,
posting the questions and answers on the BGS auction website where they can
be accessed by all interested parties. Thus, the Commission believes that the
design, administration, and bid evaluation phases of the BGS auction were
transparent.

Definition Principle

The auction materials defined the products and the pro forma BGS—-Commercial
and BGS-Fixed contracts. By including information such as bidder
qualification criteria and bid evaluation method in the BGS auction, the
parameters of the competitive solicitation process were clearly defined prior to
the solicitation of bids. Bidders had knowledge of the process through which
they could bid and through which their bids would be evaluated before they
were called upon to submit them. Thus, the Commission believes that the BGS
auction was clearly defined.

Evaluation Principle

... Selecting bids based only on price ensured that affiliates were not given
preferential treatment during the selection phase of the process. After the
independent consultant evaluated the bids, the New Jersey Board reviewed and
certified the results within 48 hours of the auction closing, and all companies are
bound by the auction results. Thus, the Commission believes that the bids were
evaluated in the BGS auction based on standardized criteria and that those
criteria were applied equally to all bids regardless of affiliation.

Oversight Principle

1111 FERC 1 61,152, paragraphs 6 — 9.
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The BGS auction was monitored by an independent consultant, who developed
the auction design prior to the first auction in 2002 and was responsible for the
administration of the auction. The New Jersey Board also exercised general
oversight authority over the auction and retained a separate independent
consultant as an advisor to oversee all aspects of the conduct of the auction.
This independent advisor reported directly to the New Jersey Board. Thus, the
Commission believes the presence of this independent third party, as well as the
involvement of the New Jersey Board and its independent advisor, provided
sufficient independent third-party oversight of the design, administration, and
bid evaluation stages of the BGS auction.

Please address Dr. Salant’s assertion that even small details of Auction
Management can make a difference to auction participation and the auction
results.
| do not think it is reasonable to agree to Dr. Salant’s statement in the abstract, nor
do I think that it is necessarily true in practice. An item that could have a large
impact is by definition not a small detail. Further, all rules pertaining to Auction
Management that could have a significant effect on the auction either are
specified now or will be specified before they are needed. Many of these are in
fact not rules but procedures. Many of the specific examples that Dr. Salant
provides do not in fact identify material issues that are properly resolved at this
time.

Some examples of the issues raised by Dr. Salant that fit in to this
category are as follows.
Mechanism for bidding -- while it is certainly necessary to specify the mechanism
for bidding to bidders as they prepare for the auction, it is premature to specify
that mechanism before the ICC has even approved the auction proposal. The
mechanism for bidding is not essential to judge the merits of the auction proposal.
Bidder information packet -- bidder information packets will be prepared to assist

bidders in preparation for the auction. These will typically be provided several
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months in advance of the auction. It would be premature to develop these at this
time as the ICC ruling in this case will affect the contents of the packets.
Most of the auction issues raised by Dr. Salant in connection with his assertion that
the description of the auction proposal is incomplete fall in the category of items that
are not critical to the evaluation of the proposal and are premature to resolve at this
time.
Please summarize your rebuttal to Dr. Salant’s testimony that the auction
rules do not allow for a complete evaluation, provide for the possibility of
affiliate favoritism, may discourage non affiliate participation and leave
unspecified discretionary items that could have a material impact on the
auction.
| believe the testimony overstates the case. It ignores the fact that the process as
filed has extensive detail and in fact sufficient detail for the ICC to evaluate the
process. It ignores the fact that the key elements of the rules are fully defined --
including how bids will be specified, how bids will be evaluated, how winners
will be selected and that there is no discretion on these key rules. It ignores the
fact that non affiliates may well have confidence in the Auction Manager and may
prefer some discretion in aspects of the rules. It fails to properly distinguish
between rules on the one hand, which are central to the process and for which
certainty is essential, and procedures for managing the auction on the other hand,
which are not necessarily of interest to the bidders. It does not recognize the need
to achieve a balance when determining when discretion should be applied. It does

not recognize the natural timing of the regulatory process and the auction
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implementation. In regard to this last point, Dr. Salant’s testimony is equivalent
to a zoning board requiring a detailed blueprint and construction plan before it
approves a structure on a site. While it would need to know how the structure
would look and what impact construction may have, it would not need every
detail and would not need to know exactly how construction would be managed.
Further, until approval is gained, the expense of preparing these detailed plans is

not warranted.

b. Appointment of Auction Manager

Have you recommended to Ameren that an independent Auction Manager be
in charge of essential functions in the Auction Process, including
disseminating information to bidders, leading the qualification and
registration of bidders, and managing the auction on a round-by-round
basis?
Yes, | have.

The role of Auction Manager is outlined in my direct testimony (Resp. EX.
6.0, pp. 84-85, lines 1899-1916) when | describe and assess the “bidder interface”
element. In the Auction Process, the Auction Manager disseminates information
to bidders, including essential documents and data necessary to prepare bids,
answers bidder inquiries, provides technical help to bidders with respect to the
Auction Rules and the bidding method, manages the qualification and registration

of bidders, and manages the bidding procedure during the auction.
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I believe that an independent Auction Manager promotes the fair and
equal treatment of all bidders. The Auction Manager is the single point of contact
for all bidders, promoting a fair and equal process.

Have you recommended to Ameren that there be on-going regulatory
involvement from ICC Staff during the Auction Process, and that ICC Staff
retain the services of an independent Auction Advisor?

Yes, | have.

The roles of the ICC Staff and of their Auction Advisor are addressed in
my description of the regulatory involvement in the Auction Process (Resp. EXx.
6.0, lines 1452-1467). ICC Staff will be intimately involved in the activities of the
Auction Process, and will have an Auction Advisor to help them monitor the
process and evaluate the results of the auction. The ICC Staff, with the assistance
of their Auction Advisor as appropriate, will be involved in the qualification and
registration of bidders, will work with the Auction Manager to establish protocols
for the implementation of the auction, and will monitor progress. During the
auction, ICC Staff will monitor the bidding itself, and will assess the results, with
the assistance of the Auction Advisor as needed.

You then agree with Dr. Salant that an independent Auction Manager should
manage the Auction Process and that the conduct of the Auction Process
should involve ICC Staff and their Auction Advisor?

Certainly. Dr. Salant and | share the view that “the auction is being conducted on
behalf of Illinois ratepayers” (Exhibit 1.0, line 2123) and that this is best

accomplished if the process is conducted by an independent Auction Manager
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with substantial involvement and oversight from ICC Staff, with assistance from
their Auction Advisor.

Various intervenors in this proceeding have served data requests regarding
the roles of these parties in the various stages of the Auction Process, is that
correct?

Yes.

Are you able to summarize the involvement of the Auction Manager, the ICC
Staff and their Advisor, and ComEd for the various steps of the Auction
Process?

Yes. | have summarized the involvement of these parties in the Auction Process
as part of Resp. Ex. 12.6 to my testimony. This exhibit presents the major events
and decision points of the Auction Process, from the time at which final
documents have been provided to bidders to the end of the Auction. This exhibit
illustrates that the crucial steps of the Auction Process are administered by the
Auction Manager in collaboration with the ICC Staff, with the assistance of their
Auction Advisor as needed. This exhibit also illustrates that although Ameren
participates in the process by providing information and data to the Auction
Manager, making assessments related to credit and the administration of the
Supplier Forward Contracts, Ameren does not direct or even participate in the
major decisions and activities of the Auction Process. In particular, the Auction
Manager and the ICC Staff with the assistance of their Auction Advisor, who will
all monitor the bids during the Auction and administer the bidding process, will

have no contact with Ameren during the auction.
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On what issues then do you and Dr. Salant disagree?

Dr. Salant states that the Auction Process should be conducted by *“an
independent Auction Manager rather than a utility-appointed Auction Manager”.
(ICC Staff Exhibit 1.0 lines 1960-1961). Clearly Dr. Salant believes that if an
Auction Manager is appointed by the utility, then the Auction Manager cannot be
independent. I disagree.

What do you mean by an Auction Manager who is “independent™?

By an independent Auction Manager, | primarily mean an Auction Manager who
works towards one goal, namely to maximize the probability of a successful
Auction Process.

What it means for the Auction Process to be successful, the criteria that
will be used to judge and measure the success of the Auction Process, are issues
that are being debated and decided within this proceeding. The ICC will use these
criteria to guide its decision on whether to investigate or take action regarding the
results of the auction. The ICC will be relying on the information it will have
obtained throughout the Auction Process and the ICC will be relying on the
confidential report of the Auction Manager to provide a factual description of the
Auction Process and an assessment of whether the Auction Process has met its
criteria for success. The criteria for success will be embodied and reflected in the
questions that the Auction Manager will answer in preparing the report to the
ICC. At a high level, the Auction Process aims to procure reliable supply for
Ameren at the best competitive market prices, and criteria for success will

necessarily center on ensuring the competitiveness and integrity of the process,
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and on ensuring that the process is conducted fairly and appropriately. Following
Dr. Salant’s suggestions (ICC Staff Exhibit 1.0 lines 2179-2242), the questions of
the Auction Manager report, provided in Resp. Ex. 11.2, in my opinion reflect
these objectives.

The Auction Process is established to obtain supply for the benefit of
Ameren customers and the criteria of success of the process will directly reflect
this purpose. The Auction Manager will know the criteria that have been
established for the success of the Auction Process. An independent Auction
Manager is one who works to meet and exceed these criteria for success, and
works for no other purpose.

Do you believe that an Auction Manager that is utility-appointed can be
independent?
Yes, | do.

The independence of the Auction Manager is determined by the fact that
the Auction Manager is retained for the sole purpose of working toward the goal
of maximizing the probability of the success of the Auction. The ability of the
Auction Manager to focus on this goal is provided by the clear definition of
success that will be established through this proceeding, and by the clear mandate
for the Auction Manager to work to achieve this goal. The selection of the
Auction Manager by the utility has no bearing on the independence of the Auction
Manager.

You then disagree with Dr. Salant who states that a conflict of interest arises

for the Auction Manager because “Ameren has an obligation to its
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shareholders to obtain regulatory approval to pass through its electricity
procurement costs to ratepayers”? (ICC Staff Exhibit 1.0, lines 2102-2104)
Yes, | disagree. The criteria for success of the Auction Process will be established
through this proceeding and will be judged by the ICC. Once these criteria are
established, Ameren, the Auction Manager, ICC Staff and ratepayers all have the
same goal: the success of the Auction Process and the procurement of supply at
the best competitive prices. | do not see a conflict.
Dr. Salant points out that the conflict could arise in the design stage of the
Auction Process, because “getting the best rates for ratepayers can conflict
with the goal of maximizing the probability of regulatory approval, especially
when obtaining the best rates for ratepayers involves some risks, or involves
a procurement process that appears complex”. (ICC Staff Exhibit 1.0 p. 93,
lines 2104-2108). Do you disagree with that?
| understand Dr. Salant’s point to be that not every party will balance the twin
goals of getting the lowest prices for customers and managing the risks to which
these customers are exposed in the same way. Reasonable people can disagree on
what the right balance is. For instance Mr. Salgo, as | testified earlier in Section 2,
also argues that Ameren’s proposed Auction Process could benefit from an
injection of additional risk if it could provide for the potential of lower prices.

I understand the point, and | see that different parties can have different
views on how best to achieve certain objectives, but | do not see a conflict over
the objectives themselves. Furthermore, Ameren does not unilaterally design and

implement an Auction Process. Ameren has welcomed the views of all the parties

105



2538

2539

2540

2541

2542

2543

2544

2545

2546

2547

2548

2549

2550

2551

2552

2553

2554

2555

2556

2557

2558

2559

Resp Ex. 12.0

and has strived to put forth an Auction Process that would balance the interests of
the parties. All parties can now provide other views and suggest modifications to
the Auction Process that they believe are improvements. Ultimately, the design of
the Auction Process and the best approach for Illinois customers are going to be
determined within this proceeding, not by Ameren.

Dr. Salant also makes the point that there could be a conflict of interest for
the Auction Manager “when a utility’s affiliated generators participate in the
auction”, (ICC Salant Exhibit 1.0 at lines 2108 — 2109) where there could be
favoritism shown to the affiliate. Do you agree that this is a conflict that
compromises the independence of a utility-appointed Auction Manager?

| agree that having a fair and equal treatment of all bidders is essential to
encouraging the participation of all potential bidders and is essential to the
success of the Auction Process. This means that there should be no favoritism
shown to any bidder, whether the bidder is affiliated with the utility or not. I do
not agree that the fact that the Auction Manager is appointed by the utility
compromises the ability or the incentive for the Auction Manager to achieve the
objective of managing an Auction Process where all bidders are treated fairly and
equally. As a practical matter, | note that in New Jersey, where | have been
appointed Auction Manager by the utilities for the last four years, bidders have
not expressed any concerns over favoritism of any one bidder, and to my
knowledge suppliers who have not put forth affiliate participation as a concern

when considering whether to participate.
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The Auction Process is structured so that the scope for favoritism of any
bidder is virtually non-existent. The evaluation of bids and selection of winners is
on a price-only basis. The rules of the auction provide a method for determining
the auction winners and the final prices that is completely objective. The
qualification and registration requirements, as embodied in the Part 1 and Part 2
Application Forms (see Resp. Exs. 12.1 and 12.2 to this testimony) are as clear-
cut as possible. As indicated in Resp. Ex. 12.6, ICC Staff is kept fully informed
regarding the Application Process. ICC Staff would be consulted in the resolution
of any application issues and would have the assistance of their Auction Advisor.
Throughout the process, all bidders would be provided with the final documents,
data to prepare their bids, and other information regarding the Auction Process,
simultaneously through a web site that would also be accessible to all interested
stakeholder. Other auction procedures for the implementation of the Auction
Process, as they would be developed by the Auction Manager in consultation with
the ICC Staff closer to the time of the auction, would be designed to meet the
success criteria defined for the process, which would include designing
procedures to ensure the fair and equal treatment of all bidders, and to ensure that
no bidder, affiliate or not, can be favored. For example, | note that in New Jersey,
bidders understand that as the Auction Manager | receive and strictly maintain the
confidentiality of sensitive business and competitive information that they
provide, and in particular that the utility does not have access to this information.
There are formal communication protocols that establish the nature of

confidentiality information, and the obligations of all parties (the Auction
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Manager, the utilities, Board Staff, the Board Advisor) with regards to handling of
such confidential information. There are also protocols that formalize the
interface with bidders to ensure equal treatment of all bidders; these protocols
specify, for instance, that all bidder inquiries and issues are resolved by the
Auction Manager and that the utilities to do not interact directly with the bidders.
I would expect that similar procedures would be agreed upon by the Auction
Manager and the ICC Staff with the assistance of their Auction Advisor, prior to
the auction.

In sum, the ability and scope for favoritism of any one bidder is, if it exists
at all, extremely limited, and who appoints the Auction Manager is irrelevant to
this issue. Furthermore, the Auction Manager does not have any long run
incentives to favor the utility affiliate or any other bidder. The Auction Manager,
even utility-appointed, has no special relationship to the utility affiliate. To
believe that the Auction Manager has an incentive to effectively favor the
affiliate, one would have to believe that the utility can direct the actions of the
Auction Manager, that the utility would direct these actions not to benefit itself
but to benefit its affiliate instead, and that the Auction Manager would have an
interest in consenting in this conspiracy if such a conspiracy existed. | do not
believe that the utility can direct the actions of the Auction Manager, | do not
believe that the utility would do so to favor its affiliate, and | certainly do not
believe that the Auction Manager has any incentives to show any such favoritism.
Why do you say that the Auction Manager does not have incentives to favor

the utility affiliate? Wouldn’t such favoritism be in the economic interest of
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the Auction Manager by providing an opportunity for future business with
the affiliate?

No, it would not. The future business of an expert who manages auctions is in
managing or designing other auctions. The next auction management assignment
does not come because a bidder has been favored. The next auction management
assignment comes because the Auction Manager has led an Auction Process to a
successful conclusion in the eyes of stakeholders. The next auction management
assignment comes, and professional reputation is built and maintained, when the
results of the Auction Process meet the success criteria that are pre-established;
when the auction benefits ratepayers in the eyes of the ICC, in the eyes of other
parties representing customers, and in the eyes of the utility; and when the
Auction Process is run in a way that satisfies bidders and secures their
participation in future auctions, ensuring the success of the process in the long
run. Professional reputation is also built and maintained through the ability of the
Auction Manager to participate in the continued improvement to the Auction
Process, through the continued involvement and review of all stakeholders.

Please summarize why you believe that an Auction Manager appointed by
the utility will act so as to maximize the probability of success of the Auction
Process to the benefit of ratepayers?

The fact that the Auction Manager is appointed by the utility does not in my
opinion impede or interfere in any way with the ability of the Auction Manager to
maximize the probability of success of the Auction Process. The ability of the

Auction Manager to maximize the probability of success of the Auction Process is
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assured by success criteria that will developed in this proceeding, by a clear
mandate for the Auction Manager to lead the Auction Process so as to meet or
exceed these success criteria, by an auction design that is transparent and
objective to ensure fairness, by regulatory involvement during the implementation
phase that will ensure that the fairness and transparency will extend from the
design to the execution. The incentives of the Auction Manager are to have all

stakeholders agree that the Auction Process was a success.

c. Auction Pacing

Have you reviewed the testimony of Dr. Salant with respect to auction
pacing?
Yes.
Please summarize your understanding of that testimony.
Recognizing that forward power prices may change more over the course of
multiple days than in a single day, Dr. Salant observes that a longer auction will
lead to a risk premium being reflected in bids and recommends a shorter auction,
in particular a one-day auction in order to obtain the best price for customers. He
appears to view the key to holding a one-day auction as being the capability of the
auction software and the expertise and effort devoted to testing that software.
Are there aspects of this issue on which you agree with Dr. Salant?
Sure. | agree that getting the best price for customers is the issue of paramount
importance and | agree that bidders will view forward prices as being subject to
more change over the course of several days as opposed to over the course of a
single day.
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Are there aspects of this testimony with which you do not agree?

Yes. | disagree with the conclusion that managing the auction so that it opens and
closes in a single day will produce the best prices. | also disagree that software is
the key to achieving a one-day auction or the constraint on not being able to
achieve a one-day auction.

Please explain why it is not true that the faster the auction is run the better
the price?

There are several reasons. First, the fact that forward prices are subject to more
change over time does not logically lead to the conclusion that there will be a
lesser risk premium in bids for an auction targeted to close in one day. (This is
the case even ignoring concerns about the potential loss of the benefit of the
auction format, practical issues and the potential dynamic effects on entry.)
Second, one cannot ignore the real and compelling concerns that a one-day
auction will come at the sacrifice of many of the benefits of the open auction
format. Third, there are a variety of practical issues that must be considered.
Fourth, a target of a one-day auction may deter entry, reduce competition and lead
to higher prices.

Why is it not logical to believe that a faster auction will reduce the risk
premium given the nature of forward markets?

The assertion that this will occur is based on a false assumption that all hedges
will be placed from a fixed point on or before the start of the auction. Were this
to be the case, one could logically reason that bidders would have concern over

the length of the auction and would be hesitant to place a bid that did not
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compensate for the risk that forward prices may drop before the outcome of the
auction is known. For example, assume that on the day the auction starts, a bidder
had locked in hedges that given its assessment of risk permitted it to profitably
serve BGS load at 5 cents per kWh. The bidder would face little risk if it was
certain that the auction would close in one day. If the auction price was greater
than or equal to 5 cents, the bidder could remain in the auction and profitably
serve the load it won. If the price was to drop below 5 cents the bidder could
liquidate its hedges with only one day of price risk. If however the auction lasted
several days, the bidder would face more price risk with respect to liquidation. It
is reasonable to infer that such a bidder may be unwilling to offer tranches on day
one at 5 cents if it thought the auction may last a week. The bidder, hedged at 5
cents would be fine if it won, but if it did not win would face the risk of the need
to liquidate hedges at a price subject to the uncertainty of a week rather a day
price decline. Hence, it would be correct that if the auction format asked bidders
to make a binding bid on day 1 that would be open for one day versus one that
would be open for five days, the bid open for five days would contain a greater
risk premium to account for the risk of holding a position that may have to be
liquidated at a loss. As best as | can tell, this is what Dr. Salant must mean when
he says that bidders will reflect a risk premium in their bids.

Of course, this is an overly simplistic view of the auction and is based on a
rigid and unrealistic assumption as to how bidders may hedge. The auction does
not require bidders to submit a price bid for a specified quantity that will be open

until auction close. Rather, bidders make binding quantity bids at prices set by
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the Auction Rules. In a multi-day auction, these prices are likely to be above
closing levels for the first day or even two. Bidders who had hedged prior to the
auction will face the decision to continue in the auction at these prices or
withdraw and liquidate the hedges. Staying in the auction would expose them to
ongoing price risk that withdrawing would eliminate. Hence, there is still an
aspect of a risk premium to staying in the auction, but it is quite different than that
in the one-time open bid example. At higher going round prices, the premium
would not affect a bidder’s decision. It is only when the risk of a decline in the
value of hedges exceeds the surplus profit in the going price that a bidder’s bid
would be influenced. Going back to the example, assume the bidder who had
hedged on day 1 would have offered to supply for 5 cents if the decision was
made on day 1 and 5.2 cents if the decision was made on day 5. If on day 3 the
going price is 6 cents, there would be no effect on the bid. If on day 4 the price
drops to near 5 cents and the auction appears likely to close, there would also be
no effect on the bid. If on day 4, the price was approaching 5 cents and the bidder
could not tell if the auction was going to last another day or another five days,
then the risk premium would be a factor. The bidder may be willing to stay in at
5 if they thought the auction would close that day, but withdraw at 5.2 if they
thought the auction may last another five days. The risk premium issue is much
more complex than Dr. Salant portrays. It is not finishing the auction in one day
that is important, but rather having some predictability in the time remaining in
the auction as well as the uncertainty of winning. In regard to the latter, if the

auction is largely resolved in a few days, but there are a small number of excess
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tranches competing on a limited number of products, the vast majority of tranches
are at little risk as they can not be displaced.

Finishing the auction in one day would only reduce the risk premium that
would influence bids if a one day auction was subject to a more certain and
predictable close.

Does a one day auction provide an assurance of a more certain and
predictable close?

| don’t believe it does. There is simply no assurance that the auction would be
completed in a day even if so targeted. The Auction Rules provide for a volume
adjustment, which would require a time out. The auction rules also provide for
round extensions and recesses. Most important, the Auction rules provide for
numerous products and switching. As these products constantly align their
relative prices, bidders switch rather than withdraw. It may take many more
rounds than anticipated to fully resolve an auction with multiple products and
switching than a single product auction. Very fast rounds and a target to close in
one day do not ensure that this will happen and hence don’t eliminate a risk
premium.

The fact is that very fast rounds and a target of a one day auction will not
minimize the risk premium as there will be no assurance to bidders that the
auction will be completed in one day. It is the bidders’ view of when the auction
will be completed that will affect the risk premium.

Further, the assumption that bidders will hedge on day 1 is unfounded.

Bidders may well elect to close hedges as the auction proceeds. If bidders can
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expect the auction to last three days and they place hedges on day 2 or day 3, a
three-day auction has no greater a risk premium than a one-day auction. If in fact
the auction unfolds in a way where near the end a bidder’s chance of success is
clearer than in a one-day auction and the predictability of the closing time equal,
any risk premium may well be lower. Hence, given the auction format, the nature
of the bids and the ability to place hedges over the course of the auction, targeting
a one-day auction will not logically lead to a lower risk premium.

Let’s not take the recommendation for a one-day auction so literally. Won’t
a very fast paced auction, even if the pace is only increased near the end,
increase the certainty of closing and reduce the risk premium relating to
market change exposure?

It could. For example, if the auction had been going on for three days and bidders
were assured that on day 4 there would be 50 fast paced rounds, even given the
possibility for extensions and recesses, they may be more confident of a close on
day 4 and willing to stay in at lower prices than otherwise. This could, all else
equal, get a better price. The problem is all else is not equal. While speeding up
rounds late in the auction may reduce the risk premium relating to market change
exposure, it does not necessarily lead to better prices. That risk is but one element
of the price. Bidders will have less time to make decisions and less time to have
bids in the auction reflect their hedging activities in a very fast paced auction.
Bidders could lose the flexibility to time the closing of hedge positions and
bidding in the auction and may well be forced to hedge earlier offsetting any risk

premium reduction. My experience in managing the New Jersey BGS Auctions
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leads me to conclude that the worst time to speed up the auction is near the end
when bidders face tough decisions. This may well lead to withdrawals that would
otherwise not occur and higher prices. A very fast auction will have no impact on
prices early on and will potentially lead to worse prices if the pace is fast near the
end.

How will a one-day auction, or an auction with a very fast pace near the end,
sacrifice the benefits of the open auction format?

The open auction obtains better bids by enabling bidders to absorb and respond to
market information. As prices decline and excess supply is maintained, bidders
can infer how others may value the opportunity and adjust their bids. The
premium built in to bids to compensate for the winner’s curse can be eliminated.
Bidders will have greater confidence that their bids reflect the market and can be
more aggressive. This is extremely important in the multi-product auction, where
bidders also have information needed to react to relative prices. However, for this
information to be useful, bidders must have the ability to absorb it and react to it.
Late in the auction, bidders may even need to return to management for approval
to lower their offers. An auction that is too fast paced, provides bidders
information but not the time to react. An auction where each round lasted just a
minute would essentially reduce to a sealed bid auction. | have elaborated on the
benefits of the multi-round format in my direct and Dr. Salant also does so in his
testimony. In fact Dr. Salant wants more switching to take advantage of the
auction format. The very fast paced auction takes away with one hand what the

auction format provides with the other. The information provided by the open
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format, multi-round, multi-product auction will not have a beneficial effect if
bidders are not given time to utilize the information. This is especially the case as
the auction approaches clearing price levels. Reducing the risk premium relative
to the risk of market changes is winning the battle but losing the war of getting the
best price if to do so, the benefits of the auction format are sacrificed.

Let’s be fair. Dr. Salant recognizes that. He has a solution. Bidders can do a
comprehensive analysis beforehand and then be able to react to the
information given very fast paced rounds. Have you considered that?

Yes. In addition to managing the BGS auctions in New Jersey, I, like Dr. Salant,
have provided bidding advice in multi-round auctions. These assignments can be
complex and consume substantial time, effort and cost. In the case of the Illinois
Auction, there are literally thousands of combinations that could result with
respect to bidder activity at relative prices and to the relationship between going
prices in the auction and other market indicators. Sure, bidders could hire market
and auction consultants to map out all the bidding patterns that may develop, and
then plot out in advance responses developed by special software to the
information that comes from the auction. However, there is no guarantee that an
unexamined bidding pattern will not develop. Further, the complexity of such an
activity can be daunting. There is also no guarantee that the response developed
in the abstract will be the same that would occur if the response was observed in
the auction and there was sufficient time to react to a real situation. Auction
consultants may well be better off given accelerated rounds and the need to do

extensive analysis in advance, but customers won’t necessarily be. Advance
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analysis is not a substitute for providing bidders with the time to react to how real
life bidding unfolds. It cannot restore the auction format benefits that are lost
from very fast rounds.

Please explain any additional practical impediments to a very fast auction
pace.

There are additional practical elements that would concern me if the ICC were to
require that the auction be done in one day or at an accelerated pace. First, | do
not believe that a fast-paced auction would give the Auction Manager sufficient
time to review the data from each round and monitor the bids. The Auction
Manager must do this in order to assess whether there appears to be any
anomalous bidding that could reflect attempts by bidders to act anti-
competitively. Careful review of the round-by-round bidding data is required for
the Auction Manager to perform its job and to assure the integrity of the auction.
A fast-paced or one-day auction compromises the ability of the Auction Manager
to perform this important function.

Second, | believe it is important for the Auction Manager to be able to
check and to cross-check the round results to confirm that the software is working
properly. While software can be tested extensively and should not produce
erroneous results, the checking process further helps to assure the integrity of the
auction and reduces the possibility of challenges.

Third and finally, 1 generally do not believe it is good policy to rush
bidders during the auction. To the extent that bidders need time, they should be

allowed to take time.
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You mentioned that a one-day auction or an auction held at an accelerated
pace may deter entry, reduce competition and lead to higher prices. Please
elaborate.

In a very fast-paced auction, large players can be expected to have an advantage.
This is because in a fast-paced auction, most of the analysis must be done by
bidders in advance of the auction. Hence, those bidders with large budgets for
auction consultants and large in-house resources to perform the necessary pre-
auction analysis will be in a better position vis-a-vis smaller bidders without such
resources. | believe that this could create an entry barrier for small players. If
small players are deterred from participating in the auction, this will reduce
competition in the auction and can be expected to raise the cost of supply to
default service customers.

If a one-day auction or an accelerated auction is not critical to the auction
outcome, why is it so important to have rapid approval by the ICC of the
auction results?

These are separate issues. As | have noted above, it is the bidders’ view of when
the auction will be completed that will affect the risk premium, not the actual
length of the auction. However, at the end of auction, the bidder has an open
offer and is exposed to the risk that the auction will not be declared successful, in
which case it could have to liquidate any hedges it had acquired. Hence, at the
end of the auction, the bids can be expected to reflect a premium for the risk of an
unsuccessful auction. The size of this risk is directly related to the length of

time between auction close and the declaration of a successful auction. Whereas
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there are many expected benefits for suppliers, the Auction Manager and the
overall auction results from not overly compressing the duration of the auction --
benefits which | have described above -- | do not see any benefits to the auction
from lengthening the timeframe for approval.

How as Auction Manager would you seek to reduce the risk premia from
market exposure changes?

| would intend to run the auction at an efficient and orderly pace. By an efficient
pace, | mean that the quickest pace that nevertheless ensures that bidders are not
unduly rushed or prevented them from evaluating the information provided during
the auction. By an efficient pace, | also mean the quickest pace that nevertheless
maintains the reliability of the process and allows for any needed monitoring by
the Auction Manager and ICC Staff. | believe that an efficient and orderly pace
benefits bidders in that it facilitates their assessments of when the auction is likely
to close, and in this way would reduce any embedded risk premia. | also believe
that when bidders make informed decisions, this should yield accurate and
competitive prices for each product in ways that would offset any embedded
risk premium inherent in the bids.

What are the main ways that you believe should be considered to make the
auction pace more efficient?

| believe that the first way to make the auction pace more efficient is to ensure
that any Auction Manager procedures are established with the essential goal in
mind of minimizing delays in the auction. These would include, for instance,

ensuring that back-up bids can be processed quickly, ensuring that data backup
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procedures are automated, and ensuring that any protocol for round-by-round bid
data verification or monitoring is developed with speed in mind. The second way
to make the auction pace more efficient is to examine how the auction rules may
be modified to permit a faster pace. One option is to review the provisions for
various suspensions of the auction, either by the Auction Manager (through time-
outs) or by the bidders (through extensions and recesses) so as to appropriately
limit their duration or their use. A second option that would require a more careful
review is to change to a flexible bidding window. Currently, the time of the
bidding window is fixed and bidders can, during the bidding window, submit bids
and revise these bids as often is they wish. An alternative is to set a bidding
window but allow bidders to submit a single bid during that window. This would
allow the Auction Manager to close the bidding window and start processing the
bids as soon as all bids had been submitted.

There are likely other procedures or rules that can be examined with the
view to optimizing the pace of the auction. Ameren has committed to making this
examination along with its Auction Manager and Commission Staff to promote
the best auction result possible. I note that it should be recognized, however, that
in an auction with switching across products that are not perfect substitutes, and
with a requirement to adhere to a pre-specified decrement rule, the time at which
the auction closes may be difficult to predict. It can be necessary to tolerate some
uncertainty regarding auction close in order to realize the benefits of adhering
closely to fixed decrement rules and of allowing switching across products.

Does this conclude your rebuttal testimony?
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2906 A. Yes, it does.
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