STATE OF ILLINOIS

ILLINOIS COMMERCE COMMISSION

COMMONWEALTH EDISON COMPANY

Proposed tariffs filed pursuant to Article IX of the : No. 05-0159
Public Utilities Act defining a competitive supply

procurement process and, pursuant to Section 16-

112(a) of the Act, establishing a market vale

methodology to be effective post-2006; providing

for Power Purchase Options and for recovery of

transmission charges post-2006; and enabling

subsequent restructuring of rates and unbundling

of prices for bundled service pursuant to Sections

16-109A and 16-111(a) of the Act.

Surrebuttal Testimony of

DR. CHANTALE LACASSE



10

11

12

13

14

15

16

17

18

19

20

21

22

23

Introduction, Purpose of Testimony and Structure of Testimony

Please state your name and business address.
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?
I am employed by National Economic Research Associates, Inc. (“NERA”) as a
Vice President.
Are you the same Dr. Chantale LaCasse that previously filed direct and
rebuttal testimony in this proceeding?
Yes, | am.
What is the purpose of your surrebuttal testimony?
The purpose of my surrebuttal testimony is to evaluate and consider the rebuttal
testimony of Illinois Commerce Commission Staff (“ICC Staff” or “Staff”) and
intervenors on various design aspects of the Auction Process as proposed by
Commonwealth Edison (“ComEd”). In addition, my surrebuttal testimony
introduces versions of the draft application forms and Illinois Auction Rules that
have been revised to incorporate the policy changes agreed to by ComEd in its
rebuttal filing in July.
What conclusions do you reach in your rebuttal testimony?
| come to five general conclusions.

First, | review the modifications to the Auction Process that ComEd is
proposing to implement in response to the testimony of Staff and intervenors. |

assess the impacts of those modifications on the proposed Auction Process and
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conclude that such proposed modifications could be implemented without any
adverse impact on the Auction Process. In my opinion, the modified Auction
Process that ComEd proposes should be expected to meet the objectives that |
describe in my direct testimony. (ComEd Exhibit 4.0, page 55, lines 1296 —
1310) I also note the considerable efforts of ComEd and the Ameren Companies
to harmonize various aspects of the Auction Process and | introduce updated
auction documents.

Second, | review the modifications to the auction format that Dr. Laffer
continues to argue are for the benefits of customers. | assess the revision that Dr.
Laffer makes to his proposal. | assess Dr. Laffer’s claims concerning auction
theory and auction design and I find they suffer from serious misunderstandings. |
evaluate Dr. Laffer’s proposal and | conclude that it is ill-conceived and should be
dismissed.

Third, | review the rebuttal testimony of Dr. Salant. | review the numerous
features of the proposed Auction Process to which Dr. Salant now agrees. | note a
few misunderstandings that Dr. Salant holds regarding the purpose of the auction
volume adjustment guidelines and | review his recommendations in this regard. |
assess his renewed arguments in favor of additional disclosures of contractual
arrangements underlying the bidders’ supply at the auction and in favor of the
price-taker option. I conclude that his additional arguments are not persuasive and
that | continue to believe that these modifications would be harmful to the auction
process. | also review some of Dr. Salant’s recommendations concerning auction

management details even though some of these recommendations are premature.
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Fourth, I assess Dr. Steinhurst’s argument that customers are better served
by a utility portfolio management approach than by a competitive auction. I
examine his reasons for holding that view and find them to be illusory. I find that
Dr. Steinhurst completely discounts the benefits of the Auction Process that come
from competition for the management of the portfolio.

Finally, I review Professor Reny’s claims that an auction with bidder-
specific price caps or that multilateral negotiations could yield better results than
the proposed Auction Process. Although | understand the origin of Professor
Reny’s theoretical musings, | do not believe that ultimately Professor Reny
advances a proposal for the consideration of the Commission, and | believe that
his theoretical discussion does not correspond to the realities of the power markets
and has no practical importance.

How is your surrebuttal testimony structured?

| present each of my five conclusions in turn. Section 2 addresses the proposed
modifications to the Auction Process and introduces the revised draft application
forms and draft Illinois Auction Rules. Section 3 addresses BOMA witness
Laffer’s proposed modification to a pay-as-bid auction format. Section 4
addresses Staff witness Salant’s recommendations. Section 5 responds to CUB-
CCSAO witness Steinhurst’s claims that utility portfolio management is likely to
be more beneficial to customers than the Auction Process proposed by ComEd.
Section 6 reviews Professor Reny’s testimony regarding theoretical selling

mechanisms.
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The Modifications Proposed by ComEd Are Consistent with the Objectives

of the Auction Process

Some intervenors have proposed modifications that they believe will improve

the Auction Process. Please briefly summarize those modifications that are

being adopted by ComEd as part of this rebuttal testimony and that are

being primarily described by other ComEd surrebuttal witnesses.

The modifications in question are described in detail in the testimony of Mr.

McNeil and by the panel of Messrs. Alongi and Crumrine. As | understand it,

ComeEd is proposing to adopt the following package of modifications:

Proposed Re-Alignment of the Product Definitions. Following the review of

direct and rebuttal testimony of Staff witness Schlaf and Coalition of Energy
Suppliers (“CES”) witness O'Connor, ComEd is modifying the product
definition. The load of commercial customers between 400 kW and 1,000 kW
who have not elected a real-time pricing service and who are not self-
generating customers will now be part of CPP-A load (instead of being part of

CPP-B load as initially proposed in direct testimony).

Proposed Modification to the Election Procedure for Fixed-Price Service.

Under ComEd’s initial proposal in direct testimony, customers could elect
CPP-A service in a 30-day time window following the auction and if they did
not do so, they would default to real-time pricing service. In response to Staff
witness Schlaf’s argument that “bundled customers eligible for the CPP-
Annual Service should not be required to enroll in that service if they do not

wish to change to an alternative service” (ICC Staff Exhibit 13.0, page 2, lines



93 39-41), ComEd is now modifying its election procedure for the CPP-A fixed-

94 price service as follows.
95 If a CPP-A eligible customer does not elect real-time pricing service or
96 does not choose service from a RES during the 30-day enrollment period,
97 that customer will receive CPP-A service.
98 A 12-month minimum stay will be imposed on CPP-A customers.
99 Customers who did not elect an alternative service within the 30-day
100 enrollment window will be required to remain on CPP-A service until
101 May 31 of the following year. (For the first auction, CPP-A customers
102 will be required to remain on CPP-A service until December 31, 2007).
103 Notwithstanding this, customers who have been on CPP-A service for
104 more than 12 months may elect to switch to RES service at any time.
105 New customers will be granted an exemption from the 12-month
106 minimum stay rule, and will be permitted to switch to either RES service
107 or CPP-H service during the first 12-months in which they take CPP-A
108 service.
109 Any CPP-A customer — with the exception of new customers, as noted
110 above — wishing to switch from CPP-A service to CPP-H service may only
111 do so in the enrollment period.
112 Customers who wish to return to CPP-A service after previously switching
113 off of it may do so only in the enrollment period.
114 These switching restrictions are consistent with the recommendations of Staff
115 witness Schlaf who recognizes: “If there were no enrollment requirements —



116

117

118

119

120

121

122

123

124

125

126

127

128

129

130

131

132

133

134

135

136

137

138

that is, if there were no exit or entry restrictions — suppliers bidding to supply
generation services for the CPP-Annual service customers would likely add a
significant, and probably unacceptably large, risk premium to their bids to
compensate them for switching risk (i.e., “migration risk”).” (ICC Staff
Exhibit 5.0, page 5, lines 106-110.)

= Proposed Modification to Rate Design. ComEd can agree with Staff and

BOMA that the migration factors can be eliminated from the rate prism
(BOMA Exhibit 2.0, pages 15-16, lines 305-41 and Staff Exhibit 6.0, pages
25-30, lines 569-666). ComEd believes that the realignment of the product
definition as described above weakens much of the impetus that led ComEd to
propose the migration factors initially. ComEd is also committed to
implementing rate mitigation measures for residential customers, in a form

based on the proposal by Staff witness Lazare (ICC Staff Exhibit 6.0).

What do you mean when you say that these modifications are a “package”?

My understanding is that ComEd continues to believe that its proposed Auction
Process — as described in the February filing of its direct case and reflecting the
modifications made in its July rebuttal filing — remains the best method of
procuring supply for ComEd customers. My understanding is also that ComEd is
willing to revise its proposed Auction Process as set forth above in response to
BOMA, Staff and CES witness who have put forth modifications that they believe
would improve the Auction Process. However, ComEd can only agree to these
modifications being adopted together, should the ICC decide that this is in the

best interest of customers. ComEd believes that these modifications are closely
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related and its willingness to accept one modification is inextricably linked to its
proposing the others. ComEd believes that an Auction Process incorporating these
modifications can be successful and meet the objectives for the procurement
process and, as | explain below, I concur.

Please provide your assessment of the first proposed modification, the change
in the treatment of 400 kW to 1,000 kW customers.

In my opinion, the proposed modification to the treatment of 400 kW to 1,000 kW
customers should not be expected to have an adverse impact on the participation
of bidders or their ability to evaluate the auction products. ComEd has committed
to providing bidders with the information required for them to understand the
product that they are bidding on, including load data series that reflect the
customer groups that make up the various products in the auction. With such
data, with clear customer switching rules and an election procedure that can be
communicated to bidders, and with well specified supplier forward contracts,
there is every reason to expect as much bidder participation and competition as
under the original proposal.

The experience in New Jersey with BGS Auctions supports the conclusion
that bidders will be able to respond to and price any changes in the product
definition. For example, the eligibility rules for fixed-price service have changed
a number of times since the first year where the load of large industrial customers
was bid out separately from the load of residential and smaller customers.

Participation and competition have remained strong.
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Please address how the change in the product definition would impact
switching between ComEd and Ameren products in the proposed Auction
Process.

It is difficult to predict precisely how suppliers will perceive the potential
change in ComEd’s product definition, and how this will impact switching in the
proposed Auction Process. CES witness O’Connor argues that the changes make
the products more similar on the basis of the historical propensity to switch of
these customers (CES Exhibit 4.0, page 23, lines 489-496). | hesitate to agree as
the historical propensity to switch may not be indicative of the propensity to elect
RES service in the post-2006 world. There are other factors that bidders will take
into account in evaluating the substitutability across the products, including load
factor and the retail rates that customers face. Whether or not the modification to
the product definition makes the ComEd and Ameren product more or less
similar, | believe that on balance the proposed modifications should have only a
small impact on the ability of bidders to switch between the ComEd and Ameren
products and may have no impact at all. Any such impact, if there is one, could be
positive (i.e., encourage more switching) or negative (i.e., discourage switching).

Overall, | believe the proposed Auction Process can work with the
modified product definition and still achieve reliable supply at competitive prices
for both ComEd and Ameren customers.

Please provide your assessment of the second proposed modification, the

change in the customer switching rules.
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If the first proposed modification is made to the product definition (the treatment
of 400 kW to 1,000 kW customers), the second proposed change, | believe,
logically follows. Given the inclusion of the 400 kW to 1,000 kW customers in
CPP-A load, an election procedure and switching rules should be specified for
them. Further, having a single set of rules for all CPP-A customers will, | believe,
not only minimize customer confusion but also make the bidders’ evaluations of
the risks of each product more tractable. Again given the inclusion of the 400-
1,000 kW group, which would include many smaller commercial customers, a
default to a fixed-price service seems appropriate.

As long as the products are clearly defined and bidders are provided
sufficient information to be able to evaluate them, | would not expect product
definition changes of this nature to adversely impact participation or bidding in
the auction.

Please provide your assessment of the third proposed modification, the
proposed elimination of migration factors and embedding of the mitigation
mechanism in the rate prism.

With regard to rate design and the rate prism that translates auction prices into
retail rates, | believe it is most important for the translation mechanisms
(including any embedded mitigation) to be clear to bidders in advance of the
auction. Under ComEd’s proposed Auction Process, a spreadsheet tool designed
to illustrate the rate prism will be made available to bidders prior to the auction.
Under this modified proposal, ComEd commits to including with the spreadsheet

tool for the CPP-B customers the mitigation plan for residential rates.
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Furthermore, ComEd commits to modifying the rate prism of CPP-A customers to
include the 400-1,000kW classes. To the extent that bidders wish to ask clarifying
questions, they will be able to do so through the Auction Manager. Given this
level of transparency with respect to the setting of retail rates, | would not expect
the implementation of a mitigation scheme or the elimination of the migration
factors to compromise in any way the success of the auction.

One potential supplier, Constellation Energy Commodities Group
(“CCG”), supports this view. CCG witness Smith argues that a mitigation
proposal, if necessary, would be best implemented by fixing the rate prism in
advance and embedding any mitigation factors in that rate prism. This way, the
impacts of the mitigation on retail rates are known to potential bidders in advance
of the auction. (CCG Exhibit 2.0, pages 6-7, lines 178-192.) This enables bidders
to evaluate the retail rates at various potential auction clearing prices, and enables
an accurate evaluation of migration risk. ComEd’s proposal precisely tracks the
recommendations of CCG witness Smith, and in my view, is an appropriate
approach, given the information needs of bidders.

Are there any other modifications that have been proposed by intervenors to
improve the Auction Process and that ComEd is willing to adopt, at least in
part?

Yes. A further modification to the handling of confidential information is
proposed in response to testimony by Peoples Energy Service Corporation

(“PES”) witness Bollinger.

11
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Can you please summarize your understanding of PES witness Bollinger’s
testimony (PES Exhibit 2.0, pp. 5-12, lines 112-222) on this issue?
Certainly. PES witness Bollinger is concerned that communication between a
bidder in the auction and a Illinois retail market participant (a Retail Electric
Supplier or an Alternative Retail Electric Supplier) during the auction process
could provide an unfair advantage either to the bidder in the auction or to the
market participant in the retail market. PES witness Bollinger believes that, under
the Association and Confidential Information Rules included in the Illinois
Auction Rules (ComEd Exhibit 11.4 in the rebuttal testimony and as modified in
surrebuttal as ComEd Exhibit 19.3) such communications would be allowed
either if the Illinois retail market participant is an associated entity or if it is
named as an advisor to the bidder. PES witness Bollinger makes the point that the
FERC has wanted to address the problem of information sharing between
transmission service providers and Energy Affiliates so as to foster competitive
markets and that the rational for his requested change is similar.
Do you agree with PES witness Bollinger assessment of the circumstances
under which a bidder in the auction would be able to communicate with a
retail affiliate without violating the Association and Confidential Information
Rules?
I mostly disagree with PES witness Bollinger on this point.

The situation that PES witness Bollinger is concerned about here is a
situation where a wholesale supplier (who is a bidder in the auction) is affiliated

with an Illinois retail market participant (who is not a bidder in the auction). PES

12
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witness Bollinger believes that the bidder can communicate confidential
information to the retail affiliate under the Illinois Auction Rules. For example, a
wholesale supplier could be bidding in the auction and providing round by round
results to its sister company, who is a RES and who is not bidding in the auction.
PES witness Bollinger’s belief is based on the certifications that bidders
make in their Part 2 Application (see Section VII of the Illinois Auction Rules for
the certifications and for the definition of confidential information as used below).
These certifications prohibit the communication of confidential information
relative to the bidding strategy (which would typically include information to
develop the bid) and prohibit the communication of confidential information
regarding the Auction Process (which would include round by round results).
However, these certifications allow certain exceptions. These exceptions include
allowing the bidder to communicate confidential information to: 1) another bidder

in the auction if an association with that bidder has been disclosed to the Auction

Manager; and 2) another bidder in the auction if the two bidders are part of a

consortium for purposes of bidding in the auction that has been disclosed to the
Auction Manager (emphasis added).

The point that PES witness Bollinger misses here is that these exceptions
only refer to bidders in the auction if certain relationships among those bidders
exist and have been properly disclosed to the Auction Manager. The exceptions
do not extend to any affiliate. This means that a wholesale supplier who is a
bidder in the auction and who makes these certifications would only be able to

communicate confidential information regarding the auction to a retail affiliate if:

13
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a) the retail affiliate is also a bidder in the auction; and b) an association or a
bidding arrangement with the retail-affiliate-bidder has been disclosed to the
Auction Manager.

PES witness Bollinger may also be concerned that a bidder could choose
not to make the certifications that require maintaining the confidentiality of
auction information because the bidder wants to communicate information to its
retail affiliate to provide this affiliate an advantage in the Illinois retail market.
For any failure to make a certification, the Auction Manager will typically require
additional information disclosures to understand the reasons for the inability of
the bidder to make the certification. The Auction Manager then decides on a
course of action on a case-by-case basis. To preserve the integrity of the Auction
Process, the Auction Manager would be expected to tolerate exceptions to
maintaining the confidentiality of information only if the bidder demonstrates a
clear business need for the exception that is directly related to its participation in
the auction. Trying to provide an advantage to a retail affiliate who is not a bidder
in the auction would not be considered a valid reason to grant an exception to the
certification.

Do you agree with PES witness Bollinger’s assessment that a bidder in the
auction could communicate confidential information to the lllinois retail
market participant by granting the Illinois retail market participant the
status of advisor?

The term advisor is implicitly defined through the certifications as a person who

“who will be advising or assisting the bidder with bidding strategy in the Section
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of the Auction, with estimation of the value of a system’s tranches, or with the
estimation of the risks associated with serving load”. (Section VII. D.) The
certifications also require each bidder to ensure that its advisor does not provide
similar advice to another bidder or, if that person will provide similar advice to
another bidder, that appropriate non-disclosure agreements are in place so that the
advisor does not serve as a conduit of information among bidders.

Although 1 believe that the Association and Confidential Information

Rules provide adequate protections as they stand, | do agree with PES witness
Bollinger that they can be additionally modified to further preclude the possibility
of improper disclosure of confidential information through an advisor. To this
end, Section VII. D of the Illinois Auction Rules has been modified:

e To define explicitly the term “advisor” as a person or persons (not an
entity) who provide(s) advice regarding the bidding strategy;

e To require each bidder to disclose the name of its advisor, to certify
that the person(s) named will serve the role of advisor as previously
defined, and to provide any non-disclosure agreements that are in
place if an advisor is also advising another bidder;

e To clarify that the person(s) serving as advisor cannot disclose any
confidential information, cannot discuss such confidential information
except with the bidder that it is advising, and cannot use such
confidential information for any purpose other than to provide advice

to the bidder ;
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e To clarify that the bidder is responsible for ensuring that the advisor
does not disclose any confidential information and that, should the
advisor disclose confidential information, the bidder is subject to the
same penalties and sanctions as when the bidder itself makes the
disclosure.

Wouldn’t it be simpler to take PES witness Bollinger suggestion to exclude
divisions or companies that are authorized to do business as Illinois retail
market participants from being advisors?

| do not believe that Mr. Bollinger’s alternative is simpler or any more effective.
By making clear that an advisor is a person and not an entity and that an advisor
cannot use any confidential information for any purposes other than providing
advice to the bidder, it is crystal clear that an advisor must protect confidential
information, could not reveal such information to others, including others at the
company where he or she is employed and that the advisor could not perform any
function where the confidential information would be useful. This is very
effective and very simple. Excluding as advisors divisions or corporate entities is
potentially less clear and potentially less effective as it is more difficult to apply
specific rules to corporate entities and employee mobility could undermine the
intent of the rules. Further, there may well be situations in which an advisor —
i.e., a single individual — from a retail affiliate would be useful to a bidder in
developing and refining its bid strategy and it may be detrimental to the auction if
such an advisor were unavailable to the bidder, solely because they were

employed by an entity involved in retailing electricity in Illinois.
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Do you believe that you have addressed all of PES witness Bollinger’s
concerns?
| believe that all of PES witness Bollinger’s concerns relating to disclosure of
confidential information by auction participants, which he believes could have
been made to Illinois retail market participants and provided these participants an
advantage, have been addressed.

| realize that PES witness Bollinger has additional concerns relating to an
Illinois retail market participant providing market intelligence to a bidder in the
auction. PES witness Bollinger draws a parallel to FERC regulation of
information between transmission service providers and Energy Affiliates to
argue that such communications should be prohibited through the auction process.

| believe that the parallel is misplaced. The FERC regulation to which PES
witness Bollinger is referring is a code of conduct between a monopolist
providing an essential facility on the one hand and its energy affiliates on the
other, where these energy affiliates compete with other entities to use this
essential facility. There is no similarity to the situation at hand. In the situation at
hand, no party is in a regulated monopoly position; further, the bidders and the
RESs do not compete head to head. Only bidders in the auction are in the ambit of
the Illinois Auction Rules and the certifications that are made in the application
process; IlInois retail market participants that are not bidders fall outside the ambit
of the Auction Process. The Auction Manager has no authority and no way to
monitor market intelligence that an Illinois retail market participant is willing to

give or to sell to one or to many bidders in the auction. If PES witness Bollinger is
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correct that such information can be beneficial to bidders, | would expect bidders
to seek to acquire such information and for this information to enable bidders to
better prepare their bids. | do not believe that a modification to the Illinois
Auction Rules is possible or desirable to address this issue.

You note in Section 1 that your surrebuttal testimony introduces revised
draft application forms and revised Illinois Auction Rules incorporating the
changes agreed to by ComEd in its rebuttal filing in July. Please explain.
ComeEd, in its rebuttal filing in July, agreed to an Auction Process that permits
switching between the fixed-priced products of ComEd and the fixed-priced
products of Ameren, and also permits switching between the hourly-priced
products of ComEd and the hourly-priced products of Ameren, but does not
permit switching between fixed-priced products and hourly-priced products.
Although ComEd’s rebuttal filing did include draft Illinois Auction Rules and
draft application forms, the versions of these documents filed in July did not
reflect these modifications. (ComEd Exhibit 11.0, page 63, lines 1491 — 1495)
Since the filing in July, | have worked with ComEd and Ameren to refine these
auction documents and to produce documents that reflect the proposed Auction
Process with switching. | am including the following documents as exhibits to

my surrebuttal testimony.

e Revised draft Part 1 and Part 2 Application Forms (ComEd Exhibits 19.1 and
19.2 respectively), including revised draft appendices:
o Description of Alternate Guaranty Process and Approval Criteria
0 Pre-auction Letters of Credit
o Sample Letters of Reference
o]

Sample Letter of Intent to Provide a Guaranty
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o Description of Process and Approval Criteria for Modifications to the
Letters of Credit

e Revised draft Illinois Auction Rules (ComEd Exhibit 19.3)

e Joint Draft Auction Timeline (ComEd Exhibit 19.4).
Do these documents respond to calls from Staff and intervenors for

uniformity between ComEd and Ameren?

Yes. In response to calls for uniformity from Staff and intervenors, ComEd and
Ameren have worked to reach agreement on those issues where there had
previously been differences in their proposed Auction Process. For example,
ComEd had included in its proposed Auction Process a bid participation fee that
would be paid by bidders with their Part 2 Application. Ameren’s proposal had
no such fee. A consensus position was reached providing that a bid participation
fee will be required of bidders, but that it will be required with the Part 1
Application. Both companies support this position. Similarly, as described in
detail in the testimony of Ms. Juracek, ComEd and Ameren have achieved
considerable harmonization on the Supplier Forward Contracts. | understand that
revised Supplier Forward Contracts are attached as exhibits to the surrebuttal
testimony of Ms. Juracek. This harmonization is also achieved in the draft Illinois
Auction Rules, draft application forms, and draft Auction timeline.

Do the documents as exhibits to your testimony supersede all previous
versions?

The draft Illinois Auction Rules and the draft application forms supersede all
previous versions. The draft Auction timeline is a first attempt to capture in a

detailed timeline most of the events of the Auction Process.

19



414

415

416

417

418

419

420

421

422

423

424

425

426

427

428

429

430

431

432

433

434

435

436

Does this draft Auction timeline imply changes to the Rider CPP or the Rider
MV?

Yes. Some of the events in this common timeline are also represented in the
timelines included with the Rider CPP and the Rider MV.

Does this draft Auction timeline respond to some of Dr. Salant’s concerns
that certain events, such as a period of comments by the bidders on the
Supplier Forward Contracts, had not been included in the proposed Auction
Process?

| believe it will respond to some of his concerns. | note in particular that the draft
Auction timeline does include a period of time for prospective bidders to submit
comments regarding the Supplier Forward Contracts, although the proposed
process is a bit different from the one envisaged by Dr. Salant. The process
unfolds as follows. First, should the proposed Auction Process be approved in this
docket, ComEd and Ameren would file Supplier Forward Contracts with the
Commission within ten days of the Commission Order. Commission Staff would
review the Supplier Forward Contracts to ensure that they are fully compliant
with the Commission Order. The compliant Supplier Forward Contracts would
then be posted for prospective bidders and bidders would be invited to comment,
it being understood that no change could be made that would imperil the Supplier
Forward Contracts’ compliance with the Commission Order. Bidder comments
would be submitted to the Auction Manager, and reviewed by the Auction
Manager, Staff, ComEd and Ameren. These parties, in consultation would

consider the comments submitted and respond to prospective bidders. Comments
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437 could be incorporated to the extent that the parties would agree that they
438 improved or clarified the document without putting in jeopardy the compliance of

439 the documents with Commission Order.
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The Laffer Proposal Should Be Dismissed

Please describe the purpose of this section of your rebuttal testimony.

In this section, I respond to some of Dr. Laffer’s claims regarding the auction
literature. | assess Dr. Laffer’s modified proposal for a pay-as-bid format. | also
respond to Dr. Laffer’s claims that his proposal cannot be “bested by a descending
clock, uniform price auction” (BOMA Exhibit 3.0, page 11, lines 259-260)

Dr. Laffer quotes the following statement from your rebuttal testimony:
“absent very particular environments or special assumptions, the ranking of
pay-as-bid versus uniform price auction is essentially ambiguous” (ComEd
Exhibit 11.0, p. 69, lines 1629-1631). Does Dr. Laffer refute this statement?
He does not.

It is my testimony that the auction literature does not yield clear
conclusions regarding the comparison of pay-as-bid and uniform auctions. In the
portion of my testimony that Dr. Laffer quotes in his rebuttal, I am paraphrasing
Professor Lawrence M. Ausubel and Professor Peter Cramton who share my
view, and who express it clearly in their article “Demand Reduction and
Inefficiency in Multi-Unit Auctions,” University of Maryland, mimeo, July 27,
2002. The only logical conclusion that | can draw is that Dr. Laffer’s claims that
his proposal will benefit customers are not supported by the scholarly literature on
auctions.

Dr. Laffer does not refute this statement from my rebuttal testimony. Dr.
Laffer does not present articles or models from the auction literature and he does

not cite from the available empirical evidence to refute my position or to support
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his own. Dr. Laffer simply states that he does not accept this assessment of the
scholarly literature on auctions as being relevant. He does not accept it as being
relevant because the literature does not study precisely the case at hand, namely,
no one article compares the pay-as-bid auction format to a uniform price format,
for the particular context of a descending clock auction, and for the procurement
of electricity supply. This is an extremely narrow view and an untenable burden
of proof. Not accepting the general conclusions from a literature that is well
known and accepted by experts in the field on that basis is equivalent to Dr.
Laffer refusing to accept a drug as safe for himself because the drug had
undergone standard approval procedures rather than being tested on his identical
twin.

Are you saying that Dr. Laffer does not understand how to assess the
relevance of the existing literature?

No, I am not saying that. I do not know whether Dr. Laffer understands how to
assess the relevance of the existing literature. | am saying that Dr. Laffer is taking
an extremely narrow view in his rebuttal testimony of what results from the
literature are relevant to his claims. Dr. Laffer did not produce any work papers
on direct. The work papers that Dr. Laffer produced in rebuttal show that Dr
Laffer has looked at surveys of the literature — these must be the papers that Dr.
Laffer refers to when he states that he has “reviewed a number of articles in the
economic literature concerning the design of auctions” (BOMA Exhibit 3.0, page
12, lines 278-279). This may be insufficient context for Dr. Laffer to be able to

grasp the implications of the main results of the literature.
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I do know that his rebuttal testimony demonstrates to me that that he
misunderstands some key concepts of the auction literature.

Can you provide an example of a concept that Dr. Laffer misunderstands?
Dr. Laffer misunderstands the relevance of the Revenue Equivalence Theorem.

The Revenue Equivalence Theorem says that on average, the price for an
item will be the same across different types of auction. The price on average for a
pay-as-bid and a uniform auction will be the same if the right assumptions hold.
Of course, the theorem does not hold true in all circumstances — no theorem does
that. Of course, the theorem makes simplifying assumptions — every theorem does
that.

Dr. Laffer is correct that the Revenue Equivalence Theorem is not directly
applicable to the ComEd situation in the sense that the assumptions of the
theorem do not precisely match the particulars of the ComEd auction or the
ComEd bidders. | have never made the claim that it does — in fact, | have plainly
stated that some of the assumptions of this theorem would not hold in ComEd’s
situation (see the response to BOMA 3.01).

But that’s not a reason for throwing out the baby with the bath water.
Saying that the assumptions of the theorem do not exactly match the particulars of
the ComEd auction does not mean that the theorem is completely irrelevant to Dr.
Laffer claims that the pay-as-bid format is better. Let’s examine the relevance of
the theorem. The result is extraordinary: how can it be that different kinds of
auction yield the same price? It seems to defy common sense. But the answer is

simple: bidders bid differently in response to different kinds of auctions, and
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careful analysis of the bidding strategies shows that bidders adapt their bidding in
ways that gets the same price on average in the end (under the assumptions of the
theorem). It does not mean that all auctions yield the same price all the time.
What it does mean is that when proposing a change to the auction format as Dr.
Laffer does, analysis is needed to show how bidders would change the way they
bid, and how the price will change as a result. I have testified that Dr. Laffer
mistakenly assumes that bidders would bid the same under his pay-as-bid
proposal and under the ComEd auction; he does not refute this point in his
rebuttal testimony. I have testified that Dr. Laffer’s “common sense” (BOMA
Exhibit 1.0, page 10, line 225) is not sufficient to support his conclusion that the
resulting price would be lower under pay-as-bid.

Dr. Laffer makes an additional point concerning the Revenue Equivalence
Theorem. He says that it “shows how restrictive the conditions would have to
be in order for ComEd’s proposed uniform price auction to possibly be as
good as our descending clock, pay as bid auction” (BOMA Exhibit 3.0, p. 12,
lines 262-264). Do you agree with this point?

Dr. Laffer makes an elementary error in logic. The fact that the assumptions of the
theorem yield the conclusion that pay-as-bid and uniform auctions yield the same
price on average does not mean that for the uniform auction to yield the same or a
better price than the pay-as-bid, those assumptions have to hold. For instance,
there are other theorems and other assumptions for which the uniform auction
yields a better price (ComEd Exhibit 11.0, page 69, lines 1623-1625). The

assumptions of the theorem are sufficient, they are not necessary to the uniform

25



532

533

534

535

536

537

538

539

540

o241

542

543

544

545

546

547

548

549

550

551

552

553

price auction being as good or superior. The conclusion that Dr. Laffer draws is
like taking the fact that anything made of wood will burn, and concluding that the
only way that something will burn is if it is made of wood.

Is there another example of Dr. Laffer misunderstanding a central concept of
auction theory?

Yes. Dr. Laffer does not appear to understand the winner’s curse or its
implications for the ComEd auction.

How would you explain the winner’s curse?

The easiest way is to provide an example. Suppose bidders are bidding to buy a
jar of pennies. The bidders can look at the jar of pennies and estimate how much
money there is in the jar, but bidders do not have the time to precisely count how
many pennies it holds. If each bidder were to write down on a piece of paper his
or her estimate of how much money is in the jar, we would expect some estimates
to be high, and some to be low. If the jar in fact holds $25.00, we would expect
roughly half the bidders to guess above $25, and half the bidders to guess below.
Now suppose each bidder hands in to the seller the piece of paper with his or her
estimate as his or her bid. The bidder who will win is the bidder with the highest
bid. The bidder with the highest bid, the winner, is the bidder who was most
optimistic and who guessed that the jar of pennies had the most money in it.
Maybe the winner guessed that the jar had $28.75 in it. But if the winner is the
bidder who was the most optimistic, and already half of the bidders’ estimates

were too high, then the winner is the bidder who was the most wrong! In our
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example, the winner loses $3.75. That is the winner’s curse: the winner’s estimate
of the value is the most optimistic of all the bidders.

Why did you provide another example instead of using Dr. Laffer’s example
of bidding on the Mona Lisa?

| did not want to use Dr. Laffer’s example as it muddies the context in which the
winner’s curse applies. Dr. Laffer’s example of the Mona Lisa gives me the
impression that bidders are bidding based on their tastes — they bid on the Mona
Lisa because they like her smile. This is different from the penny jar example |
just gave, where all bidders are evaluating a common opportunity and are trying
to estimate its value. In the former case there is no winner’s curse as the bidding
is dictated by taste and how much someone likes the Mona Lisa really tells me
nothing about how much I like the Mona Lisa. In the latter case, when bidders are
all trying to estimate a common value, learning another bidder’s estimate is
valuable to me.

I also note that the example appears mistaken — if the last bidder bidding
against the winner drops out at $400, i.e., stops bidding at that point, then the
winner would get the Mona Lisa for $400 and not $500.

What is the effect of the winner’s curse on bidding?

Sophisticated bidders who understand the winner’s curse will bid cautiously.
These bidders will understand that if they bid strictly on the basis of their
estimates, they will regret it. In the money example, if the winner’s estimate is
$28.75, the winner will bid cautiously by heavily discounting his estimate,

knowing that if he wins he will learn that his estimate was (overly) optimistic.
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Of course, if bidders obtain additional information regarding the value of
what they are bidding on, they can sharpen their estimate, they can have more
confidence in their evaluation, and they can bid less cautiously and more
aggressively. For example, if bidders are told that the average of the estimates is
$24.99, all bidders will revise their estimates on the basis of that information and
bid with more confidence.

Why is this relevant to the ComEd Auction? Dr. Laffer claims that bidders in
the ComEd auction “are hardly the type to be unsure of the value of the
contracts to supply power to ComEd for which they are bidding” (BOMA
Exhibit 3.0, p.13, lines 294-296) and will not be subject to the winner’s curse
(p. 14, line 321). Don’t you agree that this is irrelevant for the ComEd
auction because bidders are sophisticated?

No, | do not agree. Bidders in the penny jar example could be experts in
evaluating how many pennies are in jar; that does not make each and every bidder
right every time.

Dr. Laffer confuses being an expert with having a crystal ball. It is true
that, based on the participation in BGS Auctions, | would expect energy marketers
and financial players to form the bulk of the anticipating bidding pool. It is also
true that these bidders will have specialized skills in price-risk management. Yes,
they are experts. That does not mean that they know what the weather is going to
be like next summer, or that they know exactly how many customers will migrate
to and from CPP service, or that they have anticipated perfectly the value of each

alternative for their supply arrangements, or that they know with certainty all the
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factors that may affect wholesale energy prices and the prices of other wholesale
products in the next year, or two years, or three years. Bidders do not have a
crystal ball. Bidders do not “know the value” of each and every auction product.
Bidders estimate all their market opportunities, including their opportunities in the
auction, with the best available skill and the best available information. They are
subject to the winner’s curse because each will be assessing the risks and the
conditions that underlie the same wholesale markets and similar opportunities to
sell their supply forward.

Just as in the penny jar example, bidders in the ComEd auction will bid
more confidently if additional information is provided to them during the auction.
They can sharpen their estimates, be more confident and bid more aggressively.
As | explain in my direct testimony, this is why an open auction format elicits the
best bids when bidders are evaluating a common market opportunity.

Isn’t this just theory? How do you know that bidders are not absolutely sure
of what they want to bid at the outset? Isn’t it possible that bidders know
exactly what their price is and simply stay in the auction until that point is
reached, without ever changing their bidding strategy in response to the
information that they learn through the auction?

This is not just theory. The ComEd proposal includes ways in which bidders have
the flexibility to consider whether to modify their bidding strategies. Bidders can
take a short break during a bidding phase (an extension) to further consider their
bids. Later in the auction, bidders can take a longer pause (a recess) to consider

their bids. These features were included also in the New Jersey BGS Auctions and
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they are included in the Illinois Auction Rules as well because these features have
value.

In taking time during a round to consider their bids, and in asking for
pauses within rounds, bidders are not only considering how low to bid. Bidders
are also considering which products to bid on. In ComEd’s proposal, bidders can
switch their tranches from one product to another. | expect bidders to switch their
supply in response to the relative prices of the products. For example, if a product
garners more interest at the start of the auction, its price will tick down faster than
other products, and other products will be come relatively more attractive to
bidders. Bidders will switch their bids to the higher price products in response,
and may even win tranches of these other products, even if they had not initially
planned to bid on them.

If Dr. Laffer’s contention were true, bidders would know the value of the
contracts they were bidding on and once the auction started, bidders would be
little more than robots waiting for the price to tick down to the right level. Bidders
would never switch their tranches, bidders would never take extensions or
recesses to think about their bids. Experience has shown that this just not how
things work.

Let’s be fair. Doesn’t Dr. Laffer recognize that information can be of value to
bidders and doesn’t the Laffer proposal allow bidders to use the information
revealed in each round’s prices?

In my opinion, Dr. Laffer’s testimony is not completely consistent on this point.
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Dr. Laffer, in his direct testimony, views information provided to bidders
in the ComEd proposal regarding supply at various price points as having no
value. He states that this kind of information “does not help consumers one iota”.
In his direct testimony, Dr. Laffer then proposes two modifications, one being to
make the auction pay-as-bid, and the other being not to provide information to
bidders. Dr. Laffer states: “bidders would be informed of the completion of the
auction only when the auction is complete, and not before. A bidder’s attention
will be focused solely on its own internal marginal cost and whether that bidder
can still make a reasonable profit by supplying a given number of tranches at the
price set for the current round.” (BOMA Exhibit 1.0, page 15, lines 330-334). If
as Dr. Laffer contends, a bidder would just stay in the auction as long as a
reasonable profit can be made, then presumably no information is required except
the current prices for the round. The price tick-downs cannot provide information
either so the prices would have to tick down mechanically by a fixed amount or
percentage regardless of the supply in the auction and regardless of the relative
interest in each product. This position from Dr. Laffer’s direct testimony is
consistent with Dr. Laffer’s statement in rebuttal bidders “knowing their value”
and his view that bidders are just robots with a pre-determined strategy that they
just apply throughout the auction.

However, if all this is true, then as | stated in my rebuttal testimony
(ComEd Exhibit 11.0, page 74, lines 1750-1755), and as Mr. Parece also
explained (ComEd Exhibit 12.0, page 40, lines 848-854), the pay-as-bid auction is

just a sealed bid auction. A bidder who has bid since the beginning, and who sees
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the price tick down in a round learns nothing. He “learns” the price, but since
prices tick down the same amount every round, he could have predicted what all
the prices would bid. He “learns” that the auction is not over, but he knew that
already since he is still bidding, and one bidder still bidding is sufficient to keep
the auction open. He decides whether or not to bid given the pre-determined
strategy set at the beginning. Why then waste all this time? The bidder could just
submit a schedule of his bids to the Auction Manager before the auction starts,
detailing exactly at which points the bidder is pulling tranches out.

Dr. Laffer, in rebuttal, “clarifies” that his proposal allows bidders to jump
back in the auction after they had previously decided to pull out all of their
tranches: “when the price clicks down to a certain level in my proposed
descending clock, pay as bid auction a bidder may decide not to bid because the
bidder believes she will be successful at the prior higher price at which the bidder
did make a bid. If, however, the auction manager opens a new round of bidding at
an even lower price, that bidder may reconsider her judgment that she will be
successful in the auction at the last price the bidder bid tranches and decide to
reenter the bidding at the new, lower price.” (BOMA Exhibit 3.0, page 2, lines
39-45). It is understandable that the auction experts answering Dr. Laffer — Mr.
Parece, Dr. Salant and myself — would not have realized that this was a feature of
Dr. Laffer’s proposal. Indeed, to my knowledge, none of the open auctions that
have been conducted (for spectrum licenses or in electricity markets) have

allowed bidders to “jump back in”, or even more generally none of these open
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auction have allowed bidders to increase the number of tranches that they are
eligible to bid from one round to the next.

Under this “clarification” then, bidders do have information. As before, a
bidder who has bid since the beginning, and who sees the price tick down in a
round learns nothing. But a bidder who stops bidding and then sees the price go
down learns an important piece of information. But that piece of information is
not the price as Dr. Laffer claims — the bidder knew what the price would be if
there was to be another round. What the bidder learns is that there is another
round, and that means that other bidders who are still bidding. The bidder learns
something about the market supply at that price — namely, that it is not zero. Dr.
Laffer seems to believe in rebuttal that this piece of information is important to
the bidder and could elicit a better bid. In my opinion, this new clarified view
from Dr. Laffer in rebuttal completely contradicts his claim from his direct
testimony that “a bidder’s attention will be focused solely on its own internal
marginal cost”. (BOMA Exhibit 1.0, page 15, lines 331-332) Either bidders can
usefully incorporate information about market supply to further revise their bids
downward, or they know their value and bid it, but both cannot be true at the same
time.
Now that you understand the true Laffer proposal, do you agree with him
that it will yield better results than the auction format proposed by ComEd?
No, I do not. Dr. Laffer again fails to recognize the bidding incentives that this
auction format creates. There are three features of these incentives that | would

like to discuss.
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First, Dr. Laffer has provided bidders a single opportunity for bidders to
learn information: they learn information by withdrawing all their tranches and
then coming back into the auction. There is little or no cost from doing so at the
earliest opportunity. Let’s say in round 1 the price for each product is $75/MWh
and all bidders submit bids for their full eligible amount. What does a bidder lose
from withdrawing all his tranches in round 2? If nobody else bids either, the
bidder will be assigned tranches at the highest price in the auction. If someone
else bids, the bidder has not lost anything, as the bidder will have another
opportunity to bid. | see a very clear gaming opportunity here that takes bidders
away from bidding on the basis of the opportunity cost of their participation in the
auction. And | see at least the possibility of a disastrous outcome, where all
bidders — in trying to get information at the same time — all withdraw all their
tranches and stop the clock at a very high price. | am not saying this will happen,
but if each bidder sees there is little to no cost to such a strategy, there is always a
chance that all bidders would make the attempt in the same round, well before
market prices were reached. The same incentives are not present in the ComEd
proposed auction. If a bidder withdraws his tranches, he cannot come back in.
There is a high cost to withdrawing tranches because doing so is an irrevocable
decision. Bidders will not withdraw their tranches just to get information and risk
precipitating an unacceptable outcome.

Second, Dr. Laffer’s contention that bidders stay until the bitter end and
leave their tranches in until the lowest possible price that they are willing to offer

has been reached ignores the incentives that bidders face. Bidders will in fact pull
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out when they believe that the requirements for the ComEd load have been met.
Let’s suppose, just for the moment, that a bidder knew that he and possibly others
were still bidding, but that the supply bid was now below the ComEd
requirement. To make it more concrete, suppose that ComEd needed 100
tranches, and that two bidders were each bidding 45 tranches. The prices tick
down from $44/MWh to $43.50/MWh. Why would these bidders keep bidding? If
they stop bidding, they both win 45 tranches at $44/MWh. If they keep bidding,
all they are doing is making sure that they will get a lower price for some or all of
the tranches that they have already won. Of course, Dr. Laffer would counter that
in the pay-as-bid descending clock — and this is the whole point, he would say —
bidders do not know when supply falls below the requirements, so bidders would
keep bidding. I disagree. Bidders know that once supply falls below the
requirements, any further bidding just diminishes the price they will get for
tranches they have already won. Bidders will try to guess when supply has met
the requirements, and they will cease bidding at that point. Bidders will usually
guess wrong — sometimes they will stop bidding early, and sometimes they will
stop bidding late. But something they will not do, is keep bidding when they
believe that all they accomplish is reducing the price they get paid without
increasing their probability of winning tranches.

Third, Dr. Laffer’s pay-as-bid proposal does nothing to ensure that all the
products in the auction will be fully subscribed. In the ComEd proposed auction,
if a product has less interest at the beginning of the auction, its price will not tick

down, while the prices of the others products will. This will induce bidders to
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switch their tranches into the higher price product. For this balancing mechanism
to operate, bidders must be provided relative price information — that is, bidders
must be able to see that interest in a product, and they see this because a price
differential opens between a less popular product and another one. An important
part of how bidders in the ComEd auction can revise their bidding strategies is in
changing the mix of products that they are offering in response to the information
that they get through the auction. This balancing mechanism is completely absent
from the Laffer pay-as-bid proposal. Bidders do not have relative price
information and do not have any information concerning the relative interest in
one product versus another. Bidders cannot react to information they do not have.
Bidders will not revise their product offering as the auction progresses. This can
only be to the detriment of customers. It makes the possibility that a product will
not be sufficiently subscribed in the auction — for example, there could be fierce
competition for the CPP-A product while the number of tranches bid on the CPP-
B products could fall short of requirements. This would require ComEd to procure
the missing supply in the spot market, which would be expected to raise cost and
price volatility for customers.

In sum, it is my opinion that the benefits that Dr. Laffer puts forth for his
pay-as-bid format are illusory and stem from a lack of analysis of bidder response.
Bidders will not offer a lower price unless they believe it will win them more
tranches. Once bidders believe the requirements are just filled, they will stop

bidding. Bidders will use the “jump back in” feature to game the auction, with the
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possible result of a very early end to the auction as bidders costlessly try to get
information by withdrawing tranches and putting them back in.

What about Dr. Laffer’s contention that the uniform price auction offers
more opportunity for implicit collusion on a high price?

| have already said that such an outcome is more likely in a pay-as-bid format as
bidders lose nothing by completely withdrawing in a given round, providing lots
of opportunities to try and coordinate at a high price. In the uniform price auction
as proposed by ComEd, there are many protections against such strategies,
including Association and Confidential Information rules, the form of the
decrements, the type of excess supply information provided to bidders (not to
mention federal and other laws). Dr. Laffer has stated, loudly and often, that the
ComEd auction proposal is vulnerable to collusive outcomes. Dr. Laffer has not
once explained how such outcomes are possible under the proposed rules, let
alone provided an argument to show that such outcomes are likely.

At lines 105 to 123, in referring to an article that you quote, Dr. Laffer notes
that the author of that article, Professor Paul Klemperer, also wrote that the
electricity regulator in the UK believed the market had fallen prey to implicit
collusion. He mentions that a repeated auction market such as that for
electricity as particularly vulnerable to collusion “because of repeated
interaction among bidders”. Were you aware of the quotes he references and
do they apply to the Auction Process?

Yes, | was aware of these quotes. | do not believe that they are at all relevant as

the repeated interaction to which the alleged collusion is attributed does not apply
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to the Auction Proposal. At the time of the article, the UK market had almost ten
years of operations with 17,520 half hourly bidding and pricing intervals each
year. The nature of the Auction Process, in which an auction is held once a year,
is radically different. Further, I am not aware that the regulator’s belief of
collusion was ever substantiated. | believe that Dr. Hogan presents testimony
explaining that the claims that Dr. Laffer makes concerning the UK electricity
market are not accurate.

Do you think that Dr. Laffer’s contention that the modification he proposes
to the ComEd auction is not a radical change?

If Dr. Laffer believes that, his understanding of the ComEd auction rules is quite
poor. In addition to the significant differences that Dr. Laffer lays out in his
testimony, namely rules for assigning tranches at the end of the auction, the
information that is provided to all bidders concerning the market supply at
different prices, and the price decrements (BOMA Exhibit 3.0, page 4, lines 80-
91), | believe that there are a host of concepts that would require modification or
elimination. There would include: 1) volume reduction methodology; 2) switching
and switching priorities; 3) reports provided to privately to each bidder about his
bid; 4) ability to provide exit prices; 5) denied switches; 6) retained exits; 7)
eligibility and rules relating the tranches bid to the bidder’s eligibility.

Does Dr. Laffer’s example clarify any of the changes that would have to be
made to these concepts?

No. Dr. Laffer’s example provides only aggregate bids, and not bidder-by-bidder

data that would be needed to understand how his auction rules truly work. | have
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examined his example in some detail. The only way that I can find for the
aggregate bids he provides to be consistent with the tranche allocation that he
provides is for each bidder to bid on each product only once. This is illustrated in
ComEd Exhibit 19.5 as method 1. The bidders are not bidding on tranches, and
pulling them out as they “reach their cost”; instead, bidders are coming in
randomly in a round to bid on a product only to withdraw all those tranches in the
following round. If instead we were to assume that each bidder bids tranches at
the beginning of the auction and gradually reduces its supply as the prices tick
down, then taking the aggregate bids provided by Dr. Laffer as given, | find that
the allocation of winning tranches would be quite different from the one he
provides. This is illustrated in ComEd Exhibit 19.5 as method 2. Either the
bidders underlying his example are not behaving in the way he describes they
would, or his example is mistaken.

What do you conclude?

| conclude that Dr. Laffer’s proposal is ill-conceived, inconsistent, and in my
opinion will not result in benefits for customers.

Either Dr. Laffer’s proposal is as stated in his direct testimony, and is
equivalent to a sealed bid auction. | have explained in my direct testimony the
many advantages of providing information to bidders through an open auction,
and the many protections against collusion and anti-competitive behavior that are
part and parcel with the ComEd proposed Auction Process.

Or Dr. Laffer’s proposal is as stated in his rebuttal testimony, where he

tries to maintain some of the aspects of the open auction by giving bidders a way
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to get information. Unfortunately, the proposal raises more difficulties than it
solves. The rebuttal proposal provides gaming opportunities that could result in a
disastrous outcome. Furthermore, the proposal offers no protection against the
need to procure in the spot market as the proposal includes no credible assurance

that all products in the auction will be fully subscribed.
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Assessment of Salant Recommendations

Please describe the purpose of this section of your rebuttal testimony.

In this section, | review the rebuttal testimony of Dr. Salant. | review the
numerous features of the proposed Auction Process to which Dr. Salant now
agrees. I note a few misunderstandings that Dr. Salant holds regarding the purpose
of the auction volume adjustment guidelines and | review his recommendations in
this regard. | assess his renewed arguments in favor of additional disclosures of
contractual arrangements underlying the bidders’ supply at the auction and in
favor of the price-taker option. | conclude that his additional arguments are not
persuasive and that | continue to believe that these modifications would be
harmful to the auction process. | also review some of Dr. Salant’s
recommendations concerning auction management details even though some of
these recommendations are premature.

Dr. Salant’s General Assessment of the Proposed Auction Process.

Dr. Salant’s direct testimony indicated that he did not believe that the
Auction Proposal had been sufficiently specified in order to be accepted by
the Commission. Has his view changed as a result of ComEd’s revised
proposal as presented in ComEd’s rebuttal filing?

Yes. On lines 44 to 45 of his rebuttal testimony, he states “ComEd has
adequately addressed most of the concerns raised in my direct testimony.” (ICC
Staff Exhibit 11.0, page 2, lines 44-45) On lines 70 to 75, he identifies only three
features that in his opinion require significant modification. These are limited to

(1) auction volume guidelines, (2) contract disclosure requirements and (3)
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ComEd’s proposed task plan. | will address each of these issues in detail and |
find that in fact significant modifications are not needed, either because Dr. Salant
has misunderstood the proposal or because the modifications that Dr. Salant
proposes would be detrimental to the process.

What are the numerous elements of the proposed Auction Process that Dr.
Salant now believes require little or no modification?

There is a broad agreement on most features of the proposed Auction Process and
this is evident in the eleven (11) features that Dr. Salant lists as requiring little or
no modification, including the basic auction design, load caps, post-auction
review criteria and the Auction Manager’s role and coordination between the
Auction Manager and ICC staff.

Does Dr. Salant make suggestions with respect to these features even though
he believes that they have been adequately specified?

Yes. Dr. Salant, while in agreement on most features and while suggesting no
further modification on many of those, does still make some suggestions on some
of the remaining features.

Do you believe that the “relatively minor modifications” that he offers in
Section 3 of his testimony are appropriate modifications to make to the
Auction Process at this time?

No, and I am not entirely certain that he is suggesting that they are either. Many
of the issues he raises under these relatively minor modifications appear to be his
thoughts and reflections; most of these are items are in my view best resolved

later, as implementation issues once more information is available, to be
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appropriately designed and resolved by the Auction Manager and the Staff. Other

ideas are refinements that are best examined in the post-auction review process

and perhaps adopted in future auctions. My concern is that his testimony can be

read to imply that there are still unresolved issues, when in actuality that is not the

case.

Can you go through Section 3 of his testimony feature by feature to illustrate

these points?

Certainly. I will go through these features one by one.

On lines 112 to 114, he unequivocally agrees with the use of the clock

auction as designed.

On lines 139 to 143, he recognizes the 35% load cap as reasonable and
clearly recommends that it be approved.

On lines 173 to 174, he recommends approval of ComEd’s decrement
formula. However, this is somewhat confused by lines 167 to 171 where he
states that further refinements are desirable and that the Auction Manager and
Staff should work together. For the sake of completeness, | note that this is
an implementation issue: it is expected that decrement formulas would be
finalized closer to the auction, based on final information concerning the
number of tranches, bidders in the auction, etc.

On line 207 to 208 he recommends approval of ComEd’s revised proposal
with respect to information disclosures to the public. However, this is
somewhat qualified by a complex and contradictory discussion set forth on

lines 176 to 207 and again on lines 1031-1074. 1 do not see how Dr. Salant
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discussion contradicts ComEd’s revised proposal and | therefore take his

recommendation for approving the revised proposal at face value.

On lines 240 to 242, he recommends approval of ComEd’s proposal to
combine auctions with Ameren, even though the fixed and hourly products
are to be auctioned separately, doing so on practical grounds rather than on a
theoretical basis. However, he recommends that for future auctions ComEd
explore ways of separating capacity and ancillary services from energy. |

believe such a recommendation is best left to the post auction review process.

On lines 272 to 273 he concurs with ComEd’s auction date. He goes on in
the next few pages to raise numerous issues with respect to whether the fixed
and hourly auctions should be sequential or simultaneous. These issues are
strawmen and | assure the Commission that they can be easily worked out
between the Auction Manager and Staff without the complexity that he
suggests.

On lines 327 to 335, he recommends approval of the 50 MW tranche size,
although he makes clear that he personally favors smaller tranches. | have no
problem with his suggestion that the post-auction review encompass tranche
size.

On lines 360 to 361, he recommends that ComEd’s revised proposal with
respect to auction duration be approved. However, in a prelude to this
recommendation he repeats his June testimony that implies that bidding
procedures should be identified now, that there should be no need to check

results during rounds, and that bidders should not require a lot of time
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between rounds. | have replied to all these points in my rebuttal testimony
and do not see a need to repeat the responses here. While | take at face value
his recommendation that ComEd’s revised proposal for auction duration be
approved, | note that it obscures the record for him to repeat all the arguments
he made earlier in objection to the auction duration on the one hand, while

approving the revised proposal for auction duration on the other.

Dr. Salant provides a very specific process for finalizing SFCs. | do agree
with Dr. Salant’s testimony on lines 385 to 386 that “What is essential from
an auction timing perspective is that the SFCs be finalized before they are
distributed as part of the final bidder application package.” That essential
element and a process for feedback from potential bidders are incorporated in

to a modified proposal that | present later in the testimony.

While generally agreeing with ComEd’s post-auction review process in
Section 3, Dr. Salant provides some specific recommendations in Section 4. |
do not agree with all of those recommendations and will address these below.
On lines 437 and 438, Dr. Salant recommends that ComEd’s auction calendar
be approved subject to certain minor recommendations on reporting dates. |

will respond to the changes he makes to the proposed calendar below.

On lines 457 to 460, Dr. Salant recommends approval of ComEd’s revised
proposal with respect to the Auction Manager’s role and requirement to
coordinate with 1ICC Staff and the Auction Advisor. He does so “subject to
my recommendations in Section IV. Below.” However, | find no relevant

recommendations on this topic in Section IV below except observations on
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the task plan that material be provided to the Staff with certain lead times. |
will address those later, but | fail to see how the qualification to his
recommendation on the Auction Manager role is relevant. Further, | note that
while approving the proposed Auction Manager he renews the objection
made in his direct by noting that he “continues to favor a truly independent
auction manager”. (ICC Staff Exhibit 11.0, pages 20-21, lines 453-454) |
testified in my rebuttal that | believe a utility-appointed Auction Manager can
be truly independent. Given that the comment is uncontrovertibly directed at
me, | repeat that | am and will be a truly independent Auction Manager.

Volume Adjustment Issues

Have you reviewed Dr. Salant’s rebuttal testimony regarding volume
adjustments?
Yes, | have.
You testified in rebuttal that Dr. Salant and you disagreed on the purpose of
the volume adjustment guidelines. Having reviewed Dr. Salant’s rebuttal, do
you still believe that this is the case?
Yes. As | testified in rebuttal (ComEd Exhibit 11.0, pages 39-41, lines 926-988),
and | will not repeat the arguments and explanations here, Dr. Salant and |
conceive of the auction volume guidelines very differently. This fundamental
different in perspectives is again apparent in Dr. Salant’s rebuttal.

Dr. Salant conceives of the auction volume guidelines as a weapon that
should be used liberally in a battle of wits between ComEd (with supposedly

market power on the buying side of the market) and the bidders (presumed to
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have market power on the selling side). Dr. Salant advocates reducing the volume
at auction as punishment for bidders attempting to withdraw tranches at prices
greater than their cost, apparently even if there is ample supply to cover the
volume at the auction. I do not see where his analysis considers the fact that any
volume reduction subjects customers to additional price volatility since any
volume not procured at auction is purchased in the spot market. | do not see where
Dr. Salant considers the other competitive safeguards that are proposed in the
Auction Process as measures that can promote competitive bidding. | believe that
the auction and all its competitive safeguards are designed to provide reliable
supply at competitive market prices. The auction volume guidelines serve the
important role of ensuring a competitive bidding environment when interest in the
auction is insufficient.

Is Dr. Salant asking for significant modifications to the auction volume
adjustment guidelines as incorporated in the proposed Auction Process?

Dr. Salant has included his comments and recommendations regarding the
auction volume adjustment guidelines in the section of his testimony where he
deals with features of the Auction Proposal that he believes require “significant
modification”. That being said, | believe that the gap in Dr. Salant and my
perspectives on the auction volume guidelines is much wider than the gap in our
actual recommendations. Dr. Salant at times appears to oversimplify the auction
volume guidelines in the proposed Auction Process and | believe that, in fact,
some of his recommendations are already part of the proposed Auction Process.

At other times, Dr. Salant appears to want to debate parameter settings and
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methodologies that both he and I agree should be kept confidential from bidders.
In those cases, to preserve the integrity of the Auction Process, | cannot and will
not have much to say in response. Finally, there are a few instances of genuine
disagreement between Dr. Salant and me, where Dr. Salant is requesting
modifications that are not, in my opinion, to the benefit of the Auction Process
and customers.
Please explain the recommendations that Dr. Salant puts forward and that
you believe are already incorporated in the auction volume guidelines that
are part of the proposed Auction Process.
| explained in detail in my rebuttal testimony (ComEd Exhibit 11.0, pages 79-82,
lines 1857-1924) the mechanics and elements of the auction volume guidelines
incorporated into the Auction Process; | will not repeat this testimony here. |
would like to clarify three points that Dr. Salant may have missed and that |
believe reduce the gap between Dr. Salant’s and my position on a practical level.
First, Dr. Salant states that “My concern with volume adjustments has
been to address concentration among the auction participants” (ICC Staff Exhibit
11.0, page 25, lines 555-556) and he provides as an example of a situation where
he would have a concern: “if there are five bidders each seeking 35% of the
load...” (ICC Staff Exhibit 11.0, page 27, lines 595-596). Dr. Salant believes that
the current proposal does not include a consideration of the concentration among
auction participants, the number of bidders, or any characteristics that would

typically be called “structural” characteristics of the pool of bidders. He believes
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that the only thing that is considered is the overall level of interest compared to
the volume at auction.

In making this assessment, Dr. Salant has overlooked some of the details
of the auction volume guidelines as presented in my rebuttal testimony. To decide
whether the bidding environment is competitive or whether a volume cutback is
needed, the Auction Manager looks at the supply bid relative to the volume
sought. This measure of the competitiveness in the auction is the target eligibility
ratio. | point out in my rebuttal testimony that one outstanding task is to formulate
a methodology to set the target eligibility ratio, i.e., to set the competitiveness
standard for the auction. | also point out that “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” (ComEd Exhibit 11.0, page 79, lines 1871-
1872, emphasis added). That is, the competitiveness standard may depend on
various factors, the most obvious of which would be certain structural variable
concerning the pool of bidders, that would in part measure the concentration of
supply.

Second, Dr. Salant recommends “some reduction in volume whenever
there is precipitous, and what appears premature, withdrawal of tranches, even if
this occurs after the first few rounds of the auction” (ICC Staff Exhibit 11.0, page
31, lines 684-686). This recommendation touches on what | believe to be the most
sensitive area of the auction volume adjustment guidelines, namely the
methodology for a further adjustment in volume. As | have explained in my

rebuttal testimony (ComEd Exhibit 11.0, page 80, lines 890-897), there are
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excellent reasons to keep such methodology confidential from potential suppliers,
and therefore | believe it is unwise to pursue the point here. However, | do note
that, to the extent that such “precipitous” reduction in volume would reveal a lack
of interest in the auction and would mean a bidding environment that is less than
competitive, then the principles for the auction volume guidelines already
incorporated in the proposed Auction Process are consistent with Dr. Salant’s
recommendation. Similarly, as | have already testified, the auction volume
adjustment guidelines incorporate the possibility for a further adjustment, and this
is also consistent with Dr. Salant’s recommendation.

Third, Dr. Salant states that that the auction volume adjustment guidelines
should “mitigate the exercise of market power during the auction” (ICC Staff
Exhibit 11.0, pages 21-22, lines 476-477), which he explains as a situation where
“a bidder believes that it can stop the auction at a particularly high price by
pulling the excess supply” (ICC Staff Exhibit 11.0, page 24, lines 529-530). |
agree that the behavior that Dr. Salant describes is an issue and that the Auction
Process must have a way to safeguard the competitiveness of the auction from it.
However, we disagree on what the appropriate safeguard is. Dr. Salant believes
that the auction volume adjustment guidelines will be effective in this regard: if
the auction volume can be reduced in response to the pulling of excess supply,
this will serve as a deterrent to the bidder. The bidder will know that any
reduction in its bid is met by a reduction in auction volume. As | explain below, |
do not agree with the perspective behind this recommendation, which is to use the

auction volume adjustment guidelines as a punishment against particular
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individual bidders, and | do not agree that putting the auction volume guidelines
to this use can be beneficial to the Auction Process. The Auction Process has
multiple competitive safeguards and the auction volume adjustment guidelines do
not have to do all of the work. In particular, As | have testified in rebuttal (ComEd
Exhibit 11.0, pages 26-27, lines 621-650) and as | have testified elsewhere in this
testimony, the appropriate safeguard to perform this particular function of limiting
attempts by bidders to influence the auction price is a combination of the load cap
and the information that is provided regarding excess supply at the auction. It is
my opinion that the load cap of 35% and limits on the excess supply information
as have been proposed are sufficient to limit the ability of bidders to influence the
auction price through strategic withdrawals. | believe that these competitive
safeguards will be effective.

Please point to the recommendations of Dr. Salant for which you will not
elaborate because you believe you could imperil the integrity of the auction
process.

As | have testified above, Dr. Salant demands details on the methodology to effect
a further volume adjustment — at the same time, and somewhat contradictorily,
Dr. Salant refuses to debate particular formulas and methodologies on the grounds
that bidder should not be able to know these. | agree with his latter opinion and |
will not further discuss either the further volume adjustment or the setting of the
target eligibility ratio.

Are there recommendations and requests for modifications that you feel

would not beneficial and on which to which you cannot agree?
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Yes. In general, | believe that the load cap and the reporting of excess supply
sufficiently guard the auction from any one bidder influencing the auction price,
and I do not see the value in deploying the auction volume adjustment guidelines
for precisely that same purpose.

In particular, 1 believe that one of Dr. Salant’s core principles in
articulating the auction volume adjustment guidelines is quite simply nonsense.
This principle is that “any tranche withdrawal that is not for the reason that price
has fallen below costs (or opportunity costs of the resources elsewhere), should be
countered by a proportional auction volume reduction whenever the excess
demand [sic] for the product is low.” (I assume Dr. Salant means excess supply;
ICC Staff Exhibit 11.0, page 30, lines 671-674)

I believe that this principle is deeply misguided and harmful to the auction
process. Reading this literally, the auction could be competitive with plenty of
excess supply in the auction as a whole, but if the Auction Manager sees a bid
reduction in a product at a price that might be above cost, then the Auction
Manager should immediately reduce the volume. | have one question: why? With
healthy competition left in the auction, there is no reason to believe that a
withdrawal from a particular product in a particular round will negatively impact
the ultimate auction price for that product or for any other product in the auction.
With healthy competition in the auction, there is every reason to believe that
filling the volume will mean competitive market prices, and this should be
preferred to cutting the volume and serving the load in PJM-administered

markets, exposing customers to the volatility of spot market purchases. The
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auction volume reduction will not penalize that particular bidder, but it may well
penalize customers.

The most generous reading of this principle that |1 can conjecture is to
imagine that what Dr. Salant is really saying is that, at the end of the auction, if
one or a few bidders withdraw tranches, then the bidders must be together trying
to manipulate the price, and the Auction Manager should strategically counter this
move, and punish the bidders by withdrawing tranches from the auction. I will not
belabor the point that the customers are the ones being punished here. I will say
that at the end of the auction, if bidders are estimating a common value
opportunity, if bidders have obtained information throughout the auction
regarding the excess supply at various price points, if bidders are being squeezed
by the auction prices slowly down to their cost, if the bidding is competitive, it
should not be a shock to see several bidders starting to withdraw tranches at
similar price points. There is nothing sinister about this. One must remember that
the bidders are the experts at assessing the risks of the market and evaluating the
opportunity of providing full-requirements service. Seeing several withdrawals as
excess supply falls, my first hypothesis would not be strategic price manipulation.

Dr. Salant acknowledges that under his proposal, there is a risk of
reducing the volume when bids are being withdrawn because “auction prices have
fallen below costs.” (ICC Staff Exhibit 11.0, page 29, lines 654-655) He proposes
that the Auction Manager respond to withdrawals with a volume cut back if these
withdrawals are made before “price has fallen below costs” (ICC Staff Exhibit

11.0, page 30, line 672). | personally hope that the bidders do not wait to exit the
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auction for the price to have actually fallen below costs, otherwise they may not
be in this business for very long. All levity aside, It is my opinion that believing
that the knowledge of one expert, be it the Auction Manager or another party, can
best the market knowledge of a group of sophisticated bidders who will have
learned from the information provided through the auction process, is froth with
peril. It is also my opinion that should the knowledge of this one expert be used to
determine “costs” and should these *“costs” be used to punish bidders who
withdraw before those “costs” are reached, then the bidders will ask to understand
the methodology that is behind the calculation of these costs, and | believe they
will be justified in doing so. The actions of the Auction Manager would no longer
be simply directed at maintaining a competitive bidding environment in the
auction as a whole and for the clear benefit of customers, the actions of the
Auction Manager would be responding to the actions of specific bidders who
would reasonably expect to understand what they were and were not allowed to
do. It is worth pointing out that this situation is inherently different from other
types of mitigation measures aimed at specific market participants. Mitigation
measures typically aim to limit the price obtained by certain market participants to
the clear benefit of customers; here, even if the auction prices are somewhat lower
because of the volume reduction, the fact that they will be supplemented by spot
purchases means that the benefit to customers is less than clear. Finally, enacting
this type of principle is putting the auction results at serious risk of challenge from

bidders and customers alike — bidders who will want to understand why their
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actions precipitated the reduction in volume and the customers who will want to
understand how such an action would benefit them.
Is there another of Dr. Salant’s recommendation related to the volume of the
auction of Dr. Salant with which you disagree and that you believe may be
harmful to the Auction Process?
Yes. | continue to believe my concerns associated with “rebalancing of the
portfolio” as the auction proceeds continue to outweigh any potential benefits. My
concerns, explained in rebuttal, are largely misquoted by Dr. Salant or are not
being addressed. (ComEd Exhibit 11.0, pages 53-54, lines 1257-1277)

| appreciate that although Dr. Salant reiterates most of his arguments from
his direct testimony, he does admit that there are both advantages and
disadvantages to establishing a procedure to rebalance the portfolio. He moves
away from a formulaic approach to rebalancing the portfolio and now believes
that an action should only be taken when there is a consensus between the
Auction Manager and Staff that such an action is appropriate. Rebalancing would
be used “as a last resort, if and when, it is obvious ... that a product is going to be
significantly undersubscribed or only acquired at unreasonable premiums.” (ICC
Staff Exhibit 11.0, page 52, lines 1182-1185). As I discuss below, using the
measure as a last resort is not practical as there may not be sufficient excess
supply on other products to make rebalancing possible.

I still believe that this approach is not advisable, for several reasons. First
and foremost, the rebuttal testimony of Staff witness Zuraski leads me to believe

that the concern, which is expressed generically about the under-subscription for
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some products, in fact centers on ComEd’s 5-year CPP-B product (ICC Staff
Exhibit 12.0, pages 8-20, lines 176-425). | would like to strongly reiterate my
direct testimony on this matter (ComEd Exhibit 4.0, page 57, lines 1356-1363).
From my experience as New Jersey Auction Manager, | see no reason to doubt
that there will be interest in the 5-year product and that this interest will outpace
the requirements for that product in the first auction. Furthermore, | have every
reason to believe in the rationality of the market participants’ bidding: if no
interest is initially shown on the five-year product, and if the prices of all other
products are ticking down, bidders will reconsider their bids and switch into the
five-year product. Bidders typically do not dismiss products out of hand or
believe there is no way that they will bid on them. If my assessment turns out to
be unrealistic, and no rebalancing takes place, and, if absolutely no bids
whatsoever are received on the 5-year products at any time during the auction
regardless of the price differentials that open up in favor of the five-year CPP-B
tranche — then 700 MW (out of over 26,000MW in the Fixed Price Section) will
be purchased through the contingency plan for a period of exactly one year. The
workshop process for the second auction can then address anew the composition
of ComEd’s portfolio, and the thoughtful input of all parties can be solicited.
Using the contingency plan is always a cost to customers, at least in terms
of the price volatility it implies. However, re-balancing the portfolio also has a
cost, namely that the prices of the other products (the products for which the
number of tranches is increased) will be higher than they otherwise would have

been. Furthermore, | do not believe that there would a “good time” in the auction
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to attempt a re-balancing. As Dr. Salant himself admits, at the start of the auction,
or even in the middle, the bids may not be all that indicative of final interest. At
the end of the auction, re-balancing presents two difficulties. First, the other
products may not have sufficient excess supply left to absorb the extra tranches of
demand — there is a risk of waiting too long. Second, knowing that the rebalancing
cannot occur too late, but knowing that it should occur late enough to be based on
true and well considered proofs of interest or lack thereof, rebalancing may well
serve as an unfortunate signal to bidders that the auction is ready to close, and
may well precipitate a premature end to the bidding by providing bidders with a
coordinating device.

In sum, | believe that a rebalancing policy offers new gaming
opportunities for bidders. Especially given the limited scope of the concern
leading to this recommendation, it is my opinion that the benefits of not

rebalancing are higher than the benefits from balancing the portfolio.

Have you reviewed Dr. Salant’s rebuttal testimony, in particular his
recommendation that bidders be required to disclose to the Auction

Manager, the ICC Staff and the Auction Advisor certain contractual

Do you agree with his recommendation?

C. Information Disclosures.
Q.
relationships?
A Yes.
Q.
A. No.
Q. Please explain why you do not agree.
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| have explained in detail in my rebuttal testimony (ComEd Exhibit 11.0, pages
51-52, lines 1224-38) that requiring contract disclosures is inadvisable and | will
not reiterate all these reasons here.

Generally speaking, the reasons fall in two categories. First, it is my
opinion that required supply contract disclosures will deter auction participation
or raise the cost of participation in the auction for suppliers, which would have the
effect of raising auction prices to the detriment of customers. Second, the
proposed Association and Confidential Information rules have been carefully
crafted to foster competition in the auction and to ensure the fair and equal
treatment of all bidders; additional contract disclosures are not needed, are not
likely to be effective, and are likely to be harmful to the Auction Process.

Dr. Salant has changed and clarified his recommendation since his direct
testimony. Specifically, he is now recommending requiring disclosure only of
contracts that are a full-requirements product and contingent on the auction
outcome. The process he is recommending is a staged disclosure. In Stage 1, if a
bidder has a full-requirements contract, the bidder would disclose this fact. If
there are any such contracts, then in Stage 2, the bidders would be asked to
identify the counter-party. If in aggregate the full-requirements contracts with a
given counter-party exceeded the load cap, the affected bidders would be asked to
reduce their eligibility or to take some other action (including presumably
withdraw from the auction) to stay under the load cap. Dr. Salant makes this

revision after noting that he “recognize(s) that the need for stronger affiliation
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disclosure requirements must be handled carefully so as to not discourage bidder
participation”. (ICC Staff Exhibit 11.0, page 35-36, lines 797-799)

We both agree that forced contract disclosures will negatively affect
participation. Dr. Salant in rebuttal narrows his focus to full-requirements
contracts contingent on the auction outcome, reducing the amount of forced
disclosure from his position in the direct testimony (ICC Staff Exhibit 11.0, page
36-37, lines 820-823). He clarifies the procedure for these disclosures, which
include penalizing bidders who have collectively contracted with the same
upstream supplier for more than the load cap.

The clarification of Dr. Salant’s position only makes me believe more
strongly that his recommendations on contract disclosures are not well founded,
have no benefits, and certainly can be harmful to the auction.

Why are Dr. Salant’s recommendations not well founded?

Dr. Salant’s recommendations are based on two premises. First, he assumes that
without these disclosure requirements “a large supplier could circumvent the load
cap, and hence exercise market power in the auction, even while not participating
in the auction” (ICC Staff Exhibit 11.0, page 32, lines 713-716). Second, he
believes that an upstream supplier offering contracts to multiple bidders is
collusion — specifically, he states that: “collusive agreements of the type I
described above could undermine the integrity of ComEd’s CPP.” (ICC Staff
Exhibit 11.0, page 36, lines 816-817). The collusive agreement he is referring to

consists of multiple bidders contracting — unbeknownst to each other — with a
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single common supplier. It is my opinion that both of these premises are
incorrect.

I will discuss the load cap issue first. | have discussed extensively the
functions of the load cap (ComEd Exhibit 11.0, pages 21-34). | believe that the
ability of the load cap to perform these functions would not be impaired if some
bidders had an upstream supplier in common. | will briefly review these functions
here.

One function of the load cap is to achieve a degree of diversity in the
supplier pool so as to protect customers from the price variability that could result
from supplier default. It is the credit of the winning bidder who signs the Supplier
Forward Contract and provides financial security that supports performance of the
Supplier Forward Contract — not the credit of its upstream supplier. Even if
multiple winning bidders with a common upstream supplier serve tranches in
excess of the load cap, the credit diversity protection of the load cap would still be
achieved.

The load cap, together with the amount of excess supply information that
is provided to bidders, aim to defeat any attempts to influence the auction price by
a strategic and profitable withdrawal of tranches as the auction is coming to a
close. As explained at pages (26-28 and 29) of my rebuttal testimony, the
information provided to bidders regarding excess supply is coordinated with the
load cap, as these two instruments work together toward this common goal. A
bidder, if it had precise enough information concerning excess supply at the end

of the auction, could attempt to withdraw tranches to accelerate closing and to
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obtain a higher price. This strategy could be profitable if the sacrifice that the
bidder in terms of volume was limited. As the excess supply information becomes
less precise, the risk to the supplier that the withdrawal will reduce the amount
won without affecting the price increases, and the benefit from using such a
strategy is correspondingly reduced. As the load cap is reduced, the sacrifice that
the bidder must make in terms of volume is a higher proportion of the bid, and the
benefit from using such a strategy is reduced. Even if some bidders were supplied
through a common upstream supplier, even if such supply is collectively in excess
of the load cap, the competitive safeguard would still be effective. Each bidder is
subject to the load cap; in the auction, the load cap is designed so that a bidder
would not find it profitable to withdraw tranches for the purposes of influencing
auction price, and it is irrelevant whether or not the bidder is one of several being
supplied by a common upstream supplier. The upstream supplier does not
similarly attempt to influence the price (“exercise market power”) in the auction.
The upstream supplier certainly cannot itself withdraw tranches as the excess
supply decreases since the upstream supplier is not actually bidding in the
auction. The upstream supplier cannot withdraw tranches as the excess supply
decreases by giving directives to coordinate the bidders it is supplying: the
Association and Confidential Information Rules expressly preclude an upstream
supplier providing instructions to bidders on how to bid, preclude a bidder from
having a supply contract that would provide such instructions, and preclude a
bidder from providing to the upstream supplier the excess supply information that

it would need to coordinate the withdrawal of tranches and influence the price. It
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is far-fetched at best to imagine that an upstream supplier could engineer the same
results from outside the auction even through careful planning. The upstream
supplier would somehow need to be able to predict perfectly the excess supply
that will prevail at various price points, to decide at what price tranches should be
withdrawn to influence the ultimate auction price given its perfect predictions of
excess supply, to succeed in negotiating with bidders exactly the contracts that the
upstream supplier imagines will perfectly produce this pattern of withdrawals at
various price points (or would the supplier want all bidders to be at the same price
point?), and finally the upstream supplier would somehow need to prevent bidders
from considering or using any other source of supply for the auction so that the
bidders’ behavior is completely and only determined by the contract terms. | do
not deny that the upstream supplier will have information concerning the bidding
strategy of the bidders it supplies by virtue of having contracted with them. I do
not deny that the auction price emerges as bidders bid on the basis of their supply
arrangements coming into the auction (should they have any) and this is true in
particular if a bidder holds a full-requirements contract. But that is a long way
from an upstream supplier determining or exerting direct influence over the
auction price. The upstream supplier may be supplying some of the bidders at the
auction, but it will not know who the other bidders are, let alone know how they
will be bidding their supply. Without that information, predictions of excess
supply at the auction are precarious at best. Without such predictions, calculating
withdrawals needed to obtain a given price would be unlikely if not impossible.

Even if such predictions were possible, negotiating with a bidder to ensure that
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price is not only under the control of the upstream supplier. A bidder will choose
the offer of an upstream supplier offering full-requirements if it is the lowest cost
option among all the ways in which the bidder could put together its supply
portfolio for the auction. Bidders are not required to contract with any supplier. A
bidder, especially an experienced bidder, will have other options in assembling
products from the wholesale market and will by that very fact have a solid
bargaining position with any upstream supplier — it is illogical to believe that the
upstream supplier will be able simply to dictate the price. Even bidders who may
be newer and who would find the possibility of a full-requirements deal attractive
would not sign this deal unless it believed the supply arrangements would make it
competitive at the auction: these bidders would not be willing to incur
participation cost to bid at prices that they suspect would not win. Furthermore,
even if the upstream supplier were able to obtain exactly the price it wanted for its
full-requirements contract, the bidder hardly becomes an auction automaton that
bids precisely down to the contract price. No bidder is precluded from contracting
with multiple suppliers and to be able to use multiple sources of supply to bid in
the auction. A bidder may well have alternate supply arrangements or
supplemental supply arrangements that the upstream supplier does not know
about and that the bidder could well use in addition or instead of the full-
requirements deal, depending on the precise terms of the agreement. The open
auction format allows the possibility that the bidder will reconsider its assessment
of the market, revise its bidding strategy, and re-think its supply arrangements on

the basis of the round results as the auction unfolds. No bidder is precluded from
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re-assessing its supply arrangements and even waiting until after the auction to
completely line up its supply. There is a wide, and in my view un-bridgeable gap,
between multiple bidders with a common upstream supplier on the one hand, and
an upstream supplier actually exerting market power on the auction price on the
other.

The load cap remains effective in its other functions, whether or not it is
the case that some bidders are supplied by a common upstream supplier. The load
cap remains effective to limit the ability of a bidder to over-state their initial
interest in the auction; whether or not several bidders have a common source of
supply is irrelevant to their providing a realistic picture of their initial interest in
the auction, and to their being constrained by the load cap. Similarly, the
effectiveness of the load cap in attracting smaller or newer suppliers is not
compromised. Smaller or newer suppliers will view positively a load cap that
allows them a chance to compete. To the extent that such a load cap constrains an
upstream supplier who then makes available wholesale products such as full-
requirements supply to auction participants instead of participating directly, the
load cap may further favor the participation of smaller suppliers rather than
deterring it.

Dr. Salant is wrong that an upstream supplier selling full requirements
products to multiple bidders would circumvent the effectiveness of the load cap
and he is wrong that the upstream supplier would either want or be able to
exercise market power in the auction. This error stems from the fundamental

misunderstanding he still has — despite his claims to the contrary — concerning
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competition in the auction and competition in the wholesale market. | discuss this
misunderstanding in my rebuttal testimony (ComEd Exhibit 11.0, pages 88-80,
lines 2068-2084) and will not repeat that testimony here. The load cap is
designed to ensure competition in the auction and is a limit on the amount that
any one party will bid and win in the auction. The load cap is not designed to
operate at the wholesale level. The load cap is not designed to limit the wholesale
products that a wholesale supplier can offer to bidders. The load cap is designed
to be an effective competitive safeguard in the auction itself; it is designed to be
effective whether or not some bidders have a common source of supply.

The second premise of Dr. Salant’s argument is that when an upstream
supplier provides a full requirements product to multiple bidders, this is collusion.
I simply cannot understand this. | understand how a collusive result could obtain
if bidders conspired to behave in concert in the auction and keep prices high. |
understand how a collusive result could obtain if bidders with a common source
of supply knew that each had the same source of supply, knew the price structure
of the contracts, and used this information to implicitly coordinate. But neither of
these situations will obtain because both of these situations are prohibited under
the Association and Confidential Information Rules. The plain and ordinary
meaning of collusion is a “secret agreement between two or more persons for a
deceitful or fraudulent purpose” (American Heritage dictionary). The synonym is
“conspiracy”. The upstream supplier is not colluding using the bidders as a
conduit — who is it colluding and conspiring with, itself? The bidders who buy

full-requirements from the same upstream supplier are not colluding either,
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whether in the ordinary sense of the word, or in any antitrust sense; these bidders
are not conspiring, they do not have an agreement, they do not even know that
they share a common source of supply! Branding bidders that happen to have the
same upstream supplier as participating in a collusive agreement is simply wrong.
It is wrong and it is needlessly inflammatory. Dr. Salant states that if his
recommendation is not adopted “collusive arrangements of the type | described
above could undermine the integrity of ComEd’s CPP.” (ICC Staff Exhibit 11.0,
page 36, lines 816-817) It is certainly true that collusive arrangements can
undermine the integrity of the auction. But multiple bidders in the auction with a
common upstream supplier just is not a collusive arrangement. Dr. Salant defining
this situation to be a collusive agreement (ICC Staff Exhibit 11.0, page 34, lines
765-769) does not make it so.

You testified that Dr. Salant’s recommendation could in fact be harmful.
Other than having the effect of discouraging participation, as Dr. Salant
himself acknowledges, how are his recommendations harmful?

| believe Dr. Salant’s recommended disclosure rules are harmful for two reasons.
First, it is my opinion that these rules are neither transparent nor fair to bidders,
and could perversely lead to a facilitation of (true rather than imagined) collusion.
Second, | believe that these rules put unnecessary hurdles in the path of bidders
trying to make the least cost supply arrangements in preparation for the auction,
and in so doing are likely to raise the auction price.

Can you please elaborate on the first point, the fact that the recommended

rules lack transparency and are unfair to bidders?
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Dr. Salant is proposing that, once contract disclosures have been made, if the
Auction Manager finds that in aggregate the full-requirements contracts of bidders
with a given counter-party exceed the load cap, the Auction Manager would ask
the affected bidders to reduce their eligibility or to take some other action
(including presumably for some of these bidders to withdraw from the auction) to
stay under the load cap. | would ask you to put yourself in the position of such a
bidder. The bidder has read carefully the auction rules and the supplier forward
contract. The bidder has analyzed the auction opportunity. The bidder has lined up
the least costly supply it could find for purposes of bidding in the auction; part or
all of that supply is a full-requirements contract with an upstream supplier. In all
aspects of his preparation for the auction, and in particular in lining up supply for
the auction, the bidder has taken all due precautions not to contravene the
Association and Confidential Association rules. The bidder has made sure that it
did not reveal confidential information regarding its bidding strategy and has
made sure that it did not learn any information regarding the bidding strategy of
another bidder — for example, it has not asked the upstream supplier whether it
was providing supply to other bidders in the auction. Through this careful
preparation, the bidder was able to make certifications that were required in the
Part 2 Application. The bidder has carefully determined its indicative offer and
obtained a letter of credit for the requisite amount. After submitting the Part 2
Application, the bidder gets a call from the Auction Manager. The bidder learns
that it must reduce the amount it is bidding in the auction, or it must agree not to

participate, or it must agree not to use the full-requirements deal to support its bid
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and go instead to another source of supply that it had determined was higher cost.
This is through no fault of its own: short of dismissing out of hand the option of
taking a full-requirements contract from any upstream supplier at the very
beginning of the process, there is nothing the bidder could have done in its
preparation for the auction to avoid this situation or to ensure that its costly
preparations for the auction were not made in vain. The bidder is penalized and
must re-organize its bid while having taken all possible actions to conform to the
Association and Confidentiality Information Rules and all other requirements of
the Auction Process.

Dr. Salant’s recommended disclosure rules and procedures are
wholeheartedly and uncontrovertibly aimed at constraining and limiting the
upstream wholesale supplier rather than being aimed at ensuring competition in
the auction. Dr. Salant’s recommendations cannot directly aim at the upstream
supplier who is not bidding in the auction and thus is outside the ambit of the
auction rules. So his recommendations aim at the bidders in the auction — but
these bidders could not possibly have done anything to avoid the penalty he is
recommending be imposed. The proposed rules are unfair and lack the
transparency that bidders need to be able to conform and comply with the
competitive safeguards of the auction process.

Furthermore, once the Auction Manager tells bidders to re-organize,
abandon their supply contracts, or reduce their participation, the Auction Manager
has now revealed to those bidders information that they were prohibited by the

Association and Confidential Information Rules from revealing themselves. The
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bidders have now learned that 1) other bidders also have full-requirements
contract with the same upstream supplier and 2) the indicative offers of all such
bidders after they comply with the requirement to re-organize will be precisely
equal to the load cap. Arguably, each bidder has now both quantity and price
information about some of its rivals: the bidder knows that the other affected
bidders’ indicative offers are equal to the load cap minus its own offer, and the
bidder may surmise that the contract that other affected bidders were able to
obtain from the upstream supplier is probably similar to its own. The Auction
Manager has now given these affected bidders some highly confidential
information that other bidders will not have, and that provide affected bidders
with tools to attempt to implement a collusive agreements if they so wish.

Can you please elaborate on the second way in which Dr. Salant’s
recommendations are harmful, namely the point that the recommended rules
can lead to a higher price in the auction?

As | have testified above, bidders would only be expected to contract with an
upstream supplier for full-requirements if the supplier offered the least cost
arrangement for the bidder to participate in the auction. | see no reason why it
makes sense to put hurdles in the path of bidders trying to make the least cost
supply arrangements in preparation for the auction by putting bidders contracting
with an upstream supplier for full-requirements supply at risk of a penalty.
Bidders will be led to choose other, higher cost supply arrangements either at the
outset or once it has been determined that arrangements of multiple bidders with

the same upstream supplier exceed the load cap. This will tend to raise the price
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of the auction. As | have also testified above, smaller or less experienced bidders
may well be more likely to favor a full-requirements deal with an upstream
supplier until they acquire more experience in assembling wholesale products to
be able to supply the auction product. Such disclosure rules will tend to
discourage the participation of smaller or newer players — any such restriction on
the participation of bidders can only further raise the auction price. Furthermore,
to the extent that an upstream supplier has an advantage in portfolio acquisition
and price-risk management so that it has an advantage in supplying the auction
product, the best avenue for these benefits to get to customers may well be
through full requirements deals in support of the bids of multiple bidders.

Doesn’t Dr. Salant have the perfect solution to harness the advantage of the
upstream supplier, namely the price-taker option?

Dr. Salant certainly believes he has the perfect solution. | have a different view.

I believe that a price-taker option is worse than allowing competitive
forces to dictate whether an upstream supplier can be successful in selling a full-
requirements contract to multiple bidders in the auction. | think that Dr. Salant —
aside from clarifying that even with a price taker, at least one tranche for each
product would remain in the auction — has not addressed the multiple concerns
that | raised in rebuttal regarding this proposal, which | will not address in detail
here.

I continue to believe that the price-taker option will deter participation.
This is supported by Midwest Generation witness Frank C. Graves (MWGen

Exhibit 2.0, page 4, lines 70-82). Dr. Salant disingenuously argues that his
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proposal cannot affect participation since bidders will have already submitted
their Part 2 Applications before they learn that there will be a price-taker: “as
other bidders only learn of a price-taker after the Part 2 application deadline, |
would not anticipate any significant reduction in bidder participation” (ICC Staff
Exhibit 11.0, page 59, lines 1333-1335). In this case, | will let Dr. Salant himself
rebut this point: “Participation of all qualified suppliers is not guaranteed. In
virtually every auction in which | have acted as an advisor, participation has been
a concern prior to the auction and there are always bidders who do not show up.”
(ICC Staff Exhibit 11.0, page 25, lines 559-562) | agree with the latter. A filled
out Part 2 Application should not be equated with a bidder who shows up at the
auction and competes. The existence of a price-taker and a reduction in the
volume at the auction will certainly deter bidders from participating at that stage.
Furthermore, the fact that a supplier could go through both stages of the
application process only to find out that there is a price-taker and volume is cut
back can only reduce the attractiveness of the auction opportunity at the outset
and lessen the probability that an interested party becomes engaged in the process.
Dr. Salant has a solution if low participation does materialize because of the
price-taker option — it’s his usual panacea, a volume reduction, and some spot
purchases to increase the price volatility for customers (ICC Staff Exhibit 11.0,
page 60, lines 1369-1371). | believe that it would be better to let bidders and their
upstream suppliers contract on the best possible terms and for bidders to compete
for the full volume, so as to provide customers with reliable supply at competitive

market prices, than to have a price-taker option.
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Dr. Salant, in rebutting the point that the price-taker results in a high
default risk, admits that this option carries additional risks for the price-taker,
because the price-taker is committed to taking a price it cannot influence. (Dr.
Salant does not, having admitted this, explain why an upstream supplier would
take this option in the first place). Dr. Salant dismisses this point by citing the
creditworthiness evaluation of the Part 1 Application. Clearly, Dr. Salant is
unfamiliar with the terms of the Supplier Forward Contracts, otherwise he would
know that although there are reasonable collateral requirements, there is no
minimum rating, and no provision that would eliminate the possibility of supplier
default to the degree envisaged by Dr. Salant. Obviously, the creditworthiness
evaluation in the Part 1 Application (it is an evaluation of whether the party is
creditworthy, not a certification that it is) follows the principles of the Supplier
Forward Contract.

Dr. Salant does not rebut many of the points that make the price-taker
proposal impractical and harmful to the process as explained in my rebuttal
testimony (ICC Staff Exhibit 11.0, pages 42-46). Dr. Salant does not rebut the
point that the price-taker option negates the advantages of the open auction, that
the price-taker option means that the auction price is potentially no longer a
market-based price, and that there are practical problems apportioning the
indicative offers, especially for multiple price-takers, across the various products
to ensure that all are subject to the discipline of bidding from the auction.

Does he have any new arguments to support the price-taker proposal?
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Yes, there is one. He now claims that the price under a price-taking option cannot
be higher than when the price-taker participates directly in the auction.

Are the assumptions that lead to this conclusion reasonable?

No. He assumes that the supply at the auction is the same whether or not the
price-taker is present. As | and Midwest Generation witness Graves have
forcefully argued, this assumption is unrealistic. The price-taker option can be
expected to reduce supply from bidders — in the face of such reductions, Dr.
Salant’s conclusions simply do not hold.

Auction Management Issues

Section 4 of Dr. Salant’s rebuttal testimony discusses features of the ComEd
Revised Auction Proposal that Dr. Salant believes require significant
modification. In part 3 of this section entitled “ComEd’s proposed task
plan” he outlines a series of process changes. Please comment on that
testimony and his recommendations.
Both in this section and scattered at various points in earlier parts of his
testimony, Dr. Salant makes numerous recommendations concerning the timing of
certain documents and activities and the process by which certain activities should
be carried out. In fact he goes so far as to condition his agreements with the
major elements of ComEd’s revised proposal with acceptance of these detailed
process suggestions and timeline.

| disagree that it is either necessary or practical to specify this level of
operational detail at this time and | disagree that the most efficient way to resolve

these issue is for the Commission to consider and rule on the operational details.
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Taken as a whole, these represent a disturbing tendency to micro-manage the
conduct of the auction. The problem is that such micro-management can be
counter productive and potentially harmful. It is counter productive in that in
time, the Auction Manager working with Staff will be able to agree to practices
and deadlines that fit the actual circumstances and have not been set months in
advance without the benefit of actual conditions and the working relationship.
They are potentially harmful in that bidders may have negative reactions to the
uncertainty created by interim check points and will wonder if these bode ill for
possible delay or substantial revision of the auction.

Moreover, many of the recommendations simply don’t make sense. For
example Dr. Salant both recommends that Staff attend the bidder information
sessions and that the Auction Manager provide a written account of the sessions
(ICC Staff Exhibit 11.0, page 38, lines 898-899). Either is fine, but it makes no
sense to summarize for Staff a session that they attended. More substantively, Dr.
Salant recommends a complex procedure in which the Auction Manager would
make a compliance filing summarizing bidder information sessions and auction
promotion activity within one week of the last bidder information session. He
then holds out the possibility of a filing by Staff within 21 days to object to
promotional activities. The timing simply does not work as the final bidder
information session may well be less than 21 days prior to the auction.
Furthermore, it is not clear what such an objection would accomplish as there
would be no time to remedy the situation before the auction was to take place. |

believe that the Auction Manager and Staff should keep Staff informed

74



1632

1633

1634

1635

1636

1637

1638

1639

1640

1641

1642

1643

1644

1645

1646

1647

1648

1649

1650

1651

1652

1653

1654

throughout the process and throughout the various promotional activities, to seek
and incorporate their feedback as the process unfolds; | believe that this would
render the burdensome process that Dr. Salant proposes unnecessary.

He recommends that practice auctions occur prior to the final bidder
information session. In practice the final session prepares bidders for the practice
auctions. Additionally, bidders benefit from a practice auction held as close as
possible to the actual auction.

It appears that Dr. Salant would like to control and adjudicate every aspect
of the auction process and every decision taken as soon as it is taken. Many of
these suggestions are offered under the guise that it will be too late to correct any
mistake that the AM makes so interim checks are needed to spot and correct
problems before any damage is done. The problem is that this approach quickly
devolves to and is indistinguishable from having the Staff and Auction Advisor
managing the auction. While | have no problem with that, if the Commission
prefers to have Staff take on that responsibility, it should be done upfront. It is
not workable to hand responsibility to the Auction Manager and then have each
action or decision subject to review and modification in near real time. | don’t
believe this is a workable process and | do believe it would be of concern to
bidders as a result of uncertainty being introduced.

I recommend that the numerous process and timing recommendations that
Dr. Salant makes be rejected and that the Staff and Auction Manager work
together to develop reasonable and efficient procedures for managing the auction

process.
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Have you reviewed Exhibit 10.1, Dr. Salant’s mark up of the Content of the

Confidential Staff Report?

Yes.

Do you agree with the suggestions he makes?

| have no problem with the majority of those suggestions. There are a handful of

suggestions that |1 don’t agree are necessary or appropriate. The changes he

suggests that | recommend be rejected or modified are as follows:

1.

Dr. Salant adds a sentence that contains the phrase “the Staff will rely on
the expertise of the Auction Advisor” and adds a requirement that the
Auction Advisor and other Advisors Staff may retain “will certify under
oath that the report is to the best of his or her knowledge accurate.” The
word “will” in the first change should be changed to “may” and the second
addition should be dropped. These changes impinge on the ability of Staff
to use its advisors in general and the Auction Advisor in particular as it
best sees fit. Further, it is Staff and not the Auction Advisor that has
responsibility to report to the Commission, and Staff that will be in a
position to decide if the Auction Advisor needs to make any certifications
under oath.

In Section 2, Dr. Salant has changed question 10 from “Was round by
round data provided on a timely basis to the Staff?” to “Did Staff receive
the same access to data as the AM?”. The question should be changed to
“Did Staff receive the same round result data as the AM?” This makes it

clear that Staff should receive the same data as the AM, but does get in to
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the mechanics of how the data was accessed. The AM may be the entity
with data access and it would provide the data to the Staff.

3. In Section 4, Dr. Salant adds the phrase “as well as any other answers to
questions that Staff may incorporate into its report.” 1 suggest adding to
that phrase “in connection with Section 2, the Evaluation of the Conduct
and Competitiveness of the Auction”. As Exhibit 10.1 is written, it is only
in that section that discretion is provided to add questions, and this should
be clarified. It is important to bidders that the Commission review criteria
be well specified. While | agree that there should be no limits on
questions concerning the conduct and competitiveness of the auction, |
believe that an open invitation to add any question as the language added
by Dr. Salant to Section 4 extends, would create substantial uncertainty for
bidders and that the change should be clarified to apply the questions that
may be added in Section 2.

I have provided as Exhibit ComEd 19.6 a revised version of Exhibit 10.1 that

marks the changes that | suggest.

Does your review of Exhibit 10.1 give rise to any other issues?

Yes. | believe it is implied that if all questions are answered so as to indicate a

valid result, the presumption is that the Staff would not recommend further action

but if some questions cannot be answered so as to indicate a valid result, Staff
would be expected to review the materiality of any exceptions and decide in the

context of the entire Auction whether to recommend further action, retaining the
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1700 discretion to decide that issue either way. However, it may be worthwhile to

1701 clarify this. 1 have added this to the mark up as well.
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A Utility Portfolio Management Approach Will Not Benefit Customers

Please summarize the issues that you will address in this section of your
surrebuttal testimony?

In this section of my testimony | will address claims made in rebuttal
testimony that the impact of the market power intervenors allege exists in
wholesale markets can be diminished or controlled through the auction in
particular, and through ComEd’s method for procuring power for its
customers in general. The witness that propounds this point of view most
prominently is Dr. Steinhurst. Dr. Steinhurst also for the first time presents a
specific proposal for ComEd procurement. Hence, in this section | will also
review and assess Dr. Steinhurst’s proposal that ComEd undertake an active
portfolio management role.

Dr. Steinhurst argues that a diverse portfolio of resources that is
actively managed by ComEd would result in lower costs for customers.
(CUB-CCSAO Exhibit 4.0, pages 18-31) He does this while acknowledging
that “[it] is true that the wholesale markets are there as backdrop to whatever
other resource procurement strategies might be selected” (CUB-CCSAQO
Exhibit 4.0, page 16, lines 358-359) and while arguing that “Witnesses Fagan
and Rose make a compelling case that there exists a potential for serious
market power problems in the wholesale electric markets”. (CUB-CCSAO
Exhibit 4.0, page 14, lines 293-295)

Dr Steinhurst is arguing that while he believes market power exists in

wholesale electric markets, the impact of the alleged wholesale market power
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problems can be diminished through active portfolio management. The
reasons he gives in support of this proposition are that ComEd as an active
portfolio manager could use its buying power (CUB-CCSAO Exhibit 4.0,
page 20, lines 435-436), could use its special financial advantages (CUB-
CCSAO Exhibit 4.0, page 26, line 570), could buy a diverse set of products
(CUB-CCSAO Exhibit 4.0, page 20, lines 437-441) that is optimized around
customer needs (CUB-CCSAOQO Exhibit 4.0, page 26, lines 574-577) and that
ComEd could make the best trade-offs from various power products available
in the market including the exchange of non monetary benefits (CUB-CCSAO
Exhibit 4.0, page 24, lines 532-535). Dr. Steinhurst even extends the range of
options that he believes should be considered to include “above the line”
regulated investment in new generating plant (CUB-CCSAO Exhibit 4.0, page
24, lines 522-523).

Please summarize your reaction to Dr. Steinhurst’s argument that as an
active portfolio manager ComEd could diminish market power in ways
not available through the proposed Auction Process.

While | do not agree with that argument and will explain why in detail, my
primary reaction is that none of his proposals are actually geared to
diminishing the impact of alleged market power in wholesale generation
markets. While he offers these ideas justified based on the potential
mitigation of alleged market power in wholesale markets, he never explains
how his proposals would in fact help control alleged wholesale electric market

power. Hence, while | believe his contention that active portfolio

80



1748

1749

1750

1751

1752

1753

1754

1755

1756

1757

1758

1759

1760

1761

1762

1763

1764

1765

1766

1767

1768

1769

1770

management is superior for customers can and should be addressed, his
rationale for active portfolio management is misportrayed and it should not be
viewed as an antidote to alleged market power or disguised under the cloak of
a market power justification.

Dr. Steinhurst is entitled to propose that ComEd actively manage a
supply portfolio that includes a diverse set of resources and ‘above the line’
generation, and that ComEd exchange both monetary and non monetary
benefits with suppliers and recover costs under a prudence standard applied
retroactively. However, Dr. Steinhurst has presented no evidence that such an
approach to procurement would be superior to ComEd’s proposed Auction
Process that uses strictly defined contracts and a price only evaluation (CUB-
CCSAO Exhibit 4.0, page 24, lines 526-532) and that is designed to be a
prudent procurement method. More troubling is the fact that he
disingenuously uses market power as the justification for his proposal that
ComEd actively manage a supply portfolio of diverse resources. Dr.
Steinhurst neither establishes that a portfolio management approach to
procurement is preferable to the proposed Auction Process nor does he create
a credible nexus between the choice of procurement method and the potential
exercise of market power in the wholesale market.

It is clear that Dr. Steinhurst’s proposal is motivated by a belief that
the most efficient procurement alternative and the alternative best for
customers is to have ComEd actively manage a portfolio, constantly fine tune

and adjust that portfolio, make portfolio decisions considering monetary and
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“non-monetary” factors and recover the costs of that portfolio under a
prudence standard applied retroactively. This portfolio management proposal
should be evaluated on its own merits, and should not be confused with the
separate question of whether market power exists in the wholesale market.

To obtain a better idea of Dr. Steinhurst’s views on this matter, |
reviewed a report that he co-authored with others at Synapse Energy
Economics on the issue of Portfolio Management: Portfolio Management:
How to Procure Electricity Resources to Provide Reliable, Low Cost, and
Efficient Electricity Services to All Retail Customers, Synapse Energy
Economics (Steinhurst, Biewald, Woolf, and Roschelle, October 10, 2003). |
do note that control of market power is one reason cited in that report for the
use of Portfolio Management. However, the rationales offered are limited to:
1) when the utility has resources under contracts of various terms, there is a
limit on the profitability of exercising market power in the spot market (page
10); and, 2) since most default plans procure supply every six months to one
year on a single day this procurement may enable market manipulation on that
day and the laddering of or use of multi-period contracts may help to decrease
market power as well as price volatility (page 48). Neither assertion is
explained in detail or supported. That report does show that Dr. Steinhurst has
a consistent position on the impact that Portfolio Management may have on
alleged wholesale market power, but it also shows that there is neither
substance in support of these claims nor any comparative analysis between the

proposed Auction Process and the Portfolio Management proposal. In fact,
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the same sweeping assertions that portfolio management curbs alleged
wholesale market power would also apply to the proposed Auction Process.
The proposed Auction Process will result in term commitments that would
reduce the profitability of exercising market power in the spot markets;
similarly, ComEd’s proposed Auction Process also includes a laddering of
contracts. Any proper comparative assessment would demonstrate that the
portfolio management approach offers no specific advantage in addressing
alleged market power in the wholesale spot market.
Can you explain briefly why the presence or absence of market power is
irrelevant to the merits of his proposal?
Yes. Dr. Steinhurst acknowledges that his proposal for active portfolio
management and the proposed Auction Process both access the same
wholesale markets. (CUB-CCSAO Exhibit 4.0, page 16, lines 358-359) His
allegations of market power in those wholesale markets is supported by
reference to Mr. Fagan’s testimony. Let’s look at that testimony:
My primary contention is that any ability to exercise market power
in the physical spot markets in PJM through physical or economic
withholding of resources in the Northern Illinois region can result
in the potential for higher Northern Illinois spot market prices
during any period in which transmission is constrained “into
ComEd”. This translates in to a potential for forward market
prices that would reflect the potential for such market power
exercise in the spot market. This in turn would lead to auction
offer prices benchmarked (as described above) on spot market
prices in Northern Illinois that reflect the potential for the exercise
of market power. (CUB-CCSAO Exhibit 3.0, page 29, lines 659-
667)

Q. Are you asserting that market power can be explicitly
exercised in the BUS auction itself?
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A No. My direct testimony is based on the potential for the
exercise of market power in the physical spot markets. (CUB-
CCSAO Exhibit 3.0, page 31, lines 691-694)

The presence of market power potential in the spot market will

influence forward market prices and thus drive up the clearing

prices in the auction beyond what would be expected if the supply
market was less concentrated structurally, even if the auction

vehicle itself was operationally sound. (CUB-CCSAOQ Exhibit 3.0,

page 4, lines 69-73)

It could not be clearer that Mr. Fagan’s testimony on which Dr.
Steinhurst relies is based on the premise that any market power that may exist
in forward markets is derived from market power in physical spot markets.
Mr. Fagan testifies that an operationally sound auction vehicle will still be
infected by market power in physical spot markets. That argument would
clearly extend to any approach to forward procurement that relies on
wholesale markets in the region, including those made under portfolio
management. Mr. Fagan is clear that it is not the forward procurement
method, but the alleged physical ownership concentration and alleged
transmission constraints from which market power flows. Drs. Hieronymus
and Hogan and Mr. Naumann rebut the testimony of Mr. Fagan with respect to
market power in the physical spot market. My point is simple. The source of
the alleged market power is the physical spot market and, if market power
does exist in the spot market, then the forward procurement method -- i.e., the
auction vs. portfolio management — is irrelevant to addressing the fundamental
problem and should not be offered as a solution. As Mr. Fagan’s testimony

indicates, he is in agreement with Drs. Hogan and Hieronymus on this issue as

he recognizes that auction prices will be linked to forward prices and forward
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prices will be benchmarked to physical spot prices. (CUB-CCSAO Exhibit
3.0, page 4, lines 69-73 and CUB-CCSAO Exhibit 3.0, page 28, line 639 to
page 29, line 656). Dr. Steinhurst ignores the testimony of his fellow witness
Mr. Fagan on this issue, despite the fact that he relies on that testimony to
support the allegation of market power.

How does Dr. Steinhurst’s proposal hold up relative to the Auction when
evaluated on the merits of whether it is more efficient than the proposed
Auction Process and when it is removed from the cloud of alleged market
power?

When properly scrutinized, not well. The proposed Auction Process has many
strengths that are missing from his proposal. Strictly defining the contract
terms in the SFC and the product to be bought at the auction is a strength, not
a weakness. This enables a transparent price-only evaluation that will lead to
selection of the most efficient suppliers and obtain the best price for
customers. The bidders/suppliers will each be actively managing a portfolio
that is assembled using their buying power and strategies, combining a diverse
set of resources, and assessing and pricing risks. Those that effectively
compete on price in a competitive process will win. | note that no one, not
even Dr. Steinhurst, has suggested that there will not be vigorous competition
among bidders to provide these services; it is only the underlying wholesale
physical spot power market that has been alleged to be infected by market

power.
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Dr. Steinhurst argues that ComEd should conduct and present to the
ICC analyses to determine whether the results of such competition in the
Auction would be better than an actively managed portfolio with an after-the-

fact prudence review. He does not explain how such an analysis would be

done and | don’t believe a reasonable analysis of this type could be conducted.

As | note in my rebuttal testimony, when competitive markets can be relied
on, they should be relied on. Competition is better than regulation in
achieving an efficient allocation of resources and prices that track economic
realities. The fall of the Soviet block economies in the late 1980s and early
1990s clearly demonstrated that market solutions were preferable to central
planning in the context of overall economies. These same principles apply to
portfolio management. It may be easy to imagine that in theory a utility with
only the most beneficent motives overseen by equally beneficent regulators
and with involvement from all stakeholders would always reach the optimal
portfolio result. Constant adjustments could be made and complex trade-offs
that consider price and non price factors perfectly accounted for. However,
gambling that this will actually result in practice is just that, a gamble, and is
not advisable. None of the intervenors have rebutted the substance of my
argument that if competition is workable, it will produce a superior result to a
regulated result. Dr. Rose has properly, but irrelevantly, testified that this
does not apply in the case of unregulated monopolies or oligopolies. Of

course that is true, but it is also irrelevant as it is true that the competition in
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the auction to assemble portfolios and price risk involves neither an
unregulated monopoly nor an oligopoly.

The essence of Dr. Steinhurst’s argument is that central portfolio
planning, when buttressed by the incentive of a potential prudence
disallowance, is more efficient than competition in assembling portfolios,
managing risks and pricing risks. This simply defies logic, unless Dr.
Steinhurst is claiming that this is a natural monopoly function. By its nature
prudence is a lenient standard based on “reasonable” decisions. Prudence
disallowances are in fact rare and for good reason. The range of reasonable
options is wide and disallowing costs flowing from decisions made by
regulated entities that fit in to the zone of reasonableness would simply act to
increase utility risk and cost of capital, and be counter productive.

Further, the world which Dr. Steinhurst postulates in which ComEd
would be constantly adjusting its portfolio and making non monetary trade-
offs necessarily involves a degree of subjectivity, discretion and complexity
that would appear to challenge any reasonable regulatory oversight. It
certainly would not yield a more transparent result, as Dr. Steinhurst alleges.
(CUB-CCSAO Exhibit 4.0, page 27, lines 608-609) If a utility like ComEd,
whose load obligation is uncertain due to retail choice, were to manage a
supply portfolio using a wide range of physical and financial contracts, as Dr.
Steinhurst recommends, the subjectivity of decision-making would be
enormous. The range of outcomes that could be prudent is equally enormous.

Many decisions could be justified after the fact, based on various sets of
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assumptions or on various claims of possible non monetary benefits and many
of the same decisions could be challenged. Dr. Steinhurst looks at one side of
the coin only -- the potential theoretical improvement in efficiency that comes
from the ability to fine tune and exercise subjective judgments and trade-offs.
He fails to examine the inevitable consequence — a decision-making
framework that requires regulators to review and assess complex and
subjective decisions after the fact and review those decisions on the basis of
what information was knowable at the time and whether the decision was
“reasonable”, a standard that a wide range of decisions may well fit and that is
especially expandable when it includes “non monetary factors” as
recommended by Dr. Steinhurst. This process would not increase
transparency for retail ratepayers relative to the proposed Auction Process, it
would decrease it.

While | disagree with Dr. Steinhurst that his proposal would be
efficient and best for ratepayers, | also understand that there is a long
historical perspective with respect to regulation employing a prudence
standard applied retroactively. | have explained above why | believe his
proposal is not beneficial for customers. What | do not understand is how his
proposal can be advocated as a way to control market power. Dr Steinhurst
himself acknowledges that: “It is true that the wholesale markets are there as a
backdrop to whatever resource procurement strategies might be selected”
(CUB-CCSAO Exhibit 4.0, page 16, lines 358-359). All of his arguments in

favor of central procurement simply argue that it is better than the proposed
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Auction Process, but don’t substantively address market power or explain how
his proposal would better control market power in wholesale markets. | would
urge the ICC to decide this issue on its own merits and not be influenced by
the claim that central procurement can control wholesale market power. As |
establish above, every benefit that Dr. Steinhurst attributes to portfolio
management in terms of its ability to control market power is equally present
in ComEd’s proposed Auction Process. Dr. Steinhurst’s attempt to
differentiate the portfolio management approach on these grounds is all flash
and no substance.

You testify that all of his arguments simply argue that central
procurement is better, but do not substantively address market power.
Please provide some examples.

On page 19 to 21, Dr. Steinhurst presents as a virtue of portfolio management
the fact ComEd can buy a diverse mix of wholesale products. He goes on to
discuss how this will enable ComEd to tailor the portfolio to customer needs
and to take advantage of buying power. That is all well and fine and I address
later how the proposed Auction Process does this as well. The point that is
missing from this discussion is any description of how buying a diverse set of
products controls market power in wholesale markets. The only mention of
market power on these three pages is in connection with the auction being a
single annual event. From page 21, line 468 through the end of page 22, he
discusses how under his proposal ComEd would reduce portfolio risk. Again

that is fine, but no where in there does he mention market power. On pages 23
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and 24, Dr. Steinhurst presents his view of how a diverse portfolio can be
better for customers than the Proposed Auction. Again, | understand that this
is his view, but nowhere in this discussion does he explain how this
diminishes the impact of market power. There is simply no logical or
substantive nexus created by Dr. Steinhurst between his Proposal and the
control of market power. At best, there are scattered, unexplained and
unsupported assertions.
How does the proposed Auction Process compare to Dr. Steinhurst’s
proposal in this regard?
It relies on strictly defined products, solicits bids on these products and makes
an objective and transparent comparison of bids. Dr. Steinhurst seems to
imply that constant fine-tuning of the portfolio and the use of non monetary
trade-offs don’t apply to, or are precluded by, the auction. He is wrong. They
do apply. The auction product is perfectly tailored to meet the demands of
ComEd’s customers: ComEd’s customers will not pay for a single kilowatt
hour in excess of their demand. The difference is that the fine-tuning and the
use of non-monetary trade-offs are made by bidders and their impact is
reflected in the bids that bidders make, which are compared on a price-only
basis.

The issue is not whether these efficiencies will be exploited. It is
whether they are best exploited using a competitive process that relies on a
standard product, that relies on a transparent price-only evaluation, and that

leaves competitors to take advantage of these efficiencies and reflect them in
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the price, or whether they are best exploited by a single regulated entity under
the guise of prudence regulation applied after the fact. | do not see how there
can be any doubt that the auction is the better choice.

Please compare the proposed Auction Process and Dr. Steinhurst’s
proposal as to how well they meet certain of the objectives set forth in
your direct testimony in this proceeding (ComEd Exhibit 4.0, lines 1296-
310).

In my direct testimony, | explained how the Auction Process met all of the
objectives. Dr. Steinhurst’s proposal clearly fails to meet some key
objectives. For example, his proposal would not necessarily obtain supply at
prices that are the result of competition and reflective of market conditions as
it envisions the possibility of one-off negotiations that incorporate non
monetary considerations. It would not provide information to all prospective
bidders and promote the participation of all market participants in a fair and
equal basis as negotiations would be one-off and entities could be subtly and
even not so subtly favored. It would most definitely not provide an objective
and clear method for determining winners and final auction prices. Further, |
do not believe it would allow for open communication with stakeholders. It
simply requires too much subjectivity and has too little structure to achieve
these objectives.

Is it your testimony that the proposed Auction Process captures the

benefits of ComEd’s buying power, ComEd’s special financial
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advantages, and the diversity of supply options, which Dr. Steinhurst

attributes solely to central procurement?

A. Yes. | will address these one by one.

ComEd buying power. The proposed Auction Process does

leverage the buying power of both ComEd and Ameren by
procuring all load in a single auction process. This creates a
competitive environment and will ensure that ComEd can obtain
the best price for customers. Dr. Steinhurst fails to recognize that
the proposed Auction Process itself takes advantage of buying
power by pooling all load purchases. He implies that if ComEd
were to strike individual transactions with potential suppliers it
would do better as a result of buying power, but offers no
explanation of how or why this would happen. There is no reason
to believe that ComEd would achieve a better result from an
exercise of buying power in a series of procurements of different
products than in a central large auction where it is buying all its
load. The buying power is reinforced by the Contingency Plan.
To the extent that a volume reduction is made, the volume that is
cut will be procured in the spot market. This will further enhance
ComEd’s and Ameren’s consolidation of buying power.

One could analogize to the federal government buying
power with respect to bonds. The federal government has buying

power and is interested in getting the lowest interest rate and it
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chooses to pool its demand in an auction, by selling issues of a
single bond at the same tine in a single auction open to both
individual and institutional investors through an internet auction
software package as opposed to striking individual and more
costly transactions. “Treasury auctions are designed to minimize
the cost of financing the national debt by promoting broad,
competitive bidding.” (see

http://www.ny.frb.org/research/current issues/cill-2/cill-2.html)

Why would he think ComEd should do differently?

ComeEd special financial advantages. Dr. Steinhurst fails to

explain specifically what these are or how they lead to better
purchase prices. He also fails to recognize that many potential
bidders have financial strength equal to or better than ComEd.
Further, ComEd’s financial strength will not be independent of the
procurement method. Under the procurement method
recommended by Steinhurst, ComEd’s financial strength may be
weakened. The reliance he espouses on long term contracts,
above the line construction of generation, and his
recommendations with respect to prudence, may well significantly
diminish ComEd’s financial strength. There are at least two
reasons why ComEd’s financial strength may be weaker under Dr.
Steinhurst’s proposal. First, ratings agencies perceive utilities

with owned generation to be riskier than wires-only utilities,
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which leads to higher financing costs. Second, the fixed
obligations of long-term contracts tend to be viewed by analysts as
debt, thereby adding risk to the Company’s financial structure.
Hence his claims with regard to financial advantages are
undocumented and speculative, and ignore the need for a
comparative assessment of his proposal relative to ComEd’s

proposed Auction Process.

Diversity of Supply Options. Dr. Steinhurst attributes the benefits

of having diverse supply options to utility portfolio management
and ignores the fact that it is present in ComEd’s proposed
Auction Process as well. By nature, the product proposed by
ComEd for its Auction Process creates strong incentives for
suppliers to optimize the use of available products in the
wholesale market and to offer customers the lowest price for a
fixed-price product for a given term. Under ComEd’s proposed
Auction Process, suppliers will be accessing the market and
acquiring the diverse set of products that minimize costs. By
optimizing to offer the lowest fixed price, suppliers are meeting
customer needs. The entire range of products outlined at lines 418
to 428 of Dr. Steinhurst’s testimony is available to suppliers for
developing a portfolio, and the optimal aggregation of these

diverse products will be made by suppliers.
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Dr. Steinhurst claims that the first Proposed Auction is risky because all
of ComEd’s default load will be procured in a single auction. Please
respond.

| disagree. Serial auctions for the same products will not produce a superior
result. ComEd has a need to buy 100% of requirements for the period
beginning January 1, 2007. This is an unavoidable result of the transition
plan. The proposed Auction Process provides for a transition to laddering.
However, it can’t be changed that 100% of ComEd’s position is open as of
January 1, 2007. ComEd can procure this all at once or it could have a series
of procurements. There has been substantial research done comparing a single
auction to serial auctions. This research identifies the strategic scope gaming
opportunities that exist with serial auctions and the problems that this
engenders, which do not exist in the case of a single auction.

Serial procurements mean that suppliers have a choice of auctions and
that suppliers can pass up the first procurement and have the same economic
opportunity in a future procurement. The existence of multiple procurements
for the same product creates confusion for bidders, and leaves them with
uncertainty regarding how to bid and when to bid (i.e., in which auction). A
NERA study on serial capacity auctions found:

A bidder will need to consider two opposing effects. On the one

hand, in later auctions, other bidders may have already sold all, or

some, of the capacity that they intended to sell; a bidder selling in
later auctions can then face less competition and potentially be able

to obtain a better price. On the other hand, in later auctions, there

may be fewer or no future opportunity to sell capacity; a bidder

selling in later auctions will then face more aggressive bidding and
potentially get a worse price. (E. Meehan, C. LaCasse, P. Kalmus,
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and B. Neenan. “Central Resource Adequacy Markets For PJM,
NY-ISO and NE-1SO: Final Report.” NERA February 2004:
40.Meehan et al., page 40.)

This complexity leads to unpredictable bidding in serial procurements, which
in turn leads to prices that do not necessarily reflect the economic realities of
the market for the product being procured. In the case of a single auction, the
predictability and simplicity is an advantage to the buyer and the bidders alike.
Further, to the extent that there are multiple products and that a bidder would
want to acquire a combination of such products, a single auction affords this
opportunity while a serial auction may not. The price resulting from a single
procurement will be a result of the competition among bidders and their
evaluation of committing their resources as a function of the market
fundamentals.

Staff witness Salant, in his rebuttal testimony, underscores this point
when asked if he supports the recommendation that ComEd hold more
frequent auctions:

“No. As discussed above and in the testimony of Dr.

LaCasse, ComEd’s proposal requires bidders in its auction to

undertake the risks associated with portfolio management.

As discussed above, Mr. Salgo, in recommending more

frequent auctions appears to be concerned about temporary

market conditions that may adversely affect the final auction

prices in ComEd auction. However, nothing prevents

bidders from hedging the risks associated with temporary

market conditions, and for that reason holding more frequent

auctions is not necessary to reduce the risks associated with

temporary market conditions. Moreover, the auction volume
adjustments provisions allow the Auction Manager to reduce
volume if participation is limited to temporarily adverse

market conditions.” (ICC Staff Exhibit 11.0, page 69, lines
1564-1574.)
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Please continue.

Dr. Steinhurst argues against the single auction because it puts too
much risk on a single day. As | explain above, there is no benefit to spreading
out the risk over multiple auctions, since this would impact how bidders bid
and can be expected to produce unpredictable results that do not necessarily
reflect the economic value of the auction product.

Certainly, | am sympathetic to the concern that it would not be wise to
follow through on the procurement if there were an adverse market disruption
or other extraordinary event. However, the Auction Process proposed by
ComEd addresses this contingency head on. The Auction Process provides
for suspending the auction in the case of an extraordinary event. An
extraordinary event is agreed to by ComEd, Ameren, the Auction Manager
and the ICC Staff. Such events could include, for instance, the advent of war,
the disruption of a major supply source for potentially extended periods, or
other similar events that could significantly impact the cost of supply. In the
occurrence of an extraordinary event, the Auction Manager, in consultation
with ComEd and Ameren, and with the ICC Staff, may revise key parameters
of the auction (such as starting prices) or may revise the schedule. Hence there
is protection against transient market events embedded in the proposed
Auction Process.

Lastly, as noted above, a single auction is the best use of ComEd
buying power. ComEd’s proposed Auction Process does not, as Dr.

Steinhurst alleges, “make it easier and more profitable for suppliers with
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market power to drive up prices.” (CUB-CCSAO Exhibit 4.0, page 21, lines
457-458) Rather, the fact that there is a single procurement — a single
opportunity for suppliers to lock in term contracts to serve ComEd’s
customers — assures maximum competition in the auction and assures that this
competition will be harnessed for the benefit of ComEd’s customers. The
leverage that ComEd has in purchasing all of its load in a single auction is
reinforced through the Contingency Plan. The Contingency Plan takes
unsubscribed tranches to the spot market, providing a clear signal to suppliers
that the Auction Process is their only opportunity for forward sales to ComEd
and that they will need to bid competitively at the auction.

Dr. Steinhurst claims that utility portfolio management is the industry
“norm” and auctions are the exception. Please comment?

| disagree. In many states that have enacted restructuring legislation and are
currently in post-transition regimes where the incumbent utility or an
alternative entity is the default supplier, procurements for full requirements
power are the norm rather than the exception, especially in those states that are
members of strong functioning Regional Transmission Organizations (RTOSs),
such as PJM. For example, New Jersey, Maryland, the District of Columbia,
Delaware, Massachusetts, Maine, Pennsylvania and Rhode Island all procure
or are planning to procure full requirements power to meet their default
supplier obligations. (See Ameren Exhibit Ex. 7.2. in ICC Docket 05-0160)
Only New York and Montana are different in that they utilize portfolio

management or variations thereof to meet their default supplier obligations.
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These eight jurisdictions where the proposed full requirements product is in
use or planned all have similarities to Illinois in that there is widespread retail
access, generation divestiture or spin-off and a functioning RTO. Utility
portfolio management is most often reserved for integrated utilities that still
own rate-based generation, or are not subject to widespread retail competition,
or operate in areas without an RTO market. This is not the situation that
ComeEd is in.  While there are exceptions such as New York, the norm for
utilities that are similarly situated to ComEd is full requirements procurement.
Ameren Exhibit Ex. 7.2. (in ICC Docket 05-0160, et. al.) provides a
description of procurement practices in various states. | have relied on that

exhibit as well as my general knowledge in formulating this answer.
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VI.

Professor Reny’s Theoretical Suggestions Have No Practical Import

Please describe the purpose of this section of your rebuttal testimony.

In this section, | assess and respond to Professor Reny’s testimony that it is
possible for other procurement methods, including auctions with price caps and
multilateral negotiations, to yield lower prices than either a uniform price auction
of the type proposed by ComEd or a pay-as-bid auction as proposed by Dr. Laffer.
Does Professor Reny make a specific proposal?

No. Professor Reny does not make a specific proposal. He simply observes that
it is possible that other procurement methods such as multilateral negotiations and
procurement methods that incorporate reserve prices might result in a lower price
than either ComEd’s proposal or Dr. Laffer’s proposal. He does not describe and
advocate a particular procurement method; in fact, he testifies that multilateral
negotiations could take many forms and he presents no description of any of these
alternative procurement methods. Similarly, he does not definitely recommend
the use of reserve prices, he only notes that the use of reserve prices in an
unspecified procurement method may result in better prices.

Does Professor Reny discuss how the realities of the power market may affect
his observations?

No. He does not at all relate his observations to any market, let alone the power
market. Professor Reny recognizes that he has no experience in the power
markets in response to ComEd Data Request AG 4.09: “I have no professional

experience in electricity markets per se. However, my theoretical work in
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auctions, like auction theory in general, can be applied to many markets,

including electricity markets.”

Please refer to Professor Reny’s testimony, p. 3, lines 16-19, and to p. 4, lines
7-8. Can you please summarize Professor Reny’s testimony in those two
passages?

Professor Reny states that there is no guarantee that the lowest price will be
obtained with the auction proposed by ComEd because it is possible that a lower
price can be obtained by setting a price cap (i.e., a reserve price). By “price cap”
(if as 1 suspect it is to be understood as it generally is in the auction literature), he
means the highest price that the Commission will accept. If a supplier bids above
the price cap, the Commission would automatically reject the bid, and conversely,
if the final auction price were at the price cap or below, the Commission would
automatically accept the bid.

Does Professor Reny present the references to the literature that allow him to
make this statement?

No. Professor Reny may have several studies in mind.

Certainly, there is a well-established result that, under very specific
conditions, the best way to sell an item is to use a standard auction (like the one
used at Christie’s) with an announced reserve price. This result is shown by Riley
and Samuelson (Riley, John G & Samuelson, William F, 1981. "Optimal
Auctions,” American Economic Review, American Economic Association, vol.
71(3), pages 381-92) and Myerson (Roger Myerson, “Optimal Auction Design”,

Mathematics of Operations Research, 1981, 6, pp. 58-73). These studies are

101



2237

2238

2239

2240

2241

2242

2243

2244

2245

2246

2247

2248

2249

2250

2251
2252
2253
2254
2255

2256

2257

2258

2259

2260

couched for an item for sale — they can be translated for procurement to say that
the best way to procure an item (in terms of getting the best price for the buyer) is
to use a standard auction with an announced price cap.

Why do you specify that the price cap is “announced”?

According to these studies, for the best price to be achieved under those specific
conditions, generally speaking the buyer has to: 1) set a price cap below the
amount at which the buyer would personally be willing to purchase; 2) announce
this price cap to the sellers; and 3) absolutely commit to buying if the price cap is
met and to not buying if it is not. In the context of procurement for ComEd, it
would mean that the Commission would pre-announce a price and would
relinquish any other ability to review the bids. As long as the announced price cap
were met, the Commission would not have the ability to reject the bids.

What are the “very specific conditions” that you refer to above?

The specific conditions needed are the following:

1 There is a fixed number (“n”) of bidders at the auction.

2 The bidders bid independently.

3. The bidders are risk-neutral.

4 The “independent private values” model describes the uncertainty faced
by bidders.

These conditions mean the following. The first condition means that the
number of bidders is given; in particular, the number of bidders cannot be
influenced by the choice of qualification criteria or auction format. The second
condition means that bidders are not colluding and are competing vigorously

against one another. The third condition means that bidders would neither be
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willing to pay to avoid risks nor would they be willing to pay to be allowed to
take risks. The last condition means that the evaluations of the n bidders for the
tranches at auction can be usefully modeled mathematically as n independent
draws from a given probability distribution. When this condition holds, it is not
valuable for a bidder to learn another bidder’s evaluation of the item in the
auction.

Do you find that these conditions are applicable in the case of the
procurement of full-requirements tranches?

These conditions are also the conditions of the Revenue Equivalence Theorem,
which | discuss in Section 3 of my testimony above. As | say there, and as | state
in response to BOMA 3.01, these conditions are unlikely to apply to the
procurement of full-requirements tranches. Most obviously, the last condition is
unlikely to hold because many bidders in the proposed auction will make an
assessment of the same future market opportunities and risks in putting together
their bids. When assessing a common market opportunity, one bidder’s evaluation
is useful information to another bidder, and the last condition discussed above
would fail.

Please refer to Professor Reny’s testimony, p. 4, lines 22-23 and p.5, lines 1-5.
Can you please summarize Professor Reny’s testimony in those two
passages?

Professor Reny states that there are conditions under which, compared to an
auction without a price cap, a lower price can be achieved by negotiating with

each potential supplier one by one. These conditions include a wide disparity of
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supplier costs, the availability of information concerning supplier costs, and an
absence of bargaining power on the suppliers’ side.

Is it your opinion that these conditions are likely to hold for the procurement
of ComEd full-requirements tranches?

In my opinion, it does not seem likely that all these conditions would hold. For
example, | believe that reasonably accurate information about each supplier’s cost
of providing full requirements service is unlikely to be available. Furthermore,
although 1 discuss in Section 5 of this testimony ComEd’s “buying power”, i.e.,
the manner in which ComEd can leverage its ability to buy all load in a single
auction, this does not necessarily mean that there would be an absence of any
bargaining power on the other side of the market. Finally, 1 would expect that
suppliers costs could more accurately be described as closely clustered than
widely disparate. A supplier’s costs in the auction are really their opportunity cost
of participation. Although all bidders do not face the same exact opportunity cost,
they are all evaluating a common market opportunity on the basis of a common
forward market.

Please refer to Professor Reny’s testimony, p.5 lines 19-21, p. 6 lines 2-9. Can
you please summarize Professor Reny’s testimony in those two passages?
Professor Reny states that an auction could in principle achieve prices as low as
multilateral negotiations. To achieve these low prices, the Commission would first
imagine that it is negotiating with each supplier one-by-one and it would

determine a take-or-leave-it offer for each supplier. The Commission would then
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use the take-or-leave-it offer for each supplier as an individualized price cap in an
auction.

Why do you refer to the Commission setting price caps rather than referring
to the buyer, which is ComEd, as setting price caps?

It is true that ComEd is the buyer. However, it is the Commission who has the
ability to decide whether the results of the procurement should be accepted so that
the customers will pay rates based on these results. If a price cap must be set, and
if this price cap represents a true commitment, i.e., a tranche is purchased as long
as the price cap is met and it is not purchased if the price cap is exceeded, then
this is equivalent to setting in advance the kind procurement results that will be
acceptable. This is a decision that only the Commission can make.

Do you believe that such a procedure could be practically implemented for
the procurement of the needs of ComEd customers?

| don’t believe so. As | have testified earlier, | do not believe that it would not be
feasible for the Commission or anyone else to set a price cap — let alone
individualized price caps for each supplier — in the manner that appears to be
envisaged by Professor Reny. The exercise would require a great deal of
information regarding supplier costs that will simply not be available to the
Commission. The exercise would also require a proceeding in which the price cap
would be unlikely to ultimately be set on the basis of a “take-it-or-leave-it” offer
in a hypothetical negotiation.

Please summarize your opinion of Professor Reny’s testimony.
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Professor Reny provides highly theoretical testimony that is basically of the
“anything’s possible” nature. He provides no proposal, no recommendation or no
definite opinion that the two general items that he describes — bidder-specific
price caps and multilateral negotiations — are in fact superior to the proposed
Auction Process, to each other, or to any other procurement method. He does not
relate his musings to the actual market in question. He does not relate his ideas
to the multiple goals of the procurement process nor does he address practical
issues such as cost recovery approvals. His testimony provides no plausible basis
to suspect that the broad and unspecified ideas he discusses would be beneficial to
customers or should be considered further, let alone any basis to actually
incorporate these concepts into the proposed Auction Process.

Does this conclude your surrebuttal testimony?

Yes.
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