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Initial Staff Discussion

INTRODUCTION
The Order Directing Expedited Consideration of Rate Unbundling in case 00-M-0504, dated March 29, 2001, states: “one prerequisite to fostering market development is the conduct of cost studies, the ensuing assignment of costs to the utilities’ various functions and services, and the establishment of fully unbundled, cost-based rates for electricity and gas service.”  Furthermore, in the words of the Order, “a number of policy issues require examination on a statewide basis.  These include….(1)the method for calculating unbundled costs, comprising such issues as the appropriate methods for performing embedded cost studies,....(2) methods for performing forward-looking incremental cost studies; …”   


The Order goes on to state, “We have previously found, in the context of customer billing arrangement and competitive metering investigations, that back-out credits for potentially competitive services should be based on long run incremental costs, on the premise that those ‘costs represent an appropriate benchmark for fostering efficient competition…’ ”   Footnote 8 states, in part, “long-run incremental and long-run avoided costs have the same meaning…
”   That footnote refers to page 11 in mimeo of the Commission’s March 22, 2000, Order Providing for Customer Choice of Billing Entity (Case 99-M-0631), where the Commission stated, “Further, the LRACs should be derived based on an assumption that the utilities exit the retail billing function for all customers, or, alternatively, based on the incremental cost for the total billing function if it were being established today.”  In that Order the Commission was clear that the LRICs or LRACs to consider in unbundling rates for competitive services (in this case, billing) were to be based on Total Service.  

STAFF POSITION.
 The economic principles of competition and efficient pricing are essential in establishing prices for unbundled services in the electric and natural gas industries.  The prices established should lead toward an economically efficient allocation of resources. Three difference kinds of efficiency arise with efficient pricing when no buyer or seller has market power. The first two kinds are static efficiencies. (1) The first kind of efficiency is between input and output prices in the production process.  When input prices change, a producer re-examines the kinds and amounts of inputs used to make the output.  For instance, a producer burns more oil and less natural gas where dual fuel capability exists and the gas prices rise above oil costs on an equivalent heat basis.  (2) A second kind of efficiency is allocative efficiency between buyers and sellers, a balancing of supply with demand, so that a supplier of a product or service would try to scale the amount of output to the anticipated requirements of customers.  For example, a producer of automobiles might make fewer gas guzzlers when high gasoline prices depress the demand for them.  (3) A third kind of efficiency is dynamic efficiency which concerns changing production and consumption practices over time as technology changes.  In paper manufacturing, heat is used in drying processes; and more easily managed generators were installed in the 1980s, that would both generate electricity and furnish the heat for drying.  On the consumption side, the invention of the microwave oven raised the use of electricity and reduced the direct role of natural gas in cooking.   

The use of efficient prices in competitive markets fosters all these efficiencies.   Prices should convey the appropriate signals to firms with respect to investment and to entry and exit decisions of competitive businesses, so that competitive electric and natural gas services are supplied by the most efficient, least-cost firms.  To set prices that are lower than Total Service Long Run Incremental Costs would explicitly require that the customer pay the utility for some portion of that same service while receiving the service and paying for it from another business, thus paying two providers for a service provided by only one of them.  (NEM agrees completely that failure to disgorge the fully embedded costs of competitive services to consumers would force a double payment (i.e. a penalty) on those who switch .  The use of the word incremental versus embedded could be problematic and I would appreciate a discussion on this with you as it could have a profound impact on the analysis that follows. )

To meet these efficiency criteria, the prices of competitive services should be based upon Total Service Long Run Incremental Costs (TSLRIC).  Various definitions of TSLRIC have been put forth in discussions on pricing policy.  In general, TSLRIC is the difference between the Total Cost for an efficient multi-product firm of providing all its services including a particular  service Xi, and the Total Costs of providing all the products except for the total amount of service Xi.  TSLRIC includes all efficiently incurred fixed costs of providing the particular good or service.  It includes a competitive return on capital and excludes monopoly profits and cross-subsidies.  

Peter, my thoughts here involve the classic economic definition of efficient prices as it relates to a regulated monopoly, particularly one in transition from a fully bundled sales merchant to a fully unbundled natural monopoly merchant only.  

As everyone knows, an efficient "market price" is one at which marginal revenues equal the marginal costs.  Under a monopoly model, marginal revenues far exceed marginal costs and the difference is traditionally called monopoly profits, economic rent or regulated revenue requirements, depending on one's point of view.  Regardless, during a transition in which natural monopolies perform only natural monopoly functions at the end state the most just and most reasonable approach to efficient pricing of competitive services historically bundled around monopoly services is to ensure that Marginal Costs (i.e. back out credits) equal Marginal Revenues (i.e. embedded costs), until the transition is over and the Monopoly no longer receives marginal revenues attributable to competitive services.  

Old captive customers who switch should receive the same amount that a new captive customer pays (for the competitive services) when moving into a utility's service territory.  

One could argue that the marginal or incremental costs of adding a new customer into an existing home in any given service territory is virtually zero as no incremental costs are incurred (except for changing the name on the bill).  Yet this same customer pays the fully embedded costs associated with all the competitive services bundled in its utility bill.  Conversely the same logic should apply to the old captive customer who wants to shop for competitive services.  That customer should receive the same amount the new customer pays for the same services to shop for alternative presumably competitively priced services.

Underthis paradigm (marginal revenues to the utility of embedded costs of the competitive portions of bundled rates equal to marginal costs to the utility of embedded cost shopping credits for the same competitive services),  guessing  what an "efficient" firm (I would argue that a utility cannot fit this description under classic economic theory) might spend over a long term to establish a new product to serve a market that is yet to be defined in either scope or timing , (1) would not be efficient, (2) would be quantitatively unreliable and (3) potentially yield incredibly unjust results.  

Moreover, I would argue that embedded cost shopping credits would not only mirror existing costs to captive bundled consumers of competitive products (and would therefore be the most just and reasonable rates assuming existing rates are just and reasonable ) but would also encourage maximum price competition among non-regulated, non-subsidized market participants so that the marginal revenues paid by consumers for competitive services would in fact equal the marginal costs of producing them over the long term--- without any guesswork about (a) incremental costs of an "efficient" firm, (b) best available technology, or government intervention mandating anything other than what the Commission has already ordered.  Long distance and wireless  telecom services are an excellent example of how price competition can force prices down as much as 90 percent.  Indeed, classic monopoly economic theory is premised on the fact that when barriers to entry are eliminated competing firms bid the market price down to the point where marginal revenues do indeed equal marginal revenues.  

IDENTIFIED ISSUES  

Joint & Common Costs.
It should not be assumed that the change in joint and common costs is de minimus with and without the product Xi. (agreed) That is, joint and common costs should not remain the same for providing all services but Xi, as when all services are supplied.  In spite of economies of scale and scope, the firm is smaller (perhaps measured by revenue) when it sells fewer products, and should have lower joint and common costs.  Discerning that indirect cost difference is part of the cost study.  

Best Available Technology.
The TSLRIC is forward looking, and not interested in the historic cost of providing competitive service Xi.  (While laudable and desirable, BAT occurs automatically when old and new consumers are treated equally vis-a-vis embedded costs) The Total Cost calculations should seek the fixed and variable costs of producing service Xi using efficient technologies (this is guess work that is not necessary) that are readily available at the time of the study.  Only recent investments, trued up to produce the total output, should be used in TSLRIC studies.  

Avoided Costs.   
Whether or not costs are actually avoided by the regulated firm is not a part of the TSLRIC studies, (Thank God) which are concerned only with the total costs of adding Xi to a portfolio of services (Utilities should not be adding competitive services to their portfolios) that has all the outputs but Xi.  As the competitive process becomes mature, the provision of a competitive service by a regulated utility requires good management decisions to bring costs into line with competitive revenues or even to outsource Xi production (this is completely opposite the vision/order/policy that Utilities should exit competitive services)  However, the more immediate issue of  how to treat actual avoided costs, as well as the expectation that they will  be lower than the unbundled rates set for competitive services, is a separate issue in this proceeding.    (NEM totally agrees and would suggest  time sensitive performance based incentives to speed the utility exit from competitive services)
Variation of Costs with Level of Service.
The utility costs for competitive services may embody economies of scale, rather than varying linearly with output.  Another factor is that utility provision of potentially competitive services over the next few years does rely upon existing, fixed cost plant.  Actual avoided costs are expected to be volatile as these input considerations change.  However, it is important that the proper price signals for efficient entry and exit not be so volatile. TSLRIC is a more efficient price signal than the alternatives.   (this is a conclusion that is not necessarily based on classic economic theory particularly given a desired transition from bundled to unbundled monopoly provided services and the discussion outlined above.
Utility Obligations.
There is a possibility at some point that virtually all the utility customers will receive a particular service from competitors and not from the regulated utility.  Whether the regulated utility has an obligation to retain the capability to provide the service in the event a customer requests the utility to supply it is a legal question.   Guidance from the New York State Public Service Commission is expected on this issue.     

CONCLUSION.
The pricing of unbundled services that are potentially competitive requires establishing prices for services traditionally provided by a regulated utility.  The pricing should provide the appropriate signals for firms to make efficient investment and entry/exit decisions, and for consumers to make efficient choices.  Prices should be set based on a measure of long-run incremental cost, including appropriate common costs, and TSLRIC is such a measure. As the transition to competitive markets proceeds, the prices the utility sets for these potentially competitive services should become economically efficient.   
     

� The  New York Public Service Commission decided that the utilities' embedded costs are a reasonable proxy for long run avoided costs.





[T]here is a reasonable basis for concluding that until the utilities can complete adequate long-run cost studies and those studies are approved, embedded costs are an appropriate proxy for long run avoided costs. . . Many of the components of metering are labor intensive, (such as meter reading and testing) and for these items embedded costs are a very good proxy for long run costs. Alleged changes in capital costs of meters will have only a small overall impact on actual rates. 


Additionally, the NYPSC also ordered the use of the long run avoided cost approach for the development of billing back-out credits.


We will require that the credits be based on long run avoided costs (LRACs) for the billing functions described herein and the associated customer care functions that would be avoided if ESCOs do the billing, and they may be differentiated by customer class if supported by the LRACs. If determination of such LRAC estimates cannot be accomplished within the time periods provided by this order, proxy amounts, using the same methodology as above, but based on embedded cost of service studies instead of LRACs, can be presented and used, subject to provision of the LRAC estimates in a reasonable time thereafter. Further, the LRACs should be derived based on an assumption that the utilities exit the retail billing function for all customers, or, alternatively, based on the incremental cost for the total billing function if it were being established today. In either case, the calculation should include the cost of all support functions associated with billing to serve the full complement of customers.
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