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April 11, 2003

Janet Hand Deixler

Secretary

New York State Department of Public Service

3 Empire State Plaza

Albany, New York  12223

Case 00-M-0504  -
Proceeding on Motion of the Commission Regarding Provider of 

Last Resort Responsibilities, the Roles of Utilities in Competitive 

Energy Markets, and Fostering the Development of Retail 

Competitive Opportunities - UNBUNDLING TRACK.

Dear Secretary Deixler:


This letter provides the exceptions of the State of New York Department of Public Service Staff in the captioned case.  We expect that the unbundled rates that would be filed if the Recommended Decision was adopted by the Commission would fall just within the low end of the range identified by our two methods.  They would, therefore, be acceptable for the purpose of unbundling.


The RD provides a cogent and lucid analysis of a complicated issue, and we recommend that the Commission follow its approach.  Most of the individual adjustments the Judge recommended be made to the Con Edison and NYSEG cost of service studies are generally solid and supported by the record in this case.  We support the adjustments related to uncollectibles, credit and collections, working capital, and NYSEG’s customer care costs, and agree with the Judge’s evaluation of the proposed lost revenue recovery mechanisms.  We have one significant exception (over whether our GAM approach is cost-based) and two other issues to raise on exceptions.

THE GAM AND “COST CAUSATION”

The RD’s discussion of our GAM (Generalized Allocation Method)
 suggests that method is not based on cost causation.  R.D., pp. 25, 26.  We disagree. 

It is.  GAM simply allocates more retailing costs to competitive services, reflecting a different way of viewing the utility cost structure, than URM does. 

  The cost allocation issues posed in this case are fundamentally different from those traditionally resolved by the Commission in utility rate cases. Instead of being focused primarily on equity between and within rate classes, the focus here is on equity in cost assignment between the multiple services provided by the bundled distribution utility.  Unlike rate cases, this proceeding is designed to balance “potentially competing objectives of promoting competition and setting least-cost utility rates.” Id.  The Judge was entirely correct when he noted that  “approaches used in the past may be of little guidance now[,]”   and that from “the customer’s perspective, the attractiveness of retail options will be diminished, unless the customer can avoid paying the utility for services it no longer purchases.”  RD, p. 22, footnote omitted.

Our approaches seek to address this concern through the allocation of retailing costs, which are the costs that utilities incur in dealing with retail customers - principally customer service and related administrative and general costs. These costs are incurred while providing of both monopoly and potentially competitive services.  Since retailing costs support all utility services, they could easily be assigned to each of them.  Each service would then be priced on a stand-alone basis. Neither the URM nor the GAM does this:  assigning all retailing costs to each service would create a situation where the sum of these assignments would greatly exceed the total amount of costs incurred by the utilities (because, for example, the information resources activity and costs required to sell one product are easily shared among many).  URM and GAM both allocate some portion of retailing costs to the various services.  Rates developed under GAM would spread all of these costs on a pro rata basis reflecting the need of all services to be supported by the activities reflected in these costs.  GAM, therefore, is an approach that would foster the goal, recognized by the Judge, of having customers avoid paying the utility for services they no longer purchase from it.

URM would spread some of these costs on a pro rata basis – uncollectibles, credit and collections, and theft – but leaves others – information resource costs, for example – primarily with the monopoly delivery service under the assumption that the utility will continue to incur these costs for delivery service alone.  If that assumption is acceptable to the Commission, then the URM could be considered to fulfill the Judge’s goal as well.  The point is that either method can be used: both are plausible because both are cost-based.  They merely reflect differing views on whether such costs as computer systems are primarily related to monopoly delivery services (the URM view) or support all utility functions, monopoly and competitive, proportionally (GAM).

The RD states that “competitive rates…set the GAM level…[would] not reflect…utility economies.” RD, p. 26.   Actually, it is competitive rates set at the URM level that would not reflect the utilities’ economies of scope--they would bear a disproportionate amount of them.  It is URM that assigns slightly more than half of retailing costs to delivery service, thereby assigning the majority of the economies of scope to the potentially competitive services.  The retailing cost economies of scope are defined as the difference between the total utilities’ retailing costs and the larger amount that would be incurred if each service were to be provided on a standalone basis.  Therefore, the more costs assigned to any one service, the greater amount of the economies that are reflected in all other services.  The GAM-derived rates, in allocating the costs on a pro rata basis, assign the economies on a pro rata basis as well.

The RD appropriately found the “the URM is not much more that the assignment of costs based on the principles of costs-causation.” RD, p. 25  Neither is GAM.  The methods are more similar than they are different.    For example, in the case of Consolidated Edison, credit and collections, uncollectables, and theft expenses comprise 52% of Con Ed’s retailing costs.  The RD found that it was appropriate to allocate these costs to competitive and non-competitive services on the basis of revenues and we agree.  Under both the URM and GAM these costs are allocated based on revenues. 

The Judge seemed concerned that the GAM “does appear to vary significantly from the straightforward application of cost-causation principles.”
  The differences between URM and GAM primarily relate to the treatment of computer system costs and call center/service center costs.  Under URM these costs were assigned based on studies that treated competitive services as incremental to the core delivery services.  GAM treats these costs like a general overhead spreading them to all services competitive and non-competitive based on revenues.
 


The application of the GAM to information resources (IR) (computer costs) was specifically rejected by the Judge. RD, p. 52.   While recognizing that there “may be better approaches” than the utility method for allocating these costs, the Judge concludes that a pro rata share of these costs under GAM “is not superior” and that “no other approach has been proposed….”RD, p. 53  The Judge also seems to accept Con Edison’s characterization of the GAM results here as “irrational.” RD, p. 52


The computer systems used by the utilities are primarily the repository of customer information – clearly retailing costs needed by the utility were it to provide only supply and sell its wires and pipes.  Allocating IR costs primarily to monopoly delivery service, as the utilities do (NYSEG assigns 86% of IR costs to delivery, Con Edison assigns 84% of IR costs to delivery), is certainly no more rational than assigning them on a pro rata basis among the various services (GAM assigns 43% and 51% of IR costs to delivery for NYSEG and Con Edison, respectively).  In both cases the costs are caused by the fact that the utilities are conducting these activities to providing all services.  To claim that only about 15% of all computer costs are related to the non-monopoly services provided by the utilities does not seem more “rational” than the roughly half resulting from the GAM.  Both are supported (by differing assumptions) and both are cost-based.


Finally, we provided a range of reasonable results for the allocation of IR costs that address the Judge’s desire to balance the “potentially competing objectives … of promoting competition and setting least-cost utility rates.” Therefore, any result that falls between the URM
 and the GAM is considered reasonable.  If the Commission felt that a pro rata sharing would be reasonable on a theoretical basis, yet found that such a method would produce unreasonable rate impacts it could use this record to support any assignment of retailing costs generally, or IR costs specifically, that falls between the results of the URM and the GAM.

GAS PROMOTIONAL COSTS


Transition of gas utilities from regulated bundled service providers to simply delivery service providers produces a symbiotic relationship between these utilities and the marketer/ESCOs.  That is, efforts by either to promote their respective services result in profits for both.  The utilities cannot increase earnings by promoting empty pipes and the market/ESCOs cannot increase profits without also promoting use of utilities pipes.  Therefore neither can compete against other energy alternatives for additional sales without recognizing the cost of the service provided by the other.  The result is that both these service providers incur sales promotion expenses towards a common benefit which is then passed on to gas consumers through the charges from both.  We believe this is an inefficient use of consumer resources.


The ALJ dismisses our concern based on the position that the utilities do not profit from sales of the commodity and that all customers (including delivery only) benefit from the utilities sales promotion expense.  As we indicated above, the utilities do indeed profit from sales of commodity.  They profit through the increased earnings derived from delivery charges that are inextricably tied to the sale of the commodity.


With regard to the benefits of utility sales promotion expense, the ALJ is correct that all customers do benefit.  Our allocation of these costs, however, was not intended to hinge on who benefits or to what extent.  It was an allocation that recognizes the inefficiency of the duplicative costs from both the utility and the marketer/ESCO to achieve those benefits.  As such, only our approach provides some amelioration of this cost inequity, at least to the migrating customer.

RATES OF RETURN & NYSEG COMMODITY RISK


The RD recommends that $9.8 million of NYSEG’s outside service costs be assigned by revenues to electric supply and delivery function (RD, p. 50) because NYSEG treats commodity as a profit center.


Although the Judge found our concern that this amount was nonrecurring unpersuasive (RD, p. 49), the fact remains that it is not at all clear that the costs will be incurred prospectively.  Of greater concern is that the bundled rate option to which a portion of these costs would be allocated has a back-out credit that already exceeds that implied by the $9.8 million.  Of the $9.8 million about $3.7 million should be functionalized to supply.  The $3.7 million should be allocated only to the bundled rate customers that fund the potential profit center.  The bundled rate customers have their own supply credit of 3 or 5 mills that is not affected by this proceeding

CONCLUSION


The RD is well reasoned and principles it provides could reasonably be used as a rational basis to design unbundled rates for utility provided services, both competitive and monopoly.  Its resolution of the various issues is reasonable and should be adopted by the Commission for all the utilities, not just Con Edison and NYSEG.  

The RD’s discussion of the purposes of the proceeding and the task facing the Commission is especially apt, and our methods define the range of reasonableness within which the balance recommended by the Judge should be struck. 
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� Our two methods are described at pp. 25-27 of the RD, and more fully at Staff’s Initial Brief, pp. 5-7 and 16-32.








� Revenues were used as an allocator as a proxy for the relative size of each service.





� The URM adopts the utility assignment of IR costs.
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