
Comments of Commonwealth Edison Company

On the Illinois Commerce Commission’s Post-2006 Initiative

Introduction

Commonwealth Edison Company welcomes the opportunity to participate in the Post-2006 workshops and applauds the Illinois Commerce Commission for launching a  process that provides all stakeholders the opportunity to participate in shaping the future of Illinois’ electric industry.  

The decisions that face the participants of the Commission’s process are critical to the  Illinois electric industry, the economy of the state, and the well being of Illinois’ residents.  The task ahead is challenging and made more so by virtue of the fact that no simple resolution to the restructuring question exists.  However, the Illinois Restructuring Act and the Illinois Commerce Commission’s steady hand over the past 5 years provide guidance in the form of unwavering direction and fundamental tenets.  Based on the language of the Illinois’ Restructuring Act, the orders and actions of the Commission, and the state of electricity markets, ComEd has identified a set of principles that it believes represents the current direction of the state, these are: 


Retail competition in the energy services market is now benefiting large customers and wholesale competition will offer significant benefits to all customers. Illinois has chosen and should continue down the path toward a competitive marketplace.  This choice is to some extent irreversible.  


The path chosen must balance the interests of all customers.  While competition is a goal, the speed with which we arrive at fully competitive markets for energy and the precise route we choose must account for the needs and desires of all customers, recognizing that the solutions appropriate for large customers may not also be appropriate for small volume customers. 


Illinois must continue to be pragmatic and flexible.  Illinois has to date been quietly successful in large part due to its recognition that form must not dictate substance.  Illinois has recognized that the world changes constantly and has made many mid-course adjustments that were not part of the original plan, but that have allowed the market to develop.  Similarly, Illinois has not insisted on a cohesive one-size-fits-all model.  The Restructuring Act’s treatment from utility to utility has varied and customer classes have been subject to distinct treatment where needs have diverged.  Finally, Illinois also has sought to maintain the health of Illinois’ businesses, including its utilities, and included those interests in its restructuring calculus.    

· The safety and reliability of the distribution system must be maintained under any proposal.

It is also important that we as stakeholders take stock of Illinois’ own restructuring history as well as the experiences of other restructuring jurisdictions.  The solutions adopted by other jurisdictions facing post-transition periods represent a starting point for dialogue.  Although virtually every such jurisdiction has tailored a unique solution based on its chosen policy goals and individual market characteristics, these models mark the key points on the decision continuum and Illinois must evaluate them in light of its own policy goals and actual or expected market characteristics.






Comments

I.  The Restructuring Act and the Commission have Provided Illinois with Clear Direction  


A.  Any Post-2006 Solution must move Illinois closer to its Policy Goal of Efficient Competitive Markets    

Leading up to 1997, the Illinois Commerce Commission and the General Assembly clearly assessed the costs and benefits of competition and came down on the side of competition.  The Restructuring Act limits the application of cost-of-service regulation to facets of service such as delivery, while adopting a market-based model as the means to provide a variety of energy services to customers.  With its RTO requirement, the Restructuring Act recognizes wholesale competition as a necessary foundation to well functioning retail markets.  Illinois’ policy statements recognize that retail mechanisms by themselves cannot deliver the consumer benefits contemplated by the Restructuring Act.  The Commission has reminded us of this unwavering direction most recently in its whitepaper drafted to set the parameters for the Post-2006 dialogue. 

ComEd, Exelon, and many other stakeholders have embraced and supported Illinois’ chosen path.  Illinois has made much progress in the wholesale arena since 1997.  In 1998, ComEd divested its fossil plants, effectively bringing a large and independent player into the regional wholesale market.  ComEd subsequently transferred its remaining generation – its nuclear plants – to a new and independent generation company, Exelon Generation.  Additionally, ComEd published optimal sites for generation interconnection which spurred development by independent power producers.  As a result of the publication and the opening of markets, 8700MW of new generation has entered the ComEd service territory in recent years.   

As required by Illinois’ Restructuring Act, ComEd sought membership in an RTO.  ComEd took a significant step toward this satisfying the goal of wholesale market development when, on March 18, 2004, the FERC approved ComEd’s plans to complete its integration into the PJM interconnection. PJM, one of two regional transmission organizations approved by the FERC, started more than 75 years ago as a voluntary arrangement between utilities in Pennsylvania, New Jersey and Maryland and currently serves Delaware, Maryland, New Jersey, Ohio, Pennsylvania, Virginia, West Virginia and the District of Columbia. 

In 1997, PJM opened the country’s first wholesale electricity market, which, as recently recognized in the January 22, 2004 report by FERC’s Office of Market Oversight and Investigations, has evolved into the largest and most developed market of its kind in the world, offering transparent energy and capacity markets and markets for ancillary services.  PJM further offers the services of an active market monitor.  The PJM Market Monitor has proven an effective mechanism for curbing market abuse, ensuring that all participants adhere to pro-competitive rules and procedures.  The integration of ComEd into the PJM grid means that the ComEd service territory will be part of a substantial and well-developed market, a transmission organization with a sophisticated and tested reliability protocol, and will have an entrée to the most progressive and broadly-based organization of its type.

ComEd has facilitated retail choice by developing and adopting the innovative Integrated Distribution Company concept that took ComEd out of retail competition to the extent feasible under the Restructuring Act.  The Commission also declared electric service to customers 3MW and above competitive, opening that class of customers up to service by new entrants.  In the cases resolved in early 2003, ComEd proposed certain adjustments to the methodology used to determine the market value for electricity, which had the effect of more appropriately aligning ComEd’s PPO offering with market realities, thereby creating greater opportunities for new Retail Electric Suppliers.  

[image: image1.png]MWs (000s) Switched

-
[

-
N

o
N

o
o

[ee]

[

N

N

M Non-residential

M Residential

Pl g

o?q?@& &@Y“OCJ§§/



As a result of these dramatic changes, ComEd now has the most competitive service territory in Illinois and one of the most active retail markets nationally, with about 33% of the Company’s load having switched from bundled service and with seven active Retail Electric Suppliers selling energy to ComEd’s customers.  The Commission has recognized these positive developments, commenting in its April, 2003 Assessment of Competition in the Electric Utility Industry that “a relatively large and growing number of customers have switched from ComEd’s basic bundled service to delivery services, continuing a growth pattern that began as soon as the market opened to electric customers in October, 1999.”  



To date, Northern Illinois’ competitive activity has been focused in the large volume customer segments, but, as indicated by the chart above, that activity has been strong.  Any remaining restructuring issues in that segment relate primarily to the utility’s future role as a default provider and the potential that too prominent a role will have a negative impact on true retail market development.  For instance, Exelon recently made a wholesale supply offering to retail suppliers that allowed those suppliers to maintain their customer base in the face of an administratively set “price to beat” and wholesale prices that rose subsequent to the “price to beat” set date.  Continued intervention of this type may undercut real market development.  Solving these issues primarily is a function of designing the appropriate default offer and applying appropriate switching rules.  

As for smaller volume customers, the market has not developed as quickly, consistent with the patterns seen around the country.  Currently, this segment of the market does not have access to alternatives to utility-supplied bundled rates.  This is the fundamental reason why a post-transition pricing policy is needed in Illinois.  As the next step on the path Illinois has set, the promise of the competitive market will be best realized through competitive wholesale offerings passed through to customers from the utility.  It is crucial that any post-2006 design allow those benefits to flow to customers. 

All of these efforts and their results are relevant to the Post-2006 initiative because the solutions to many of the challenges the Commission has identified turn on the extent to which wholesale and retail competition has developed.  ComEd believes that, as a result of the successes already achieved in its service territory and with the coming benefits of PJM integration, conditions are in place in ComEd’s service territory for achievement of the transition to the type of post-2006 marketplace that the Commission and most stakeholders envision.  The transition will proceed at a different pace for some customer segments than others.  While it is true that retail competition has not developed for small customers, a properly structured model for the post-transition period can provide benefits to small customers through competition at the wholesale level.

B.  Any Post-2006 Solution Must Balance the Interests of all Customers 

Given that competitive market development is the direction Illinois has chosen, policy-makers have also made clear that the drive should balance the interests of all customers. The Restructuring Act recognized that a 100-year old industry will not be transformed over night.  The Restructuring Act offered all Illinois customers the benefit of open access -- and many large customers have benefited immensely from that opportunity --, but phased in that entitlement so that customers could absorb the inevitable bumps of the developing market.  At the same time, the Restructuring Act established a transition in which customers were provided with a decade long fixed price utility service as a safety net, including a 20% (roughly 35% in real terms) reduction in utility rates for residential customers.  The Restructuring Act also envisions different treatment for residential customers than it does for larger volume customers. 

C.  Illinois Must Maintain a Pragmatic and Flexible Approach 

Finally, Illinois’ path thus far has been characterized by pragmatism and flexibility.  Illinois recognized that the world would change in ways that it could not foresee and allowed for flexibility to address these changes as they occurred.  This core flexibility has allowed Illinois to successfully weather the industry’s major crises, and avoid some of the upheavals and defaults seen elsewhere.  On several occasions, when the original design produced unintended consequences that appeared to place the retail construct in some jeopardy, market participants made, and the Commission sanctioned, mid-course adjustments,  such as moving from the neutral fact finder to the market value of energy method of setting the PPO price.  These adjustments allowed market development to continue. 

This pragmatism is also revealed in the Restructuring Act’s rejection of a one-size-fits-all solution.  The Restructuring Act assigned different rate reductions and earnings cap levels to different utilities and allowed for utility-specific business planning that has resulted in different approaches to the retail and wholesale markets and the ability of each utility to adapt to ever-changing circumstances.  Finally, Illinois has been pragmatic in acknowledging the value of healthy electric utilities to the economic stability of the state and afforded utilities opportunities to restructure their businesses consistent with market realities and to meet ever-increasing reliability expectations.  

II.  The Experience of Other Jurisdictions should Inform the Thinking of Illinois Stakeholders and Illinois’ Choices for the Future  

The General Assembly and Commission have provided direction and fundamental tenets and the Commission has provided a forum for dialogue.  Stakeholders must now apply this foundation to an assessment of the options.  In deciding on a course for Illinois that will advance these core principles, assessing the choices made in other jurisdictions around the country can be invaluable.  Like Illinois, many of the 18 restructuring jurisdictions have come to the end of their transition period and have had to design the next phase in their restructuring plan.  There are three basic approaches that have been adopted, albeit with many twists and turns.  

· Competitive Procurement Approach. These models have been used in states where competitive wholesale markets, such as those operated by PJM, have been operating for several years.  The models in this approach include RFPs as well as full-blown auctions.

· Administrative Approach. Where markets such as PJM are not in place, the movement out of the initial transition period has been more complicated.  In Ohio for instance, the PUC’s  December 2003 rules express an aspiration to move to competitive procurement, but also allow utilities to offer alternative post-transition models for consideration.  The major Ohio utilities have offered a continuation of the current rate freeze, in most cases subject to future adjustment, served by the utilities’ own generation as an alternative to competitive procurement.  

· Hybrid Approach. The third trend is a hybrid of competitive procurement and affiliate-supplied power.  For example, in Pennsylvania, Duquesne Power & Light Company has proposed to serve load through a combination of affiliate owned generation and supply purchased in the market and managed by its affiliate. 
In the search for the right post-2006 procurement approach in Illinois, it is important to focus on the key characteristics of the three basic models in process in other states.  Those models address many of the same issues that the Commission has identified in its Final Issues List.  


A. Competitive Procurement Approach

There are two basic approaches to competitive procurement.  The first model, the “market driven” or “full requirements” model, represents the strongest trend in post-transition models.  In this approach, the utility bids out its entire load to participating suppliers in vertical “slices” or “tranches.”   Each supplier commits to supply a given number of tranches equivalent to a certain portion or percentage of the utility’s hourly load for the duration of the contract. Thus, each supplier is required to assume all risk for variations in the portion of the load it “wins,” due to weather extremes, economic changes, or customer switching.  

In the second, and less widely applied approach, the “resource procurement” model, the utility procures a portfolio of resources needed to meet its load.  These resources can either be standard “block” products (which must be aggregated to fill in the expected load requirements), or contracts with specific generators capable of providing both capacity and load following energy.  The risks for variations in load due to weather extremes, economic changes, or customer switching are often shifted entirely to the utility.  

Under the first model, the utility’s full requirements are provided at prices determined by market forces, with the regulator overseeing the process to determine that it was conducted in a fair and impartial manner.  The process provides a market-tested price and transparency in arriving at that price, while placing all participants on a level playing field where innovation and other benefits of competitive behavior are most likely to produce favorable results.

“Full requirements” or “market driven” competitive procurement methods can take several forms, from statewide auctions to individually-conducted RFP processes.  Regardless of the form, one common element of this approach is that the product that is bid out is designed to completely meet the needs of the customers in the service territory.  The design of the product eliminates the risks and costs involved in making individual procurement arrangements with suppliers of standard wholesale blocks of energy and then matching those purchases to the day-to-day requirements of customers.  This approach takes advantage of the natural aggregation that has historically been provided by the local utility while passing the benefits of wholesale competition on to customers.  Full requirements competitive procurement approaches therefore offer a valuable benefit and address many of the difficult policy and planning issues raised by the Commission in its Final Issues List.

Because the majority of jurisdictions entering their post-transition period have adopted the full requirements approach, there is a great deal of experience from which to draw. The auction variety of this approach is probably best exemplified by the New Jersey Basic Generation Service Fixed Price (“BGS-FP”) auction process, the latest results of which were approved by the New Jersey Board of Public Utilities on February 11, 2004.  The BGS-FP auction is a multi-round, descending clock competition under which qualified bidders submit offers to supply vertical slices or tranches of an electric distribution company’s load for a designated period under a Supplier Master Agreement.  Each tranche is a fixed percentage share of the hourly energy requirement associated with the company’s residential and small commercial customers.  In each round of the auction, bidders indicate how many tranches they are willing to serve at that round’s all-in price in cents per kWh.  When the volume of bids equals the necessary supply, the auction ends and establishes the single closing price for the BGS-FP load for each distribution company for the designated term.  The results of the auction are then reflected in the retail rates that customers pay.

The New Jersey BGS-FP auction offers the advantages of full and open competition.  The market determines the value of the product customers require, taking into account the variability of each utility’s load.  Indeed, green products can be incorporated into the product mix. It is a transparent, objective, standardized process, and involves regulatory oversight situated primarily at the front end of the process; the uncertainty to the utility, suppliers, and customers associated with ex post facto regulatory review is therefore reduced.

Maryland adopted an RFP  approach to a full requirements competitive procurement process. Maryland’s RFP process requires that residential and non-residential load be bid separately.  Full requirements contracts for 1,2 and 3 years are procured through the process and, subject to some post-bidding review authority by the Maryland Commission, fixed customers rates are established based on the results of the bidding process and are reset annually. Massachusetts employs a similar RFP process. “Standard offer service” is supplied through a variety of short and long-term contracts derived through competitive solicitation.  The rates customers pay are based on the results of the RFP process.  Residential and small commercial and industrial customers have a 6-month fixed rate, while larger customers may choose quarterly or monthly fixed rates. By forcing more volatility into the utility offering (price changes for residential customers every 6 months), Massachusetts has made a policy choice to more aggressively incent customers to move off utility supply.  

As with any full requirements competitive procurement approach, an auction or RFP process of the type used in these jurisdictions requires the existence of a well functioning wholesale market to provide products and tools suppliers need to manage their risks.  With the largest and most developed wholesale electricity market of its kind in the world, PJM offers utilities in its fold the basic prerequisite needed to conduct a successful auction or RFP process for generation services.  PJM conducts two energy markets – day-ahead and real-time – that are location specific, giving rise to a variety of energy products (both physical and financial) that allow suppliers to hedge location risk, and to enter into transactions that are based on suppliers’ bids for energy and capacity value administered by PJM.  In addition, PJM established several trading hubs, one of which rapidly developed in terms of liquidity and depth.  Finally, PJM also created financial transmission rights, which allow load serving entities another approach to hedge transmission congestion risk.  

All of these factors – embedded within a transactional accounting system that makes day-to-day management of a supply and demand portfolio relatively easy – are absolutely essential for the development of the risk management products that are needed to support retail choice markets.  Moreover, the PJM Market Monitor consistently reviews bids for behavior patterns that implicate market abuse.  The Market Monitor has comprehensive authority to investigate any and all perceived infractions.  FERC then acts as the enforcement arm.  The features of this market allow suppliers to build and/or compliment existing portfolios to satisfy retail load requirement and manage risk.  

Full requirements procurement has the advantage of requiring market players to reveal the price of providing all of the services that go into utility supply at the outset.  It is an efficient way to set the total supply costs, including the portfolio risk management function.  Competition between portfolio managers assures that both the commodity and risk management services are procured at the lowest achievable cost.  Wholesale market suppliers are better positioned to manage portfolio risks through a combination of asset ownership and a variety of trading arrangements, both physical and financial, in the larger wholesale market.  This allows suppliers the flexibility to make economic trade-offs among their own portfolio options to meet contractual requirements.  More importantly, the full requirements procurement approach avoids retrospective second-guessing of procurement decisions.  This hind-sight review creates significant asymmetric risk for the utility and would result in uncertainty for sellers, buyers, and customers alike.

A second, and less widely used, version of the competitive procurement approach is the resource procurement process.  This process is akin to the traditional competitive procurement procedures that arose under the least-cost planning paradigm of the 1980s.  One example of this approach is Arizona.  In 2002, the Arizona regulator made a policy decision to delay movement toward full competition.  This decision also delayed the divestiture of assets from the regulated utilities and put in place a competitive procurement process to obtain “contestable” load or load in excess of the capacity owned by the utilities.  As a result, an RFP was issued that allowed bidders to bid any type of product.  For the state’s largest utility, a series of peaking contracts were chosen to meet the needs of the utility.  The notable difference between this approach and the full requirements competitive approach discussed above is that specific resource requirements were put out to bid as opposed to the entire supply requirement.  In addition, the Arizona regulator maintained a planning standard for the resulting portfolio.  Similarly, upon its retreat from restructuring, California adopted a resource procurement process that obtained individual contracts for specific products.  The process was part of a Commission-regulated planning process.  

Jurisdictions that have the existing competitive infrastructure and are committed to moving forward toward competitive markets have not generally adopted the resource procurement approach.  A centralized resource planning process with substantial regulatory involvement is inconsistent with the goal of having competitive markets drive new capacity decisions, thus putting investors, rather than customers at risk.  Long term capacity planning may dampen price volatility, but also increases the potential for new stranded costs.  This is particularly true in states that have retail competition.  Finally, the resource procurement approach may have higher transaction costs associated with it.  These costs result from problems associated with non-conforming bids, post-bid negotiations and the difficultly of evaluating non-price terms contained in the bids.  The resource procurement approach also limits participation to those who own generation and excludes additional competition from financial risk managers.  

Regardless of the specific model, the competitive procurement approach presents several operational issues and those issues would have to be addressed in Illinois, as they have been in other jurisdictions. Issues such as the role of affiliates have been successfully dealt with by bidding limits that confine any one player to specified maximum percentage of the utility’s load.  Another issue concerns the introduction of new suppliers, some of whom may have shorter track records than others and lesser recognition and financial strength in our state.  Effective use of creditworthiness standards and credit support mechanisms can protect the interests of Illinois customers in any auction or RFP process while still encouraging participation by qualified potential suppliers. 

Finally, Illinois decisions relating to how utilities should procure energy will have a fundamental impact on customer rates.   The bulk of customer rates reflect procurement costs.   Those prudent and reasonable costs will flow through to the customer and have significant impact on customers’ rates.  Multi-year (perhaps two to four years in duration) supply arrangements can meet the need for rate stability.  Shorter-term procurement options will result in more volatile rates.  As we make choices between these alternatives, we must remember that procurement practices and rates are inextricably linked.  

Whether Illinois or various service territories within the state are ready for a full competitive procurement process of the auction, RFP or some other type, as well as the attributes of any such  process that might be considered, are major topics that can be explored through the workshops.  However, where conditions exist to support such a process, ComEd believes that experience in other jurisdictions, and the views of knowledgeable industry participants, support the conclusion that reliance on a fully competitive procurement process through the wholesale market is a far better solution than a return to a regulated planning regime under which distribution utilities serve as active portfolio managers for their customers. The policy choice Illinois has made should point us to the more competitive approaches of the Northeast and away from models that fall back on more traditional tools. 

B.  Administrative Approach

In jurisdictions where the development of the wholesale marketplace has lagged, introduction of full competitive procurement systems may have to be delayed until conditions evolve to support them.  Ohio is currently grappling with  alternative approaches designed to deal with such circumstances. In December of 2003, the Ohio Commission issued rules setting out the aspiration that the state’s post-transition approach would be based on competitive procurement.  The Ohio Commission’s rules also permitted utilities to propose alternative approaches.  Recently, the Ohio Commission approved an agreement extending Dayton Power and Light Company’s “market development period” for an additional two years, thereby freezing rates through the end of 2005.  Thereafter, a three-year rate stabilization period will be in place during which the price of generation will be capped, subject to the Commission’s right to terminate the period (if market prices fall) and permit prescribed competitive procurement methods to be implemented.  

Similar transitional measures are under consideration for Cinergy, which had filed an application to establish a competitive-bid service rate option.  The Ohio Commission deferred that request, preferring to consider a rate stabilization plan that would allow additional time for the competitive market to grow in the Cinergy service territory.   The Commission is also considering alternative proposals by First Energy to establish a competitive bidding process to determine standard offer generation service rates for customers or to implement a rate stabilization plan lasting through December 31, 2008, during which time the company would offer stable long-term  pricing for its customers.

A different administrative approach was employed in New Jersey prior to adoption of its full requirements competitive auction model.  During the 3 years prior to auction implementation, New Jersey regulators administratively set and fixed a rate for New Jersey customers.  New Jersey utilities were required to procure supply in a manner that allowed them to meet the set rate.  Several utilities had divested generation and procured supply in the market.  When the market prices of energy exceeded the administratively set rate, the under-recovery was place into a deferral account and subject to complicated prudence cases.     

C.  Hybrid Procurement Approach

A third option utilizes a combination of competitive procurement for some portion of a utility’s load with supply through an affiliate power purchase agreement for the remainder.  For example, Duquesne Power & Light Company has petitioned the Pennsylvannia Commission to approve a supply plan to provide long-term, stable rates for residential and small commercial and industrial customers for a six-year period, relying on an affiliate to manage a balanced portfolio, 40% of which is owned by the affiliate and the remainder of which is supplied through short and long-term supply contracts entered into by the affiliate.  At the same time, Duquesne proposes to procure supply for large commercial and industrial customers in the wholesale market through competitive auctions, which would enable the company to offer such customers both a 1-year fixed price option as well as hourly-priced service.  The docket is open and the proposal subject to debate at this point. 

Hybryd measures of this type are another option for consideration in Illinois, particularly in those areas of the state in which a competitive wholesale market sufficiently mature to support a fully competitive procurement process has yet to develop. 

III.  ComEd Supports the Path and Principles Established by Illinois Policy Makers 

Illinois has made a policy choice that its future lies in competitive energy markets.  ComEd supports this choice and sees Northern Illinois’ future in the competitive procurement models employed in those jurisdictions that share the types of markets PJM will bring to Northern Illinois.  This is the path that most clearly satisfies the Restructuring Act’s expectations, reflects the path chosen by most post-transition jurisdictions, and, when markets have developed, will ultimately provide the greatest benefit to consumers.  

ComEd also believes that any model adopted must balance the needs of all customers.  The uneven development of the retail model for small and large volume customers requires that we carefully consider the impact on all customer groups of the next-phase models.  It is no secret that retail markets for small volume customers have not developed and likely will not for some time to come.  This is the primary driver for a post-2006 pricing policy.  Some jurisdictions have made policy choices to aggressively move customers – large and small alike – off utility supply and into the market.  In ComEd’s view, Illinois has adopted a more balanced approach to reconciling market development with customer protection.  Consequently, in the near term, large customers should continue to find benefit in retail open access, but small volume customers may be best served by a model that delivers the benefits of a liquid and competitive wholesale market through the utility.  The model Illinois adopts must, over the long term, provide the greatest benefits to consumers in terms of price stability, reliability, and choice.

Finally, Illinois must continue to be pragmatic.  The post-transition model must be flexible enough to absorb changes in circumstances.  Further, it may prove to be the case that different models are appropriate in different parts of the state based on market conditions.  There should be no attempt to “shoe horn” all of Illinois into one particular model if conditions do not warrant such uniform  treatment.  We have not done so to date and should not begin now.  There can be no question about the value of healthy utilities after the experiences of California and other western states.       

Illinois’ quiet success with restructuring is a function of the unwavering direction and the fundamental principles discussed.  The benefits to consumers can continue if we do not lose sight of our restructuring history, or our commitment to reliability, and the established vision for the future. 

Source: XENERGY  (IL figures include PPO)
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