STATE OF NEW YORK
PUBLI C SERVI CE COW SSI ON

RECOMVENDED DECI SI ON BY
ADM NI STRATI VE LAW JUDGE JEFFREY E. STOCKHOLM

CASE 00- M 0504 - Proceeding on Mtion of the Conm ssion
Regardi ng Provi der of Last Resort
Responsibilities, the Role of Uilities in
Competitive Energy Markets, and Fostering
t he Devel opment of Retail Conpetitive
Qpportunities - Unbundling Track.

NOTI CE OF SCHEDULE FCR FI LI NG EXCEPTI ONS

(I ssued March 24, 2003)

Attached is the Recommended Deci sion of Adm nistrative
Law Judge Jeffrey E. Stockholmin this proceeding, together with
a copy of the Comm ssion's rules governing the procedures to be
followed. Briefs on exceptions will be due in hand to the
undersigned and all active parties on April 11, 2003 and briefs
opposi ng exceptions wll be due in hand to the undersigned and

may be mailed to all active parties on April 25, 2003.

JANET HAND DEI XLER
Secretary



STATE OF NEW YORK
PUBLI C SERVI CE COVMM SSI ON

CASE 00- M 0504 - Proceeding on Mtion of the Conm ssion
Regar di ng Provi der of Last Resort
Responsibilities, the Role of UWilities in
Conpetitive Energy Markets, and Fostering the
Devel opnent of Retail Conpetitive
Qpportunities - Unbundling Track.

RECOMVENDED DECI SI ON
BY
ADM NI STRATI VE LAW JUDGE JEFFREY E. STOCKHOLM



CASE 00- M 0504 -

| NTRODUCTI ON

Unbundl i ng Track

TABLE OF CONTENTS

A.  Procedural Background

B. Purpose of the Proceeding

I'1. SETTI NG COWPETI Tl VE PRI CES

A. Conceptual I|ssues

1

Parti es' Positions

a.

St af

Con Edi son
NYSEG

O her Uilities
ESCGCs

Cust oner Representatives

Di scussi on

e.

Uility Studies

Staff's URM and GAM

The ESCO St at ewi de Approach
Speci al Studies

Bi ndi ng Precedents

B. Specific Costs

1

2.

Credit and Coll ecti ons

Uncol | ecti bl es

Gas Sal es Pronotion Expenses

Wor ki ng Capi t al - EBCAP

Wor ki ng Capi tal - Purchased Power

Page

10
10
10
12
12
13
17
20
21
22

25
27

28
29
29
31
38
39
40

42



CASE 00- M 0504 - Unbundling Track

10.

11.
12.

TABLE OF CONTENTS

Met er Oanership Costs
Regul at ory Conmi ssi on Expenses

Rate of Return & NYSEG
Commodity Ri sk

NYSEG Cust omer Care Costs

Con Edi son I nformati on Resources,
Call Center and Service Center Costs

Gas Reliability Costs

Ener gy Services

I'11. LOST REVENUE RECOVERY MECHANI SM

V. | MPLEMENTATI ON | SSUES

V. CONCLUSI ONS

APPENDI X -

Appear ances

Page
43
45

46

50

52
53
57
57
70
73



STATE OF NEW YORK
PUBLI C SERVI CE COW SSI ON

CASE 00- M 0504 - Proceeding on Mtion of the Conm ssion
Regardi ng Provi der of Last Resort
Responsibilities, the Role of UWilities in
Conpetitive Energy Markets, and Fostering the
Devel opnent of Retail Conpetitive
Qpportunities - Unbundling Track.

APPEARANCES: See Appendi x A

JEFFREY E. STOCKHOLM Adm nistrative Law Judge:

. 1 NTRODUCTI ON
A.  Procedural Background

On March 21, 2000, the Conmi ssion instituted a
proceedi ng to determ ne, anong other issues, the future role
regulated utilities should play in providing electricity and
natural gas in conpetitive markets.! The proceedi ng was intended
to refine the Comm ssion's concept of mature conpetitive retai
energy markets and to identify and renove obstacles to its
achi everrent.? More particularly, the Conmi ssion ordered that the
proceedi ng address the future of the conpetitive natural gas and
electricity markets and the role of the regulated utilities in
such markets; the identification of obstacles to the devel opnent
of such markets and recommendations to elimnate them and
various issues regarding provider of last resort (POLR)
responsibilities.?

During the pendency of the Conpetitive Markets
Proceedi ng, the Conm ssion concluded that " . . . one
prerequisite to fostering market devel opnent is the conduct of
cost studies, the ensuing assignnent of costs to the utilities

! Case 00- M 0504 - Proceeding on Mtion of the Comm ssion
Regardi ng Provider of Last Resort Responsibilities, the Role
of Utilities in Conpetitive Energy Markets, and Fostering the
Devel opnent of Retail Conpetitive Opportunities, O der
Instituting Proceeding (issued March 21, 2000), p. 1
(hereafter the Conpetitive Markets Proceedi ng).

? ld., p. 2
° 1d., p. 6




CASE 00- M 0504 - Unbundling Track

various functions and services, and the establishnment of fully
unbundl ed, cost-based rates for electricity and gas service."*
The Conmmi ssion accordingly instituted this "Unbundling Track"” to
study and allocate utility costs between conpetitive and non-
conpetitive functions and to establish cost-based rates that
woul d afford custonmers accurate price signals as they choose
anong the providers of services in a conpetitive nmarket.
Recogni zing that the required detail ed cost studies would entai
substantial efforts, the Conm ssion determ ned that unbundling
efforts should comence i nmedi ately, notw thstanding the
continuing efforts in the Conpetitive Markets Proceeding.?®
Accordingly, the Conm ssion directed the electric and gas
utilities to perform enbedded cost of service (ECOS) studies.

In its Order Directing Filing of Enbedded Cost
St udi es, ® the Commi ssion resol ved a nunber of issues regarding
the nature of the cost studies to be perfornmed e.g., ECOS studies
rat her than margi nal cost studies) and directed that those
studies be filed by March 15, 2002.7 1In addition, the Conm ssion
stated: "Gas and electric retail nmarkets are now open, and we
believe it inportant to establish conpetitive service unbundl ed
rates, calculated with sone degree of statewide uniformty, as
soon as possible to replace the variously cal cul at ed backout

4 Case 00- M 0504, Proceeding on Mdtion of the Conm ssion
Regardi ng Provider of Last Resort Responsibilities, the Role
of Utilities in Conpetitive Energy Markets, and Fostering the
Devel opnent of Retail Conpetitive Opportunities - Unbundling
Track, Order Directing Expedited Consideration of Rate
Unbundl i ng (issued March 20, 2001), p. 1

A recommended deci sion was issued in the Conpetitive Mrkets
Proceedi ng on July 13, 2001.

6 Case 00- M 0504, Order Directing Filing of Enbedded Cost
St udi es (issued Novenber 9, 2001) (hereafter Novenber Order).

! ld., p. 12. Also, Oder on Rehearing Petitions and Mdtions
(i ssued January 24, 2002).

-2-



CASE 00- M 0504 - Unbundling Track

credits nowin use."® The Novenber Order al so addressed the
potential for utility revenue |osses as a result of retai
mgration and stated that the utilities should be accorded "a
fair opportunity to recover prudently incurred revenue
requi renents, subject to the utilities' obligation to
productively manage and reasonably mtigate their costs.
On March 21, 2002, the Conmi ssion issued an additi onal
order addressing two principal questions: the utilities'
recovery of revenues |lost due to migration; and the extent to
whi ch statew de consistency in establishing rates for conpetitive
utility services could or should be acconplished. This order
required the utilities to include within their draft tariffs
i npl enenting their ECOS studies a mechanismto allow the recovery
of revenue shortfalls, net of avoided costs. The Comm ssion
ordered that the nmechani smrecover the prudent |evel of any
shortfalls, in part fromall custoners, and in part fromutility
full service custoners.' The March Order also directed that the
cal cul ation of customer mgration and associ ated revenue | osses
consi der "actual net mgration |levels,"
reali zed revenues conpared to the revenue forecasts utilized or
assurmed in establishing current rates. '?

n9

as well as the utilities'

The purpose of this

8 Novenmber Order, p. 14. Backout credits, or the anount
m grating custonmers no |longer pay the utility, are intended
to approximate the utilities' costs of providing a
conpetitive service. GCenerally, the utilities, Staff, and
the energy services conpani es (ESCOs) have agreed upon
backout credit levels without litigation and wi thout the aid
of detailed cost studies. In the absence of such studies,
however, it i1s not possible to determ ne whether the backout
credits are too high (thereby subsidizing the ESCOs), too | ow
(thereby constraining econom ¢ mar ket devel opnent), or
approximately correct (reasonably reflecting the utility's
cost of providing a conpetitive product or service).

°®  November Order, p. 5.

10 Case 00-M 0504, Order Establishing Paraneters for Lost
Revenue Recovery and I ncrenental Cost Studies (issued
March 21, 2002) (hereafter March Order).

oo1d., p. 24
12 1d., p. 24, n. 24,
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requirenent is to "ensure that the utility neither overrecovers

nor underrecovers revenues |ost to mgration . s

Concerning the issue of statew de consistency, the
Conmi ssion stated as foll ows:

, the [ECOS] studies must not be so
unlforn1y constrai ned that they cannot reflect
the real and material differences anong the
utilities; but neither can they be so disparate
that the el enents or conponents of conpetitive
service rates are significantly different from
utility to utility. Accordingly, we direct the
adm nistrative law judge to address in this
generic proceedi ng [the unbundling phase] any
chal l enges to the studies' nethods or any other
di sputes concerning the studies or the tariffs
that raise issues or policy questions of
statewi de concern. The judge is authorized to
determ ne which of the issues raised by the
parties should be determned in this proceeding
and which should be reviewed in a separate
proceedi ng mhere the rates woul d be
| npl enent ed. ?

The above orders also reflect the Comm ssion's intent
to i npl enent unbundl ed rates under a two-part process. The first
part (addressed in this recommended decision) is a review of the
utilities' ECOS studies and other issues of statew de concern;
and the second, to be undertaken in the context of individual
utility proceedi ngs, concerns the specific design and
i npl enentation of the unbundled rates, calculated in accordance
with the Comm ssion's decisions in this phase.

Fol I owi ng two Commi ssi on orders addressing scheduling
i ssues! and an order on rehearing!®, evidentiary hearings were
hel d to exam ne Con Edi son and NYSEG filings; they conmenced

Bd.
“ 1d., p. 28.

15 Case 00-M 0504, Order Regarding Schedul e (issued April 10,
2002), Confirmng Order (issued April 17, 2002); Order
Regar di ng Schedul e (issued June 10, 2002), Confirm ng O der
(i ssued June 19, 2002).

16 Case 00-M 0504, Order on Rehearing and Clarification
Petitions (issued May 30, 2002).

-4-
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Novenber 6 and Novenber 12, 2002 respectively.'” Four days of
heari ngs were held (Novenber 6-7 and 12-13), generating

1193 pages of transcript and 50 exhibits. Initial briefs
regardi ng the Con Edi son and NYSEG studies were filed on
Decenber 6, 2002 by the New York Energy Service Providers

Associ ation (NESPA), the National Energy Marketers Association
(NEM, and the Small Customer Marketer Coalition (SCMC), jointly
(ESCO 118): Anerada Hess Corporation (Hess), NEM NESPA, and SCMC
jointly (ESCO I1%); Central Hudson Gas and El ectric Corporation
(Central Hudson); Consolidated Edi son Conpany of New York

(Con Edison); the New York State Consuner Protection Board (CPB)
Keyspan Energy Supply, LLC (Keyspan Supply); Keyspan Energy

Del ivery New York and Keyspan Energy Delivery Long Island,
jointly (Keyspan Delivery); Miltiple Intervenors (M); NEM

Ni agara Mohawk Power Corporation (N agara Mhawk); Nucor Steel
Auburn, Inc. (Nucor); New York State Electric & Gas Corporation
(NYSEG); National Fuel Gas Distribution Corporation (NFGDC); and
Staff of the Departnent of Public Service (Staff). On

Decenber 20, all of the above parties except M filed reply
briefs.

B. Purpose of the Proceeding

As the Comm ssion has directed in a nunber of orders,
t he purpose of this phase of the proceeding is to exam ne the
ECOS studies filed by the utilities for the purpose of
i dentifying appropriate nmethods and policies to be applied in the
performance of the cost studies, the calculation of prices for
utility conpetitive services, and the recovery of conpetition-
i nduced | ost revenue. In addition, the extent to which these
nmet hods and policies should be applied on a consistent basis

7 "Ruling on Schedul e, Process, and Discovery (issued July 23,

2002) .

For the purpose of this brief, NESPA consists of
Constel | ati on NewkEnergy, Energy America, LLC, G eenMuntain
Energy Conpany, and Strategic Energy, LLC

19 For the purposes of this brief, NESPA consists of AES
NewEner gy, G eenhMuntain Energy Conpany, and Strategic
Energy, LLC

18
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t hroughout the state will also be exam ned. Individual rates to
be charged by the utilities for conpetitive or potentially
conpetitive services will not directly result fromthe decisions
made here. Rather, the issues decided here will require the

utilities (in this phase, Con Edison and NYSEG to rerun their
studies and to file final tariffs with unbundl ed prices for
conpetitive products and services, including a nechanismto
recover |ost revenues.

At its core, the effort here is to establish just and
reasonabl e prices for utility services and products that are or
may becone conpetitive as previously determ ned by the
Commission.?® It is critically inportant to the devel opment of
the retail markets that these prices be set in a manner that is
just and reasonable to all parties--consumers, utilities, and
ESCGCs.

The differing views of the parties, as discussed in
nore detail below, arise in part fromthe fact that the
i ntroduction of conpetition in a previously vertically integrated
nmonopoly market will initially result in higher total costs due
to the loss of the utilities' economes of scale (as the
utilities' services are provided to fewer custoners) and | oss of
econoni es of scope (as the utilities offer fewer products or

services). In other words, as the utilities |ose custonmers who
begi n purchasing electric or gas commodity, billing services,
nmetering services, etc. fromESCOs, the utility's costs will have

to be spread over fewer services and products or over fewer
custonmers.?’ Another way to express the concept is to understand
that total societal costs for any previously nonopoly function

20 Novenber O der.

2L |t is expected that the utilities' costs will marginally
decrease in the short-run (by short-run avoi ded costs), but
the utilities' estimates of those avoi ded costs have been
very small. However, the Comm ssion has determ ned that
custoners should be able to avoid paying for utility services
and products based on utility enbedded costs when they secure
such services and products froman ESCO.  The difference
bet ween these short-run avoi ded costs and the price of the
service calculated here may result in the utilities not
receiving all of the revenues allowed by the Conmm ssion in
setting rates.

- 6-
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will increase as conpetitors duplicate the capabilities of the
utilities, so long as the utilities' avoidable costs are |ess
than the ESCOs' margi nal costs. Therefore, the issue underlying
the majority of the argunents here is who should bear the burden
of the added costs in the market, or of the loss of utility
economi es.

The utilities are concerned that setting the price for
conpetitive services at any |evel above their short-run avoi ded
costs will result in a reduction in utility revenues (as
custoners nove to other providers) w thout an equal reduction in
costs, leading to reduced earnings. It is therefore
under st andabl e t hat NYSEG and Con Edi son cal cul ate the | owest
price for conpetitive services.?® Fromthe opposite perspective,
the ESCOs are concerned that if the utility's price is not set
wel | above the utility short-run avoi ded costs, retai

conpetition will not be possible. Thus, it comes as no surprise
that the ESCO price cal culations and policy recomendati ons are
many tinmes higher than the utilities'. Staff's concerns include

t he Conmm ssion's market devel opment policies (which benefit from
a higher utility price) and the need to maintain just and
reasonable utility rates (which goal benefits froma | ower
utility price).?® Staff presents two different cost study
methods (i.e., utility regulatory nethod [URM and the general
all ocation nmethod [GAM ), one (GAM resulting in a higher price
and the other (URM in a |ower one, but Staff does not recomend
ei ther approach as superior. Like the other parties, Staff

22 For exanple, for residential electric supply procurenent,

Con Edison calculates a price of 0.025 cents/kwh, and NYSEG
calculates a price of 0.04 cents/kwh. Staff's estimates
range fromO0. 11 cents/kwh (NYSEG to 0.286 cents/kwh

(Con Edi son), and the ESCO cal cul ati ons range from

0. 27 cents/kwh (NYSEG to 0.307 cents/kwh (Con Edison).
(Staff Initial Brief, App. A B.) The ESCOs further argue
that, for policy reasons, these prices should be set at
0.55 cents/kwh (ESCO I Initial Brief, p. 18.) The ESCO
policy-based prices are therefore 20 tinmes as |large as the
Con Edi son studi es suggest.

As the utility price for a conpetitive service is set at a
hi gher | evel, mgration increases the anmount of | ost
revenues, and upward pressure on utility rates results.

23

-7-
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concerns are evidenced in its presentation, but Staff's results
generally fall between those of the utilities and the ESCGCs.
From the consuner's perspective and as recogni zed by the

Comm ssion, a conpetitive market cannot develop if the consuner
is required to continue to pay the utility for retail services
that the consumer buys froman ESCO and the utility no |onger
provi des. %

As can be seen fromthe above, the utilities and ESCGCs
al i ke recomend what appears to be in their own financial best
interest. Staff offers two options for Conm ssion consideration
that |lie between the utility and the ESCO recomendati ons. As
Staff notes, the higher the retail price, the greater the utility
revenue erosion and, potentially, the larger the inpacts on
utility rates needed to recoup those | osses. Setting higher
utility rates for conpetitive services should al so have a
positive inpact on mgration and the devel opnent of retai
markets.?® On the other hand, |ower backout credits shoul d
mnimze upward pressure on utility rates, but may also limt the
rate of growh of the retail nmarkets. Therefore, we are faced in
this proceeding with bal ancing potentially conpeting objectives,
at least in the short-run, of pronoting conpetition and setting
| east-cost utility rates.

In this recomended decision | first address the
general nethodol ogi cal argunents raised by the parties and then
turn to a discussion of issues concerning the functionalization
and al l ocation of specific costs. Policy and other concerns
regardi ng net |oss revenue recovery are considered next, followed
by di scussion of the conpetitive and ot her ratenaking inpacts of
i npl enenting the results of the studies.

I'l. SETTI NG COVPETI Tl VE PRI CES
The argunents raised by the parties generally fall in
two categories: the proper conceptual approach to the cost
studies; and the nmethod that should be used to assign specific

24 March Order, p. 24.

%> Setting prices at too high a level risks encouraging
uneconom ¢ entry and unsustai nabl e markets.

- 8-



CASE 00- M 0504 - Unbundling Track

activity costs. The conceptual argunents nostly invoke negative
characterizations of one's opponents' studies (e.g., the
utilities' approach is utility-centric and inproperly based on
avoi ded cost principles; the Staff and ESCO studies are
result-oriented) or posit a general rationale to be applied to
i ndi vidual activity costs (e.g., Staff's URM and GAM
justifications).
Hi storically, specific types of utility costs have been
assigned using one of three different nethods: direct
assi gnment; special studies; and pro-rata assi gnnments based on
t he assignnment of other costs (e.g., labor) or revenues. The
di rect assignnment of costs, where there is a clear cost-causation
link, is the usual first approach in an ECOS study.?® For
exanpl e, the cost of poles and wires is obviously related to the
delivery function, and, therefore, the costs of the poles and
wires woul d be assigned to non-conpetitive services. |If
princi ples of cost causation do not clearly support the direct
assignment of costs to a particular service, special studies can
be perforned to determne where it is nbst reasonable to assign
the costs. For exanple, the nature of calls to a conpany's cal
center could be tracked and the costs of the call center could be
al | ocated based on the percentages of received calls that
concerned conpetitive and non-conpetitive services. Finally, in
cases where neither direct assignnments nor special studies are
practicable, costs may be all ocated to the various services
pro-rata, based on the direct assignnent of other costs or
revenues. For exanple, sonme adm nistrative and general (A&Q
costs tend to vary with total |abor costs and therefore m ght be
reasonably assigned to the various services pro-rata based on the
relative |evels of |labor costs directly assigned to each service.
Staff and other non-utility parties caution that sone
j udgnment nust be exercised to avoid allow ng the foregoing
traditional nmethod to lead to irrational results and that a

26 staff's GAM approach inplicitly challenges the reasonabl eness

of first using the direct assignnent of costs based on
princi ples of cost-causation, at |east for the purpose of
deriving prices for conpetitive services.

-9-
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hi erarchy of methods cannot be blindly foll owed, especially
considering that the unbundling effort is enploying ECOS studies
in a unique way.?" In addition, Staff and the ESCOs question the
reasonabl eness of the utility special studies. Staff contends
that these extrenmely detailed studies are very difficult and
costly to verify or reproduce, thereby giving the utility "a huge
advant age" related to its greater know edge of the studies
conpared to the know edge possessed by any other party.?® The
ESCOs contend that the utilities use special studies only where
it best suits their purposes, thereby suggesting that the utility
studi es were result-oriented. ?°

The utilities argue generally that the judgnent
exerci sed by the other parties violates principles of
cost-causation, resulting in an over-allocation of costs to
conpetitive services. Regarding special studies, the utilities
argue that their anal yses nore accurately assign costs to those
activities that cause them as required by the Conm ssion. *°
| gnoring principles of cost-causation will, according to the
utilities, provide uneconom c subsidies to ESCOs and result in
unjustified and unnecessary increases in utility rates.

Set forth below are the conceptual argunments raised by
each of the parties, followed by specific cost allocation issues.

A. Conceptual |ssues
1. Parties' Positions

a. Staff

Staff begins by quoting Bob Dylan - "the tinmes they are
a-changin' ."3 Its point is two-fold. First, ECOS studies,
historically used to determ ne and adjust inter-class returns and
rate designs for bundled utility service, are now being used for
the first time to establish unbundled rates for conpetitive

2" November Order, p. 11.

28 gtaff Initial Brief, p. 24.
22 ESCO| Initial Brief, p. 8.
30 March Order, p. 24.

31 staff Initial Brief, p. 5.

-10-
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services. Staff's second point is that the utilities have
conducted their studies with a "utility-centric" focus, based on
their historical way of doing business, and have thereby m ssed
the point of the cost study exercise. Staff contends that the
utilities' approach necessarily assunes that utilities are not
conpetitors and are not suppliers of conpetitive services. It is
fromthis perspective, Staff contends, that the utilities use
avoi ded cost principles to functionalize and assign costs, an
approach previously rejected by the Conm ssion. Staff also
chal I enges the use of special studies, arguing that verifying
themis burdensonme and that "regulators and customers shoul d not
bear the burden that their |ack of know edge causes."*?

For its part, Staff offers the URM and the GAM The
URM i s described a nmethod that treats delivery service as a base
service and conpetitive offerings as incremental. The GAMis
described as a nethod that treats each utility service
(conpetitive and non-conpetitive) as benefiting equally fromthe
utility's expenditures, resulting in a greater degree of revenue-
based cost assignnents than is reflected in the URM process,
whi ch nakes nore direct cost assignnents. Wiile there are a
nunber of differences between these approaches in the assignnent
of various activity costs, the GAMs results for Con Edi son
differ nost significantly fromthose of the URMin the assignnment
of information resources (IR) and call center costs, where GAM
assigns approxinmately $25 million nore to the conpetitive
servi ces than does the URM 3 For NYSEG the majority of the
di fference between the URM and the GAMis in the allocation of
A&G expense, where the GAM doubl es the assignment to conpetitive
functions. 3

32 gstaff Initial Brief, p. 24.

33 Con Edison's study and the Staff URM assi gn approxi mately

$12 mllion to conpetitive services fromthese costs, while
the GAM assigns approximately $37 million (Exhibit 44,
Schedul e SP10-C).

34 NYSEG s study and the Staff URM assign $8.4 million of A&G
costs to the conpetitive function, while the GAM assi gns
$16.6 mllion (Exhibit 78, schedul e SP-2R)

-11-
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b. Con Edi son

Con Edi son generally defends its studies, arguing that
it properly functionalized, assigned, and allocated its costs
based on a nethod that appropriately considered principles of
cost-causation. \Where a direct causal |ink was not clear but was
potentially indicated, Con Edison perforned special studies.
Where no causal connection could be identified, costs were
all ocated on a basis that related to the nature of the underlying
costs. Staff (especially in its GAM approach), the CPB, and the
ESCGOs, according to Con Edison, did not assign costs based on the
factors that cause them but on the basis of the results that
di fferent means of assignnment would produce, i.e., the

non-utility parties were "result-oriented.” Because they
"“continually conpared the Conpany's" study results to its current
conpetitive prices (i.e., backout credits) "as a nmeans of

di screditing the Conpany's studies,” Con Edi son concl udes, the
non-utility parties began their analyses with desired results,
and then proposed methods that woul d get themthere. %

Con Edi son al so challenges Staff's | oss of econom es of
scope theory. Staff's rationale |acks nmerit, according to Con
Edi son, because "conpetitive services neither contributed to the
econoni cs of scope reflected in the Conpany's rates nor are they
t he cause of the Conpany's past or ongoing incurrence of those
"36  According to Con Edison, the only economi es of scope
arise fromits position as a supplier of two services--
electricity and gas.?

costs.

c. NYSEG

Li ke Con Edi son, NYSEG defends its studies as
consistent with the Comm ssion's orders and with the principles
of cost causation. NYSEG argues that a four-tier hierarchy of

3%  Con Edison Initial Brief, p. 6, n. 14.

3¢ Con Edison Initial Brief, p. 5.

3 In ny opinion, N agara Mhawk's nore expansive view of "a

nmyriad of products and services" being provided by the
utility and contributing to econom es of scope, is the better
per specti ve.

-12-
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cost allocation nethods should be used (direct assignnent,
special studies, functional allocations (e.g., labor, rate base)
and general allocations (revenues)); it alleges the first three
steps were bypassed, in nost cases, by Staff and the remaining
parties.

According to NYSEG use of the Staff URM or GAM
"drastically overstates” the allocation of costs to conpetitive
functions, resulting in high retail prices that subsidize the
ESCOs. 3 Regarding the URM NYSEG states that the only open
i ssues are the functionalization of Credit and Col |l ection and
Custoner Contact costs on the basis of revenues. The GAM assi gns
all retail-service-related costs to all functions on the basis of
revenues, an approach, NYSEG contends, that could assign |arge
anounts of unrelated and unintended dollars to a specific
function, yielding a result-oriented ECOS study. The NYSEG
studi es avoided this problem the conpany suggests, by exam ning
its costs and applying reasonable and fair allocators based on
the activity that caused the underlying costs.

d. OQher Uilities

Ni agara Mohawk subm tted responsive testinony, and
Central Hudson, Ni agara Mhawk, Keyspan Delivery, and NFGDC fil ed
initial and reply briefs.

Ni agara Mohawk argues that the fundanental purpose of a
cost of service study is to establish Iinks between the utility's
incurred costs and the factors that cause themto be incurred.

It supports the hierarchy of cost assignnment nethods recomrended
by NYSEG and Con Edison and criticizes Staff for using functional
all ocators without first considering assignnents based on cost
causation principles, i.e., direct assignments or assignnents via
speci al studies.®® Regarding Staff's concern that speci al

studies are unfairly difficult to verify or challenge, N agara

38  NYSEG Initial Brief, p. 12.

39 Keyspan Delivery (Initial Brief, pp. 5-7) contends that the

use of functional allocators by Staff and the ESCCs abandons
princi pl es of cost-causation and adopts revenue allocators
t hat have no cost basis.
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Mohawk states that ". . . if we throw all special studies out the
wi ndow because they are difficult to review," the unbundling of
rates will not be acconplished.* N agara Mohawk al so argues

that Staff inproperly designed its proposals by considering the
| evel of unbundled utility prices as conpared to ESCO cost
structures (which costs are not contained in the record).*

Ni agara Mohawk al so criticizes the ESCOs' study for limting its
review to the PSC account |evel and for not breaking down those
costs for further analysis.

Finally, N agara Mohawk, Central Hudson, and NFCGDC al
express concerns that the decisions here on the Con Edi son and
NYSEG studies will establish binding precedents: N agara Mhawk
expresses the concern that the results " may have a binding
or precedential effect in N agara Mhawk's proceedi ng”; Central
Hudson argues that the results here " shoul d not have a
precedenti al consequence for Central Hudson or prejudice
consi deration of Central Hudson's ECOS studi es"; and NFGDC st ates
that "National Fuel's principle objective . . . is to insure that
matters addressed . . . [here] . . . not be deened to have
‘generic' applicability that would bind Distribution before it is
afforded its opportunity for hearings."* N agara Mhawk argues,
i ke Central Hudson and NFGDC, that its territory, costs, rates,
and retail access prograns differ in nost respects from Con
Edi son's and NYSEG s, and, therefore, that none of the issues
rai sed in these proceedings is "generic" in nature such that it
could be binding on the other utilities.

Central Hudson argues that the Conm ssion's objective
of establishing conpetitive retail markets " inplies a bias

40 Niagara Mohawk Initial Brief, p. 8. NFGDC (Reply Brief,
p. 6) also attacks the Staff position on special studies
claimng that it ". . . bespeaks a frivolity that should not
be count enanced. "

41 Niagara Mohawk Initial Brief, p. 18. Niagara Mhawk quotes
t he Comm ssion's March Order and Novenber Order for the
proposition that the purpose of the case is to establish
fully unbundl ed rates based on utility costs.

42 Niagara Mohawk Initial Brief, p. 33; Central Hudson Initia
Brief, p. 21; NFGDC Initial Brief, p. 1.
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in favor of high utility prices . . . to create maxi mal incentive
for customers to choose a third party supplier."* Concerned
about this alleged bias, Central Hudson argues that pricing
conpetitive services too high (and, accordingly, non-conpetitive
services too low) will create uneconom c synergy, uneconomc

m gration incentives, unecononic market entry, uneconom c
subsidies, wealth transfer fromcustoners to ESCOs, and,
potentially, unrecovered revenue requirenents. Citing the
State's experience with the six-cent |aw which set whol esal e
prices well above costs, Central Hudson urges that the Conm ssion
avoi d the inposition of uneconom c subsidies intended to junp
start specific conpetitive retail markets.?*

Central Hudson al so chall enges the appropriateness of
usi ng Con Edison's ECOS study for setting conpetitive prices,
argui ng that the Comm ssion has not based rates on historical
costs since it adopted a projected rate year.* Further, Central
Hudson contends that the existence of only one nornalizing
adj ustnment to Con Edi son's study suggests that the study does not
fulfill the Comm ssion's directive that nornmalizing adjustnents
be made if required to reflect anticipated changes.*® The
unreliability of Con Edison's study is further denonstrated,

43 Central Hudson Initial Brief, p. 3. In my view, there is no
inplied bias in the Unbundling Track of this proceeding. The
purpose here is to determ ne just and reasonable utility
prices for conpetitive services that are neither too high
(pronoting uneconon ¢ conpetition) nor too | ow (subsidizing
conpetitive prices with nonopoly revenues and preventing the
devel opnent of retail conpetition).

4 Central Hudson Initial Brief, p. 15. Central Hudson argues
that the only appropriate nethod to set conpetitive prices is
based on nmargi nal costs, a position contradicted by the
Comm ssion's previous decisions in this proceeding (Order on
Rehearing Petitions and Motions (issued January 24, 2002),

p. 6; March Order, pp. 15-17).

4 Central Hudson Initial Brief, pp. 6-10, citing the
Comm ssion's Statenent of Policy on Test Periods in Mjor
Rat e Proceedi ngs (issued Novenber 23, 1977).

46 Because all of the studies (Staff, CPB, ESCO, and Nucor) are
| argel y based on Con Edison's costs, Central Hudson argues
that none of the studies neet the Comm ssion's requirenments
(Central Hudson Initial Brief, p. 10).
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according to Central Hudson, by the fact that Con Edison's
existing rates are not based on cal endar year 2000 costs (the
ECOS studies are) and by the fact that ". . . no Staff
investigations into the prudence of Con Edi son's actual
expendi tures have been reported . AT

Central Hudson al so chall enges Staff's GAM net hod. 8
Wiile Staff clainmed the nethod all ocated econom es of scal e,
Central Hudson maintains it merely functionalized retailing costs
by revenues, w thout any show ng that econom es of scale are
related in any way to revenues. Central Hudson argues that Staff
of fered no objective basis for the GAM and that the suggestions
in Staff's testinony that the GAM may nore accurately reflect the
stand-al one costs of a utility conpetitor or that the retai
prices that result fromthe GAM may be necessary for the ESCGCs to
conpete were shown to | ack any factual basis.

After reviewi ng the various orders in this proceeding,
Keyspan Delivery concludes that the Con Edi son and NYSEG st udi es
have net the Comm ssion's requirenents for cal cul ati ng enbedded
cost - based unbundl ed rates. Consistent with the positions taken
by Central Hudson and N agara Mbhawk, Keyspan Delivery objects to
the Staff approach (especially the GAM and the ESCO study on the
grounds that they depart from concepts of cost-causation w thout
any supporting rationale. The conmpany al so notes that the
Comm ssi on has been sensitive to the required bal ance between
setting prices high enough to sustain a conpetitive market, but
not so high as to encourage inefficient conpetitors.* It argues

that setting utility conpetitive prices higher will result in

hi gher utility |lost revenues (thereby sending utility rates even

hi gher), and, in all likelihood, higher ESCO prices as well.
NFGDC states that its ". . . principal objective in

participating . . . is to insure that matters addressed .

[here] . . . not be deened to have 'generic' applicability that

71 d.

“  |d., pp. 11-14. Wiile CH al so opposes the URM nost of its
argunents focus on Staff's GAM
49 Keyspan Delivery Initial Brief, p. 15.
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woul d bind Distribution before it is afforded its opportunity for
heari ngs. ">

e. ESCOs

M. Richard Hornby submitted testinony on behal f of
Amer ada Hess Corporation (Hess), NESPA, NEM and SCMC. The
ESCO 1|l initial and reply briefs were filed on behalf of NESPA,
NEM and SCMC, while the ESCO Il briefs were submtted on behal f
of Hess, NEM NESPA, and SCMC. In addition, NEMfiled separate
initial and reply briefs, as did Keyspan Supply.

As a general matter, the ESCOs chal | enge t he adequacy
of the Con Edi son and NYSEG filings, urging that they be
rejected. ESCO | argues that the utilities want to offer
i nexpensi ve conpetitive products and to subsidize that offering
with inflated prices for nonopoly services.® Unverifiable
speci al studies and inproper avoi ded cost nethods, according to
ESCO |, have been used by the utilities to inflate the costs of
nmonopol y services and mnimze the costs of conpetitive services.
In addition, ESCO |1 contends that the utilities have violated

cost-causation principles in a nunber of areas. It concl udes
that the utilities have not presented a prina facie case.
ESCO Il argues that the utilities have ignored the new

conpetitive environnent by "severely" understating the |evel of
uncol | ecti bl es, custonmer care, and A&G costs to be assigned to
conpetitive service offerings.® Applying traditional ECOS
principles is appropriate regarding the direct allocation of
costs, according to ESCO Il, but, in light of the new conpetitive
environnment, the use of traditional approaches for the allocation
of certain indirect and overhead costs may not be reasonable. >

0 NFGDC Initial Brief, p. 1.
°L.  ESCO | Initial Brief, p. 2.

2 ESCO Il Initial Brief, p. 4.
> ESCO Il cites the November Order (p. 11), where the
Comm ssion stated: "Finally, the functionalized unbundling

of conpetitive services envisioned here has not been
attenpted previously, and, therefore, past nethodol ogi es may
not provide much useful guidance for the current effort.”
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Regardi ng the Con Edi son study, ESCO Il argues that the utility
focused on functionalizing the vast majority of clearing account
and A&G costs as being related to the utility's regul ated
service, thereby rendering the presentation unreasonable on its
face. The study produces irrational results, argues ESCO ||, as
shown by its allocation to regul ated services of 95% of
uncol | ectible costs, 79% of customer care costs, and 97% of A&G
costs even though regul ated services are allocated only 39% of
the conpany's direct costs.>

Keyspan Supply argues that Con Edi son's study all ocates
a "higher-than-appropriate" share of costs to its nonopoly
service by focusing on the costs Con Edison would avoid if it no
| onger offered conpetitive services.> This is not the type of
study the Conm ssion required, according to Keyspan Supply, and
the conpetitive prices that result are not cost-based and woul d
stifle the devel opnent of conpetition. Keyspan Supply generally
supports the ESCO and Staff studies (especially Staff's GAM
met hodol ogy), finding themnore representative of Con Edison's
costs of providing conpetitive services.

NEM urges that Con Edison's study be rejected for
failing to conply with the Commi ssion's order, or, at a mninmm
that the ESCO adj ustnments to Con Edison's study be adopted. °®
According to NEM Con Edison filed an avoi ded cost study rather
than the required enbedded cost study, resulting in an
"enornously disproportionate share" of costs being assigned to
t he nonopoly service. NEM contends that the assignnment in Con
Edi son's study of only 2% of the conpany's revenue requirenent to
contestabl e services while 39% of its revenues are generated by
t hose services supports the conclusion that Con Edi son's approach
i S unreasonabl e.

NEM al so chal |l enges Staff's URM nethod. It suggests
that a "fundanmental economi c inperative" to the design of

°  ESCO Il Initial Brief, p. 10. ESCO Il Initial Brief, p. 29
al so characterizes the Staff and CPB presentations as
consistent with the presentations of the ESCO wi tness.

% Keyspan Supply Initial Brief, p. 3.

°® NEM Initial Brief, p. 1.
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unbundl ed prices is a determ nation of whether ESCOs would find
it difficult to compete against the utility's retail price.?
According to NEM the URM adopts the utilities' avoided cost
approach, and even Staff's GAMyields artificially lowrates. It
woul d accept the Staff GAM as nodified by witness Hornby until a
proper study can be conpl et ed. °8

As a final matter, ESCO | and Il offer another
conceptual approach for the Comm ssion to consi der--establishing
a uniformstate-wide price for utility retail electric commodity
sales of 5.5 mllIs/kwW for residential service and 5.0 m |l s/kWwh
for large commercial and industrial service. Current rates
(2 mlls/4 mlls for Con Edison), according to these ESCOs, have
not led to robust retail conpetition and have not created
appropriate incentives for the utilities to control their costs.
Nor are the studies as adjusted by Staff, CPB, Nucor, or, one
assunes, by the ESCOs thensel ves adequate to produce reasonabl e
results. Accordingly, the ESCOs begin with the results of
Staff's GAM net hod, which assigned $105 million of retailing
costs (out of $201 mllion) to conpetitive services. The ESCOs
then all ocate the balance of retail costs also to conpetitive
services. A 100% allocation of retailing costs to the
conpetitive function results in Con Edison electric retail supply
rates per kWh of 5.68 mlls (residential) and 5.08 mlls
(comrercial & industrial) and NYSEG supply rates of 4.6 mlls
(residential) and 3.4 mlls (conmrercial & industrial).® Based
on the Conmi ssion's desire for sonme | evel of statew de
consi stency, the ESCOs reconmend a single statewide rate for
retail electric supply of 5.0/5.5 mlls. According to the ESCGCs,
"[t]he positive inpact of a single state-w de nunber nore than

outwei ghs any 'inprecision' that may result."® The inadequate

> Id., pp. 14-15.

%8 For Con Edison electric supply, Staff's GAMresults are

roughly 7% | ower than w tness Hornby's, whereas for gas
supply, Staff's GAMresults are roughly 8% hi gher than
Wi tness Hornby's (Staff Initial Brief, Appendix A).

*® ESCO|I Initial Brief, p. 17, Appendix A B, C.
® Id., p. 18.
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cost studies, the need to enhance the devel opnent of retai

mar kets, and the requirement to develop rates that reflect a
realistic appraisal of all of the issues and concerns all lead to
t he concl usion, say the ESCOs, that these uniform statew de rates
shoul d be adopt ed. °*

f. CQustonmer Representatives

CPB and Nucor filed testinmony and initial and reply
briefs, and M filed an initial brief. Each of these parties
general ly opposes the utilities' studies and warns that adopting
such studies will adversely affect the devel opnment of conpetitive
mar ket s.

CPB recommends that the Con Edi son and NYSEG st udi es be
rejected for assigning excessive |levels of costs to the nonopoly
function and thereby setting conpetitive prices "far bel ow
actual costs.® The results recomended by CPB coincide with the
Staff URM and it recomends, in addition, that the Comm ssion
consider the Staff GAM and t he ESCO approaches, while al so
consi dering potential inpacts on utility rates.®

Nucor focuses on NYSEG s presentation, noting at the
outset that, unlike Con Edi son, NYSEG has the potential to
generate significant profits (or |osses) on the sale of
comodity. ® Accordingly, NYSEG has a vested interest, Nucor
mai ntains, in maximzing its owmn commodity sales and m nim zing
ESCO sal es, which interests would be served by a | ow conpetitive
price. Nucor argues that NYSEG has done precisely that by
assigning costs to its delivery function that should be assigned
to conpetitive services. Based on its analysis show ng that
20% of NYSEG s overall profits could result fromits sale of

@ EsScO 11, p. 30.
2 CPB Initial Brief, p. 3.
& d.

®  Nucor Initial Brief, p. 1.
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comodi ty, ® Nucor argues that 20% of NYSEG s A&G expenses shoul d
be assigned to its conpetitive services.

M al so focuses on the NYSEG proposal s, arguing that
unbundling is useful only if benefits result to consuners and to
the further devel opnent of conpetitive markets. M expresses
three concerns: unbundling should not result in increased rates;
unbundl i ng shoul d not be used to shift costs fromconpetitive
services to non-conpetitive services; and unbundling should not
be used by the utilities as an opportunity to recover "ridicul ous
"6 Regardi ng cost
al l ocations, M argues that the utilities are attenpting to

anounts of purportedly stranded costs.

assign "all possible costs" to non-conpetitive services, using
what appear to be avoided cost principles in the enbedded cost
studies.® M also notes that under NYSEG s recently approved
rate plan the utility "is expected to earn substantial profits”
fromconpetitive conmmodity sales, and it speculates that this
profit opportunity has already resulted in increased costs
attributable to conpetitive functions and shoul d be expected to
do so in the future as well. It suggests that these increased
conpetitive costs have not been reflected in NYSEG s study. This
makes it even nore inportant, according to M, that adequate
costs be allocated to the supply function.

2. Discussion
Most of the conceptual argunents raised by the parties
can be answered by reference to earlier Conmm ssion decisions in
this proceeding. On nore than one occasion, the Conmm ssion has

®  Unlike Con Edison's pass-through of commodity costs, NYSEG s

bundl ed-rate option (BRO) is priced to offer the utility a
profit opportunity. Roughly 90% of NYSEG s custoners are
taki ng service under the BRO rate at the begi nning of 2003.

® M Initial Brief, p. 4. Regarding rate increases, the
Comm ssion has held that unbundl ed rates should be
i npl enented in a revenue neutral manner (Novenber O der
p. 4). The Conmm ssion has also noted that the costs at issue
are not uneconom c capital costs (i.e., stranded costs), but
revenue requirenment expenses that may not be covered by
revenues due to custonmer mgration (March Order, p. 23).

M Initial Brief, pp. 8 9, n. 10.
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declared its intention to create separately stated prices for
conpetitive services based on the utilities' enbedded costs.
Wil e the Comm ssion recogni zes that principles of cost-causation
can be inmportant,® it has al so noted that using ECOS studies to
derive conpetitive rates is a uni que undertaking, and approaches
used in the past may be of little guidance now.®® Fromthe
custoner's perspective, the Comm ssion noted that the
attractiveness of retail options will be dimnished, and the
devel opnment of the retail market inpeded, unless the custoner can
avoi d paying the utility for services it no |longer purchases.
Therefore, the task here is to establish prices for utility
conpetitive services that are just and reasonable to all parties:
to consuners, both those who may desire to purchase conpetitive
services from ESCOs and those who remain with the utility; for
utilities, who are entitled to a reasonable opportunity to
recover their prudently managed costs; and for the ESCOs, should
be allowed to conpete against utility costs that are not
subsi di zed by nonopoly revenues.

a. Uility Studies

On the basis of the record and the parties' briefs, |
conclude that the Con Edi son and NYSEG studi es generally conply
with the Comm ssion's directives and can provi de an adequate

starting point for establishing unbundled conpetitive rates. The
vast majority of Con Edison's and NYSEG s revenue requirenents
have been assigned to conpetitive and non-conpetitive functions
on a cost-causation basis wi thout challenge. While significant

di sagreenents exi st over the appropriate assignnent of specific
retailing and overhead costs (discussed in the next section), the
bul k of each conpany's costs have been appropriately unbundl ed.
The argunents of the non-utility parties that the studies violate
the Comm ssion's directives are grounded in disagreenents over
the appropriate allocation of a relatively small anount of

®8  March Order, p. 24..
®  November Order, p. 11.
©  March Order, p. 24.
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overhead and retailing costs, not on challenges to the majority
of the dollars allocated by the studies. 1In effect, these
parties are arguing that the results of the studies are

i nappropri ate because a few of the costs have not been properly
assi gned.

Sonme of the non-utility parties have al so urged that
t he Con Edi son and NYSEG studi es be rejected based on conpari sons
of the study results with overall revenue requirenents, with the
exi sting, negotiated backout credits, or with (unknown) ESCO cost
structures or stand-al one costs. In ny view, none of these
argunents justifies a rejection of the entirety of the utility
st udi es.

If all the utilities' costs are reasonably and fairly
assigned to conpetitive and non-conpetitive services, the results
will be just and reasonabl e rates, whether the assignnments exceed
or fall short of existing backout credits and regardl ess of their
relationship to other appropriately assigned utility revenue
requi renents. Further, the purpose of the unbundling track is to
unbundl e utility costs and set utility rates based on those
costs, ™t not to set rates based on a conparison wth ESCO costs,
which, in any event, are not part of this record.

Central Hudson raises two unique argunments as the only
utility party urging rejection of the Con Edi son and NYSEG cost
studies. It first contends that prospective utility prices

L Sonme have argued that the purpose of this proceeding is to

foster the devel opnent of conpetitive markets, and clearly
that is one of the purposes of the Conpetitive Markets
Proceedi ng. However, the Unbundling Track addressed herein
was created only to expeditiously consider rate unbundling as
one of the prerequisites to fostering market devel opnent
(Order Directing Expedited Consideration of Rate Unbundling,
supra). Techniques to increase the rate of custoner
mgration or to otherw se foster nmarket devel opnment were
addressed in the recomended decision in the main proceedi ng.

2 NEMis mistaken in arguing that a fundamental econonic

inperative is the determ nation of whether ESCOs coul d
conpet e agai nst the prices being set here. For one thing,
the record here is inadequate on this issue. Mre
fundamental |y, conpetition in the nmarketplace will determ ne
if ESCOs can conpete, and the musings of regulatory
authorities on this question are irrelevant.
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shoul d not be based on historical costs in light of the
Comm ssion's | ong-standing policy of setting rates on the basis
of prospective costs. As a general matter | agree, and, in the
future, unbundled rates for conpetitive services should be set in
the context of a formal rate proceeding (including formal cost of
service studies), where existing and future mgration rates and
utility cost mtigation efforts can be exam ned for their inpact
on revenues and revenue requirenments. At this tine, however, no
utility rate plan incorporates these considerations and it may be
years before formal rate proceedings are avail able for every
utility to inplenent this preferred approach. By creating a
proceedi ng to expeditiously establish conpetitive rates, the
Comm ssion has inplied that awaiting fornmal rate proceedings is
not in the public interest. |In addition, the Conmm ssion has
stated on a nunber of occasions that conpetitive rates should be
set as soon as reasonably possible on the basis of enbedded
costs. Further, this is not a major rate proceeding to which the
1977 Policy Statement would apply, as the Conmission's intent is
to inplenent rates here in a revenue neutral manner; and even if
the general policy did apply on its face, it should not be deened
to control the Commi ssion's explicit directions to the contrary
in this proceeding.

Central Hudson's second argunent is that Con Edison's
2000 costs are unreliable--first, because Con Edi son made only
one normalizing adjustnment to account for known or anticipated
changes, and, second, because Staff did not undertake a prudence
revi ew of Con Edison's 2000 costs.” Wiile the theory of this
argunment may be sound, it fails froma lack of proof. There is
no evidence in this record identifying any required normalizing
adj ustments to Con Edi son's studies that were not made, and
Central Hudson fails to identify any such required adjustnents.
Simlarly, Central Hudson fails to identify any of Con Edison's
costs that should be deened even prina facie inprudent and
subject to renoval fromits studies on that account. Therefore,

It is at least unusual that a utility is suggesting the need

for a Staff prudence investigation.
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Central Hudson's challenges to Con Edison's study are purely
specul ati ve and are not adopt ed.

b. Staff's URM and GAM

Wiile the theories supporting Staff's URM and GAM
nmet hods are attractive, | do not find themoverly useful in
deci di ng upon the assignnment of specific costs to conpetitive or
non-conpetitive services. For exanple, Staff functionalizes
uncol | ecti bl es by revenues under the URM because an unpaid bill
contains both conpetitive and non-conpetitive revenues (a
cost-causation argunent); under the GAM Staff perfornms the sane
functionalization, but justifies it as pro-rating the costs and
economni es of scope of shared retailing efforts.’™ It appears
fromboth the general and specific Staff argunents that the URM
is not much nore than the assignnment of costs based on principles
of cost-causation. It is not clear how foll owi ng cost-causation
principles results in treating "utility delivery service as a
base service with other services being treated as increnental

Staff's GAM however, does appear to vary significantly
fromthe straightforward application of cost-causation
principles. The GAM allocates retailing costs to all services on
a pro-rata revenue basis in an effort intended to establish
retail prices that are not unduly influenced by the econom es of
scope possessed by the utilities' overall operations. 1In ny
view, this approach presents a nunber of conceptual problens.
First, there is no evidence in the record of the magnitude of the
utilities' econom es of scope. By how nmuch would the utilities
costs increase if those economes did not exist? Does allocating
costs by revenues have any relationship to the nagnitude of the
utilities' econom es? Because there is no answer to these
guestions, it is inpossible to conclude that the GAM cost
assignments add an amount to the conpetitive price that fairly
offsets the utilities' econom es of scope.

n 75

" staff Initial Brief, p. 19.
o 1d., p. 6
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Further, | question whether it is just and reasonabl e
to set a utility price, as the GAM does, by functionali zing
additional costs to the conpetitive services based on an
econoni es- of -scope theory, while decreasing costs assigned to

non-conpetitive services. |If conpetitive rates are set at the
GAM | evel (thereby, in theory, not reflecting utility econom es),
rates for non-conpetitive services will be set bel ow existing
costs, custoner mgration will create ever greater |evels of

revenue requirenment shortfalls, and higher utility rates wll
necessarily result. Sinply allocating nore of the utility's
actual costs from non-conpetitive services to conpetitive
services without regard to cost-causation does not, in my view,
reasonably approximate the elimnation of scope or scale
econonmes fromthe utilities' cost structures or nore reasonably
spread the utilities' costs. The approach sinply strays too far
from concepts of cost causation to yield reasonable results.’®

Finally, and the ESCGCs' argunments to the contrary
notw t hstanding, | cannot conclude fromthis record and the
experience of retail access to date that prices set as high as
the GAM | evel are required for retail conpetition.’” For
exanple, retail mgration in the Con Edison territory has been
conparatively successful with prices set at 70% of the GAM rat e,
while retail access in the NYSEG territory has been | ess
successful even though prices are set at 180% of the GAMrate. '®
It would appear, as Staff testified, that many factors beyond the
utility's conpetitive price can significantly influence the
success or failure of retail conpetition.

Accordingly, | do not reconmend that the GAM approach
be adopted as a matter of statewide policy. |Its adoption could
lead to a potentially substantial increase in utility rates, and

" Con Edison argues, for exanple, that the application of the

GAMto its informati on resources costs so over-assigns costs
to the conpetitive function that the results are irrational.

" If rates are set at too high a level, both the conpetitive

mar kets and the econony of the State could be substantially
har ned.

®  gStaff's Initial Brief, App. A, B. The conpetitive rates used
in the conparison are for residential supply.
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it my not, in any event, result in rates that are just and
reasonable to all. Meanwhile, the URM approach is

i ndi stinguishable fromthe general application of cost-causation
principles, and both are consistent with the directions of the
Conmi ssion. However, the devil is in the details of the
application of these principles, as discussed bel ow under
"Specific Costs.” An ECOS study approach, reasonably based on
cost causation principles but with sufficient flexibility to
consi der the reasonable interests of consunmers, is the nethod

t hat should be used in all ECOS studies.

c. The ESCO St atew de Approach
The ESCOs are unpersuasive in arguing that a single,
statewi de price be established for the electric supply function.

Their reconmmendation is grounded in an adjustnment of Staff's GAM
all ocation of retailing costs. Under GAM Staff all ocates 52% of
retailing costs to the conpetitive functions; the ESCCs all ocate
100% This would inply, unreasonably, that the nonopoly delivery
services inpose no costs for computer resources, call center
operations, credit and collections efforts, etc.’” This method
abandons princi pl es of cost-causation and produces an irrational
result. In addition, these rates, the highest proposed in the
proceedi ng, are well above existing rates, and, while not
quantified in this record, the inpact on utility rates from /| ost
revenues could be significant.

It mght be ideal fromthe perspective of market
devel opnent to have a single statewi de rate agai nst which to
conpete, but the fact is that costs vary to a significant extent
fromutility to utility, and a uniformrate would be neither
cost - based nor equitabl e.

" ESCO| Initial Brief, App. A has a conplete list of the
activities.
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For the foregoing reasons, the ESCOs' statew de price
proposal is not reconmended.

d. Special Studies

Staff argues that it is burdensone to understand and
verify special studies. Accordingly, it contends, "it is not at
all clear that parties should be put through the tinme and
trouble” to analyze them and "regulators and custoners shoul d
not bear the burden that their |ack of know edge causes."8 The
ESCOs al so argue that the Con Edi son and NYSEG speci al studies
shoul d be rejected because they have all egedly been produced only
for the purpose of maxim zing cost assignnents to non-conpetitive
services.® Understandably, the utilities defend their own and
each others' studies, suggesting that a nore-than-sufficient
opportunity to investigate them was provided between their filing
in March 2002 and the commencenent of hearings in Novenber
2002. 83

Wil e the acceptability of various aspects of the
special studies filed by Con Edi son and NYSEG wi || be di scussed
bel ow, they should not be rejected on the generic grounds that
they are conplicated and difficult to analyze or that they have
consi stently been inproperly used. Enough tine has been all owed
for all parties to investigate these studies, and specific
chal l enges to them have been raised. Special studies can be an
appropriate nethod for assigning enbedded costs, and the fact
that they are conplicated and require significant efforts to
revi ew shoul d not disqualify them

8  The utilities' conplaint that this proposal was first made in

the ESCO briefs is not controlling. Wile the proposa
shoul d have been earlier disclosed, this aspect of the case
deals nostly with policy questions, and a reasonable
opportunity to respond to the proposal has been provided.

8  staff Initial Brief, p. 24.
82 ESCO | Initial Brief, p. 28.

8  Central Hudson Reply Brief, pp. 13-14; Con Edi son Reply
Brief, pp. 3-4;, NFGDC Reply Brief, p. 6; NYSEG Reply Brief,
pp. 16-18; N agara Mhawk Reply Brief, pp. 3-4.
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e. Binding Precedents

NFGDC, Ni agara Mohawk, and Central Hudson express
concerns that they not be bound by decisions nade in the review
of the Con Edi son and NYSEG ECOS studies. Each argues that it
differs materially fromboth Con Edi son and NYSEG but N agara
Mohawk's clains in this regard are especially broad. It clains
that its ". . . service territory, rate and cost structure,
settl ement agreenents, operations, services, customer mx, retai

access prograns and tariffs are different in nbst respects from
Con Ed's and NYSEG s."®

The evidentiary records to be conpiled for each of
these allegedly disparate entities in the balance of the
Unbundl i ng Phase wi Il determ ne whether these clains can be
supported or whether any of the concl usions reached here m ght
al so be appropriate for any of the other utilities. G ven that

t hese concerns have been the subject of two prior rulings and
that the evidence supporting these clains has yet to be revi ewed,
no purpose woul d be served by further discussion here.?8°

B. Specific Costs

In this section, the disputes over the allocations and
assignments of specific costs in the Con Edi son and NYSEG st udi es
will be addressed, followi ng a brief discussion of the context
wi t hin which these decisions are bei ng nade.

As noted above, Staff began with the assertion that
" quoting Bob Dylan. Central
Hudson casts aspersions on this authority, characterizing Dylan's
song as the thenme song of 1960s radicals; but, regardless of the
credibility of the source, Staff appears to be correct.® The

“"the times they are a-changin',

8 N agara Mohawk Initial Brief, p. 33 (enphasis added).

8  Case 00-M 0504, Ruling on Mdtion to Strike (issued Cctober 7,
2002), and Ruling on Schedul e, Process, and D scovery (issued
July 23, 2002).

Wiile the Dylan lyrics may apply to the utility industry

t oday, perhaps nore apposite for a utility |ament woul d be
Paul Sinmon's lyrics: "Tinme, tine, tinme, see what's becone of
me, while | |look around for ny possibilities. | was so hard
to please.” (A Hazy Shade of Wnter, © Paul Sinon, 1966.)

86

-29-



CASE 00- M 0504 - Unbundling Track

structure of the utility industry in New York as it existed for
al nost a century is today significantly different. Wth the

di vestiture of generation, utilities no | onger have billions of
dol l ars of generating plant rate base; they no | onger buy gas,
oil, coal, and enriched uraniumfor generating fuel; and they no

| onger have substantial payrolls and rel ated | abor expenses at
generating plants. 1In place of the plant and fuel expenses,
utilities now incur substantial purchased power costs, facing
very different purchasing decisions that can significantly affect
both the | evel and the volatility of energy rates.

In addition, a nunber of services provided solely by
the utilities for decades are now open for conpetition. Wile
Con Edi son does not conceive of itself as a conpetitor for energy
supply, the ESCOs who are attenpting to lure its custoners away
no doubt have a different inpression. Further, despite the
utilities' arguments to the contrary,® a utility still has a
vested interest inretaining its custoners, even if, |ike Con
Edi son, the cost of supply is passed through to custoners wi thout
a profit margin.® This interest is grounded in the perceived
uncertainty regarding the recovery of revenues |ost due to
m gration. Based on the briefs filed by the utilities, that
uncertainty, in turn, appears to be grounded both in the
Comm ssion's limtation that | ost revenue recovery will be
permtted only if the utilities can establish that they
"productively nanage and reasonably mitigate their costs
in the uncertainty surrounding the ultimate operation of the |ost
revenue recovery mechani sm

It seens apparent, therefore, that the tinmes have
changed quite substantially for the utilities, regarding their
cost structures, business plans and opportunities, and earnings

"8 and

8 NFGDC Reply Brief, p. 7; Keyspan Delivery Reply Brief,
pp. 2-3; Con Edison Reply Brief, pp. 1-2.

8  There can be no doubt that NYSEG has a direct financia

interest in retaining custoners on its BRO rate due to the
profit potential allowed on the comodity included in that
bundl ed service as a result of its nost recent rate

pr oceedi ng.

8  March Order, p. 23.
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risks. This underscores Staff's point that ECOS studies
performed today to devel op conpetitive rates nust be perforned
with the new | andscape in mind. As the Comm ssion noted, the
hi storical application of ECOS concepts and net hods "nay not
provi de much useful guidance for the current efforts."%

Wth this background in mnd and with the expectation that the
times will continue to change, the disputes over the assignnment
of specific costs will be addressed.

Staff chall enges Con Edi son's functionalization of the
costs of credit and collections, uncollectibles, gas sales
pronoti onal expenses, working capital, information resources, and
gas reliability costs.® The ESCOs chal |l enge the
functionalization of all custonmer care activities (e.g., call and
service centers, conplaints, credit and collections, theft of
service), uncollectible costs, and A&G expenses.® The CPB
chal I enges the functionalization of credit and collections and
theft-rel ated costs, overhead costs, and gas pronotion costs.
Many of the sanme issues are raised concerning NYSEG s study, and
additional issues are raised by a | ate-joined question on the
return on equity (ROE) NYSEG used in its study, the appropriate
assignment of costs to the neter ownership function, the proper
al l ocation of natural gas call center costs, and the proper
al l ocation of regulatory conm ssion expenses. FEach of these
areas i s discussed bel ow.

1. Credit and Coll ections
Con Edi son and NYSEG functionalized 100% of credit and
collection costs (including theft of service related costs) to

t he non-conpetitive delivery services. Staff assigned a portion
of the costs (about 53% to non-conpetitive services and a

% Novenber Order, p. 11.
1 staff Initial Brief, pp. 25-31.
2 ESCO Il Initial Brieff, pp. 12-28.

-31-



CASE 00- M 0504 - Unbundling Track

portion (about 47% to conpetitive services, ® based on revenues,
as did the ESC0s® and CPB.

Con Edi son defends its functionalization with the claim
that it ". . . incurs credit and collections costs in providing a
singl e product--delivery service."®® According to Con Edison,
even if 100% of its custoners were to mgrate to ESCO conmodity
service (thereby reducing Con Edison's total revenues by
40% 50% , Con Edison's credit and collection activities and costs
woul d neverthel ess remain the same, as would its |egal
obligations to the mgrating custoner.® Because its costs will
not decrease proportionally with an increase in custoner
mgration to other commobdity suppliers, Con Edi son concl udes that
credit and collection costs are all attributable to non-
conpetitive delivery service.® Perhaps nost broadly, Con Edison

contends ". . . that its credit and collection and theft related
activities were devel oped to support the Conpany's nonopoly
service - i.e., delivery service and not conpetitive functions

."%® Finally, Con Edison contends that if these costs should

be allocated to all functions, the allocation should be done on
t he basis of |abor, not total revenues.

NYSEG | i kewi se argues that it assigned 100% of these
costs to delivery services because it would continue to incur
these costs even if all customers migrated to conpetitive
commodity suppliers.® In effect, NYSEG contends that the
requi renents of the Home Energy Fair Practices Act (HEFPA), a

%  Exhibit 47, schedul e SP10-C.

%  The ESCOs functionalized costs on the basis of revenue

requi renents | ess overhead costs (ESCO Il Initial Brief,
p. 23, n. 22), which should produce conparable results.

%  Con Edison Initial Brief, p. 18.

% 1d., pp. 18-109.

97 Con Edi son contends that there is no basis in the record to

conclude that there is a linear rel ationship between credit
and collection costs and custonmer mgration (Con Edi son Reply
Brief, p. 8), despite M. Hornby's illustrative testinony to
the contrary (Tr. 1064-1067).

% 1d., p. 4.
% NYSEG s Initial Brief, p. 15.
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maj or driver of its credit and collection costs, result in the
conpany's inability to avoid any of these costs regardl ess of the
|l evel of retail migration. NYSEG also argues that its
functionalization of these costs is consistent with the

Comm ssion's March Order, which required, in preparing the ECOS
studies, a consideration of efforts in related areas, such as the

orders issued in the Alternate Billing Arrangements Case. 1%
Because those orders designated certain activities as conpetitive
for billing purposes, but did not include credit and coll ection

costs within those conpetitive functions, the conpany views its
100% functional i zati on of these costs to non-conpetitive
functions as consistent with the Comm ssion's orders, and the
adj usted functionalization of the non-utility parties as contrary
to those orders. The argunents of those parties fail,
according to NYSEG because they do not acknow edge that
mgration will not enable NYSEG to avoid any costs in this area.
The other utilities (Central Hudson, Keyspan Delivery,
and Ni agara Mhawk) generally support the approach taken by Con
Edi son and NYSEG Central Hudson contends that, if principles of
cost causation are appropriately applied and the utility ceases
an activity, then the costs applied to that activity would al so
cease. Conversely, it argues, if costs do not cease when a
custoner mgrates to another provider for a conpetitive service,
then it cannot be argued that the conpetitive service "caused"
the cost. This is not the application of an avoi ded cost
met hodol ogy, according to Central Hudson, but the proper
application of cost causation techniques. ! Keyspan Delivery
argues that the non-utility parties abandon principles of cost

100 |1d., pp. 16-17.

%1 The conpany cites (Initial Brief., p. 17) two orders:

Case 99- M 0631, Custoner Billings Arrangenents, O der
Provi di ng for Custonmer Choice of Billing Entity (issued

March 22, 2000), and Order Establishing Uniform Retail Access
Billing and Paynent Processing Practices (issued May 18,
2001) .

102 NYSEG Reply Brief, pp. 25-27.
103 Central Hudson Reply Brief, p. 20.
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causation in an effort to develop inflated conpetitive rates. %
Ni agara Mohawk contends that credit and collection costs are
driven by the nunber of bills generated, not by revenues, and the
non-utility parties' use of revenues as an all ocator abandons
cost causation principles.

Staff argues that these costs are anal ogous to
uncol I ecti bl e costs and should be functionalized on the sane
basis--i.e., by revenues. Staff notes that both utilities
provi de commodity service, and there is no |ogical reason not to
allocate credit and collection costs to such services, other than
by using an avoi ded cost approach, which has been rejected by the
Conmi ssion. Staff also notes that the results of credit and
collection activities are to generate revenues for the conpany,
whi ch include revenues for both commodity sal es and delivery
sales. Accordingly, it argues, the costs of the activities
shoul d be associated with the benefits.

The other non-utility parties generally agree with
Staff. CPB contends that allocating no portion of credit and
coll ection costs to comodity services is sinply irrational .
Keyspan Supply argues that Con Edison's results reflect use of a
t op- down unbundl i ng approach rather than the bottom up approach
directed by the Commission.!® NEMargues that the utilities
all ocations are an attenpt to have the Conm ssion adopt an
avoi ded cost approach under the guide of cost causation, a
position the Commission has al ready rejected.!® Nucor concurs
regardi ng NYSEG s studi es. 1%°

104 Keyspan Delivery Reply Brief, pp. 5-7.

105 Ni agara Mohawk Reply Brief, pp. 5-7.

106 CPB Reply Brief, p. 4.

107 Con Edi son's approach was top-down, according to Keyspan

Supply, because Con Edison first assigned its total revenue
requi renent for delivery service to non-conpetitive services
and only thereafter exam ned the remaining costs (Keyspan
Supply Reply Brief, p. 2).

108 NEM Reply Brief, p. 2.

109 Nucor Reply Brief, p. 2.
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The Con Edi son and NYSEG studi es are not avoi ded cost
studies; rather, they are based on traditional concepts of cost
causation. It is uncontested that the costs all ocated and
assigned in the studies are enbedded costs, and there is no
calculation in the record of what the costs would be at the
margin--i.e., if a single custonmer left or were added to the
system Furthernore, as Central Hudson correctly argues, if
service X causes $10 in costs and service X is elimnated, then
one woul d expect a $10 reduction in costs if principles of cost
causation were correctly applied. That said, however, the Con
Edi son and NYSEG studies fail to consider the fact that there can
be and usually will be nore than one factor that influences or
drives costs. \Wile the nunber of custoners affects credit and
collection costs, there are other factors that can al so affect
the |l evel of costs, such as the average total |evel of
uncol | ecti bl es, the average per-custoner |evel of delinquencies,
or the amount owed by an individual custonmer. It is not
reasonabl e to assune that the costs incurred to collect a
$10 overdue paynent would be the same as the costs incurred to
col | ect $1000.'° Thus, though the utilities applied principles
of cost causation and may have done so in a manner consi stent
Wi th pre-conpetition methods, that al one does not decide the
i ssue.

Mor eover, | find unpersuasive Con Edison's argunents
that it incurs credit and collection costs in providing a single
service--delivery--and that these activities were devel oped only
to support delivery service. It is clear that Con Edison sells
nore than just delivery service and, when it collects overdue
paynents, the revenues include both delivery and conmodity
anounts. Further, these activities were created years ago to
support strictly nmonopoly services including conmodity as well as
delivery. The assertion that collection activities created years

110 con Edison (Tr. 898) acknow edged that there may be sone
i mpact on credit and collection activities fromfactors other
t han the nunber of custoners alone. Wre this not the case,
it would raise serious questions of prudence regarding the
utility's obligation to productively manage and reasonably
mtigate its costs.
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ago were only intended to support delivery functions is
unr easonabl e.
NYSEG s reliance on prior Comm ssion orders in the

Custoner Billing Arrangenments proceedi ng al so i s unpersuasi ve.
First, while the Conm ssion did not include credit and collection
costs within the conpetitive billing function, the orders do not

address the question of spreading these costs to other
conpetitive services. Mre fundanental, however, is the

Comm ssion's expressed intent that this case undertake a nore
conplete review of utility costs than had been undertaken in
establ i shing existing backout credits. The Comm ssion directly

addressed its experience in the Custonmer Billing Arrangenents
case as follows: "The experience gained through our efforts to
set backout credits for billing and netering functions should

illumnate but should not define the inquiry here. "

The orders cited by NYSEG are not binding here, and the
argunment that HEFPA will prevent the utility from avoi di ng any of
these costs also is not determ native.!? The point of this
exercise is not to set a conpetitive rate based on costs that
m ght be avoided, but to set just and reasonabl e conpetitive
rates that fairly reflect utility enbedded costs. |If rates were
set considering only the costs the utilities mght avoid, there
woul d be no need for a | ost revenue recovery mechanism for the
| ost revenues woul d equal the avoided costs. Further, as | noted
earlier, total societal costs are likely to increase as utility
econoni es of scope and scal e are di m nished, and the question
here is howthe utilities' costs are properly functionalized and
assigned for the purpose of establishing a conpetitive rate that
is fair to the utilities, the ESCOs, and the consumers.

| agree with Staff's observation that there is no
| ogi cal reason not to allocate credit and collection costs to the
prices of all services, especially if the custoner's perspective

111" Order Directing Expedited Consideration of Rate Unbundling,
supra, p. 4. See also Novenber Order, p. 4.

112 This alleged fact would be nore relevant to the question of

whet her the utilities productively manage or reasonably
mtigate their costs.
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is considered. Credit and collection costs ought to be included
in all prices, because collection efforts yield revenues
attributable to all services, including conpetitive services. |If
a consuner elects to take fewer services fromthe utility, it
seens reasonable that he woul d expect to avoid sone portion of
this utility paynment for credit and collection services, probably
an anmount proportional to the reduction in the custoner's utility
paynents. As the Conm ssion stated: "If the custoner cannot
avoi d such costs by mgrating to a conpetitive supplier, the
attractiveness of retail access is dimnished and market
devel opment wi |l be inpeded. "3

The utilities' studies mght well have gone
unchal I enged in another era, when the intricate details being
exam ned here were of | ess consequence and the purpose of the
exerci se was substantially different. In this proceeding,
however, | find the conpany's functionalization of 100% of credit
and collection costs to the delivery service to be unreasonable
to the custonmers and the ESCOs. Nor am | convinced that the
proper allocator is |abor, as Con Edi son contends. While a |arge
portion of these costs are | abor, that fact provides no basis for
all ocating credit and collection costs in the sanme proportion as

all other |abor costs.!

Staff's proposal to allocate these
costs to conpetitive and non-conpetitive services on the basis of
revenues shoul d be adopt ed.

A final issue concerns the use of revenues, including
commodity, as an allocator of costs. Because compdity costs
vary over time, NYSEG argues, assigning costs on the basis of
revenues results in uncertain and fluctuating results.®® Staff
contends that there is a causal |ink between revenues, including
commodity, and credit and collection costs, but NYSEG deni es any

I inear rel ationship.

113 March Order, p. 24.

114 Allocating these costs by |abor would result in a very snal

percent age of these costs being assigned to conpetitive
functi ons because the vast mgjority of a utility's |abor
costs are incurred in the non-conpetitive delivery area.

115 NYSEG Reply Brief, p. 15.
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As noted above, | believe there is a causal |ink,
al though it may not be |linear, as NYSEG and Con Edi son contend.
Further, while commobdity costs do vary over tine, the volatility
of average annual costs is not likely to approach the volatility
of the spot markets. The evidence presented here does not
support a conclusion that the variability of annual commdity
costs would have a material inpact on the use of revenues to
al | ocate costs.

2. Uncoll ectibles
NYSEG al | ocated the cost of uncollectibles to
conpetitive and non-conpetitive services based on revenues,

considering these costs to be a function of revenues. Staff and
the other non-utility parties generally agree, and the allocation
seens reasonable froma custonmer perspective. NYSEG s approach
shoul d be approved.

Con Edison |ikew se allocated these costs based on
revenues, but it adjusted the allocations between conpetitive and
non-conpetitive services in light of a study show ng that retai
access custonmers had a | ower |evel of uncollectibles in 2000 than
the utility's systemaverage. Staff and ESCO Il inply that the
future may not be reflected in the conpany's study and that
uncol l ectibles will vary strictly with revenues and not with
retai | access.!®

The Staff/ESCO NYSEG position seens the nost
reasonabl e, and the Con Edi son approach is not adopted. First,
it is not clear that Con Edison's study is representative. At
m d-year 2000 (the year of the enbedded costs bei ng studied)
approximately 1.9% of the conpany's electric custoners had
m grated, and through Decenber 2002, that percentage nore than
doubled to 5.3% " It is more likely, in ny view, that the
uncol lectible rate for retail access custoners has changed since
2000 and will continue nove toward the overall system average.
Further, one of the reasons the ESCOs may be seeing a higher

116 staff Initial Brief, p. 26; ESCO |l Reply Brief, pp. 10-12.

117 This information was drawn fromthe nonthly migration reports

submtted by the utilities.
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uncol l ectible rate''® than the utility for the same subset of
custoners is the possibly significant difference between the
ESCOs' and the utilities' ability to require tinely paynent.
Until recently, only utilities could turn off service to a
custoner for non-paynment--a strong incentive to pay. The ESCGCs
could stop supplying conmodity if the custoner refused to pay,
but the customer would be returned to utility service and woul d
not be shut off for failure to pay the ESCO  Under Chapter 686
of the Laws of 2002, this situation has significantly changed,
whi ch could affect utility and ESCO uncol | ecti bl es alike.

Finally, fromthe custoners' perspective, prices paid
tothe utility include utility system average uncol |l ectibl e
expense. |If the customer migrates to a conpetitive commodity
supplier, he or she would expect to avoid paying that system
average cost on those anounts the custoner now pays the ESCO
Con Edi son's approach does not produce this result, and the
results of its study, for all of the above reasons, are not
accepted. Uncollectibles should be assigned based on revenues,
wi t hout the adjustnment proposed by Con Edi son.

3. (Gas Sal es Pronotion Expenses

NYSEG and Con Edi son functionalize gas pronotiona
expense entirely to delivery service, while Staff and the other
non-utility studies functionalize the costs to both conpetitive
and non-conpetitive services. Con Edison argues that these costs
foster the use of gas and therefore of its delivery system as
well. This increased system usage, regardl ess of the seller of
the gas, benefits all gas users by |owering the per-custoner
delivery cost of the system according to Con Edison. !
According to its witness, none of the costs are used to advance
Con Edison's sale of commpdity. NYSEG points out in addition
t hat when a custoner switches to gas heating, the avail abl e

118 The ESCOs inply that their uncollectible experience is higher
than the utilities, but there is no record evidence on this
i ssue.

119 Con Edison Initial Brief, pp. 27-28.
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mar ket for ESCO gas sal es increases.'® Staff argues that a

cust oner purchasing commodity from an ESCO shoul d not be burdened
with the cost of the utility's gas pronotional expenses.? |t
suggests that the ESCO custonmer woul d be paying tw ce for
pronoti onal expenses--once to the ESCO and once to the utility,
t her eby di scouragi ng mgration.

If the utilities had a profit opportunity in the sale
of gas commodity, the benefits of the pronotional expenses woul d
accrue in part to the utility and in part to its custoners. That
woul d justify allocating some portion of the expense to
conpetitive services, but that is not the case here. The
benefits of these expenses will be reflected in delivery rates
and will flow in equal neasure to full service and delivery
custoners. The costs, therefore, are fairly allocated to al
custonmers (i.e., the costs should be allocated to delivery). In
addition, fromthe custonmer's perspective, cost-justified
pronoti onal expenses will by definition nore than pay for
t hensel ves in benefits generated, and retail access custoners
shoul d continue to pay for those costs so |long as they conti nue
to receive the benefits.

4. Working Capital - EBCAP

Working capital issues were raised in two areas of
Con Edison's study: the functionalization of the earnings base
capitalization adjustnent (EBCAP), and the cost of working
capital used by Con Edison in connection with electric purchased
power.!?? |n addition, the ESCOs challenged NYSEG s failure to
apply any working capital cost to purchased power.

Con Edi son applied the EBCAP adjustment only to working
capital, thereby reducing the cost of working capital and raising
the cost of the conmpany's renmaining capital, as conpared to the

1200 NYSEG Initial Brief, p. 32.
121 staff Initial Brief, pp. 27-30.

122 Ccon Edison Initial Brief, pp. 28-30. As Con Edison notes,
t he EBCAP issue affects a nunber of activities where capital
carrying costs are required, especially in the area of gas
storage costs.
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uni formdistribution of the EBCAP adj ustnent urged by Staff.
Because the maj or conponent of working capital is estimated while
ot her capitalization is known, and because the purpose of the
EBCAP adjustnent is to align rate base with capitalization, the
conpany argues that the adjustnment would be nost appropriately
applied to working capital alone. It also argues that Staff
supported and t he Comm ssion approved this approach in the early
1990s.

Staff argues that Comm ssion orders froman earlier era
are not controlling, because the studies being exam ned here have
been prepared for a substantially different purpose. The
al l ocati on of working capital net of the EBCAP adjustnent as
proposed by Con Edi son would have little or no inpact when the
ECOS study is being used for interclass rate design, but it has a
| arge inpact if conpetitive rates are being set, especially on
the working capital allowance for gas storage.!®® Staff also
contends that three of the four main conponents of working
capital are known, not estinmated, and that Con Edison's
justification for its allocation is therefore w ong.

As a general matter, the EBCAP adjustnent reduces the
conpany's rate base to equal its capitalization. The purpose is
to prevent the conpany fromearning a return on capitalization
that it did not provide. Wile differences between rate base and
capitalization can be caused by a nunber of factors, including
the estimated portion of working capital noted by Con Edison, the
application of the adjustnent reduces the conpany's overall rate
base. By not applying the adjustnment to all rate base conponents,
Con Edison artificially Iowers the cost of working capital, while
rai sing the cost on the bal ance of the conpany's rate base. Such
aresult is not reasonable where a fair allocation of all costs
and credits to all services is being attenpted. Accordingly, the
EBCAP adj ustnent should be allocated to all capital as
recommended by Staff.

123 staff Initial Brief, p. 13.
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5. Working Capital -Purchased Power

Regardi ng working capital for electric purchased power,
Con Edi son defended its use of a 6% short-termcapital cost rate
(rather than the conpany's overall cost of capital) based on the
short, six-day |ag between costs and revenues for this activity.
It al so argued that no working capital allowance for these
activities is included in rates, and applying Staff's higher,
average cost of capital rate would inflate the inpact on the cost
of supply wi thout justification.

NYSEG contends that it foll owed the FERC net hod of
cal cul ati ng worki ng capital, which excludes working capital on
pur chased power costs by definition. Because the application of
the FERC nethod results in no working capital allowance for
pur chased power, NYSEG contends, the ESCCs' allocation of a
wor ki ng capital allowance to purchased power expense woul d be
i mproper. NYSEG al so argues that its rates do not include any
al l omance for working capital associated with purchased power.

As the conpanies argue in different contexts,
Con Edison's and NYSEG s rates have been set on the basis of
negotiated results, and the specific costs that are covered in
t he conpani es’ revenue requirenents depend on the views of the

signatories to the agreenents. It is not possible, therefore, to
concl ude that any particular costs are included or not included
inrates. 1In addition, the purpose here is to identify and

all ocate historical costs, not historical rates. For simlar
reasons, the historical FERC approach to the cal cul ati on of
wor ki ng capital for the purpose of setting rates is not
controlling. So long as there is a | ag between paynent for
pur chased power and the recei pt of revenues to cover those
paynents (a fact Con Edi son concedes), there is a need for
wor ki ng capital and there will be an associ ated cost.
Accordingly, the ESCOs' proposal that NYSEG s study include
wor ki ng capital costs reflecting a six-day lag for purchased
power is reasonabl e and shoul d be adopt ed.

Regarding the cost rate for that working capital
Con Edison mght justify its use of a short-terminterest rate if
it could establish that power was purchased strictly fromthe
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proceeds of short-termloans. But because the various sources of
capitalization are not generally isolated and separately tracked,
it is unlikely that the conmpany could nake a show ng t hat
proceeds from short-term| oans provided the exclusive source of
funds to purchase power, and, in any event, the record here
contains no such proof. As a result, | conclude that applying

t he conpanies' overall cost of capital would be the npst
reasonabl e way to cal cul ate working capital costs for power

pur chases.

6. Meter Omership Costs

Two issues are raised regarding conpetitive nmetering
services as reflected in NYSEG s ECOS. First, Staff chall enges
NYSEG s assignnment of neter installation costs to the neter
ownership function rather than the neter service provider
function as undertaken by Con Edi son. According to Staff,
NYSEG s approach is not consistent with the requirenents of the
Novenber Order.!?® Second, Staff challenges as unsupported
NYSEG s failure to spread clearing account costs to neter
owner shi p. 1?°

NYSEG argues that it assigned only initial installation
costs to nmeter ownership, with the cost of subsequent exchanges

or replacenents being assigned to the neter service provider
function.'®® It further notes that the choice between Staff's
met hod and its own has no di scernable inpact on conpetitive
nmetering prices because, under the current rules, nmeter ownership
and neter service provider functions cannot be separately
purchased. Regarding the assignnment of customer care clearing
accounts, NYSEG contends that its custonmer care special study
reveal ed no customer care related costs associated with neter
equi pnrent. Finally, it notes that spreading clearing account
costs to meter ownership could result in a doubl e-count of |abor
related to the A&G expenses spread to these functions.

124 staff Initial Brief, p. 9.
125 1d., p. 20-21.
126 NYSEG Reply Brief, pp. 24-25.
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Staff appears to be correct that the Novenmber O der
(Attachnment A) places the costs of installing nmeters under the
nmet er service provider function, and |lists under neter ownership
only "Physical Meters.” And while the conpany appears to be
correct that, under today's definitions of the market, its
assignment of installation costs should nake no difference, the
nost recent order on the assignnent of metering costs should
control, and the assignnent of installation costs in NYSEG s
study should be Iimted to the nmeter service provider function.
In addition, if initial installation | abor costs are not assigned
to meter ownership, there should be no double count of |abor
costs.

NYSEG s Custoner Care special study resulted in a zero
al l ocation of clearing account costs to meter ownership, supply
at market, and non-bypassable wires charge.?’ Staff adopted the
study for the purpose of the URM except for gas custonmer contact
costs (discussed below) and credit and collection costs
(di scussed above).'?® NYSEG argues that it is illogical to accept
the study for some purposes and not for others.

It is appropriate, in nmy view, to accept sone of the
all ocations resulting froma special study and to reject others.
Accepting NYSEG s argunent that the study should be accepted or
rejected as a whole precludes any effort to anal yze the
functionalization and allocation of the individual costs that are
exam ned in the special study. For exanple, Staff rejected the
results of the study for natural gas call center costs in view of
the fixed commodity price that existed during the study period,
an adjustment that would not be possible if NYSEG s theory were
adopt ed.

It was the Commission's intent in this case to exan ne
each category of utility cost and to allocate each in a
reasonabl e manner. Including a cost within a special study
shoul d not preclude a review of the reasonabl eness of the cost's
al l ocation sinply because it was grouped with other costs in the

127 NYSEG Initial Brief, p. 23.
128 staff Initial Brief, p. 10.
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study. Conversely, the nere fact that one category of costs was
not reasonably functionalized and assi gned by the study does not
justify rejecting the study's allocation of other costs.
Therefore, it is not illogical, as NYSEG clains, to accept sone
all ocations flowing froma special study and to reject others.

The Novenber Order (Attachnment A) required the
utilities to justify any allocation of clearing accounts to |ess
than all functions. In ny view, NYSEG s special study fails to
provi de an adequate justification for not spreading the custoner
care clearing accounts to nmeter ownership.

7. Regul atory Conm ssion Expenses

Con Edi son functionalized regulatory Conmm ssion
expenses i nposed under Public Service Law 818-a to the delivery
function. ' NYSEG functionalized these costs based on physical
plant.® The ESCCs chal | enged these assignnents, offering
i nstead an all ocati on based on the revenue requirenment of each
service. ¥ Contending that regul atory expenses are explicitly
based on utility revenues, the ESCOs allege that this is one of
the clearest allocations in the case.

NYSEG argues in reply that these expenses are a result
of the utility's role as a nonopoly supplier of delivery
services, and that its expenses would not change even if all its
customers migrated to ESCCs. ' Con Edison notes that its
regul atory assessnents will remain the same, despite mgration,
unl ess the ESCOs are willing to share the burden of regulatory
costs. 13

129 Ccon Edison Initial Brief, p. 30.

130 NYSEG Initial Brief, p. 25. As a practical matter, NYSEG s
allocation results in the vast majority of these costs being
assigned to delivery because the vast mgjority of plant costs
support the delivery function.

131 ESCO Il Initial Brief, p. 27.
132 ESCO | Initial Brief, p. 26.

133 NYSEG Reply Brief, pp. 27-28.
134 Con Edison Reply Brief, p. 16.
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The utilities correctly note that regul atory expenses
are allocated anong utilities on the basis of their relative
revenues, but the expenses are not a function of utility
revenues. More fundanentally, however, the question is whether a
m grati ng consumer |oses the benefits provided by the regul atory
expense, such that the mgrating consuner should expect to avoid
the costs. Regulatory efforts benefit the ESCO custonmer and the
utility customer alike. The regulator sets the utility price,
whi ch, one could argue, establishes a limt on the prices ESCOs
can successfully charge. While ESCO prices are not regul at ed,
the regul ator defines critical market paranmeters (one of which is
the utilities' price for conpetitive services), which ultimately
benefit all customers. Further, under Chapter 686 of the Laws of
2002, it appears that the regulator will be addressing and
resol ving conpl ai nts between ESCOs and their custoners, as it now
does for custoner-utility disputes.

Theref ore, ESCO custoners continue to "purchase" the
benefits of regulatory Comm ssion expenses whet her they buy
commodity fromthe utility or the ESCO, and it would be
reasonable to continue to require themto contribute to that
function in either case. Both the Con Edi son and NYSEG st udies
acconplish this basic result, albeit in a slightly different
manner, and bot h approaches shoul d be approved.

8. Rate of Return & NYSEG Commpdity Ri sk
Two issues are raised in this area: the appropriate

return to use for conpetitive services; and the return NYSEG used
inits study. Except for the working capital associated with
el ectric purchased power costs (discussed above), Con Edi son used
its return on equity sharing threshold to devel op carrying costs
in accordance with the Conmi ssion's Novermber Order.® NYSEG used
its allowed return for gas operations (10.5% as recently
approved by the Commission,® and its earned return for the year

135 Novenber Order, p. 12.

136 Case 01-G 1668, Rates, Charges, Rules, and Regul ations for
New York State Electric & Gas Corp - Gas Service, Oder
Est abl i shing Rates (issued Novenber 20, 2002).
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2000 cal cul ated in accordance with its 1998 rate plan. " NYSEG
did not use either of the electric earnings sharing threshol ds
set forth in its nost recent rate plan.'®

The ESCOs argue generally that conpetitive endeavors
are nore risky than a nonopoly business and, therefore, the cost
of capital for conpetitive functions should be higher than the
regul ated all owance for a utility's overall business. 3

Staff notes that changing the cost of capital would
have only a de minims inpact on study results, except for the
nmet er ownership function. Further, for Con Edison, a
hi gher-than-allowed return was used in its ECOS study and, Staff
argues, that return should partially address the ESCGs' concerns.
In addition, Staff observes, no one has attenpted on this record
to quantify the inherent risk differential between conpetitive
and non-conpetitive services.

Staff rejects, however, NYSEG s use of an 11. 1% overal
return cal cul ated for year 2000 el ectric operations and
recommends that the study use the earnings sharing threshold
contai ned in NYSEG s nost recent proceeding. ! NYSEG objects,
arguing that it has no allowed return in its nbost recent rate
plan (the first option offered by the Conmi ssion), that its rates
were not set using its earnings sharing threshold (the second
option offered), and that the nost reasonabl e approach is to use
its earned return for the period in question. %

137 NYSEG Reply Brief, pp. 9-11.

138 In the Joint Proposal (p. 16), the terms of which were

adopted with nodifications in Cases 01-E-0359 and 01- M 0404,
NYSEG has two earnings sharing thresholds applicable for the
period 1/1/03 through 12/31/06. One threshold neasures the
conpany's return on its delivery business (12.5% and one
applies to its overall business including commodity profits
(15.5%.

139 ESCO | Initial Brief, pp. 8-9.

140 staff Initial Brief, pp. 15-16.

141 NYSEG notes that the use of Staff's proposed 12.5% equity
return would actually | ower the overall capital costs
i ncluded in NYSEG s st udy.

142 NYSEG Reply Brief, pp. 9-11.
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The Conmm ssion suggested the use, to calculate carrying
charges, of the allowed return on equity, or if none exists, the
earni ngs sharing threshold in a conpany's rate plan.*® The
Comm ssion also allowed a different approach to be used if it
could be justified. A fair reading of the Comm ssion's order in
this regard is that any party could propose a different approach,
i ncl udi ng an approach that woul d recogni ze the higher risks
associated with conpetitive services. Con Edison's assertion
that the Conmi ssion precluded such a step'* is not correct.

The ESCOs argue that a higher return should be used in
calculating carrying costs for conpetitive services, but they
have not proposed a return that would be nore appropriate for
Con Edison or NYSEG  Staff's observations that the use of
earnings threshold levels inplicitly contains a conpetitive
prem um and that the record supports no other adjustnent, settle
the matter for Con Edison, and no additional adjustnent is
war rant ed based on this record.

The situation for NYSEG differs significantly. As
Nucor argues, NYSEG s newest rate plan subjects the conmpany to
possi bly significant risks regarding commodity sal es, ** risks not
faced by Con Edison. Those risks are reflected in tw ways.
First, NYSEG has been allowed to add a "prem uni to the cost of
commodity under its BRO service.!*® This premiumwas not in
effect in 2000 and therefore is not reflected in NYSEG s ECOS
study. Second, unlike Con Edi son, NYSEG has two different
earnings thresholds, one strictly limted to its delivery service
(12.5% and one that includes both delivery and commodity service
(15.5% . Again, the increased risks and increased cost of
capital associated with having a profit or |loss opportunity in

143 November Order, p. 12.
144" Con Edison Reply Brief, p. 31.

145 Case 01-E-0359, NYSEG s Electric Price Protection Plan, Order
Adopting Provisions of Joint Proposal wth Mdifications
(i ssued February 27, 2002), pp. 7, 11, n. 11

A portion of the allowed 35% premumis intend to recover
commodity related costs and a portion is intended to
conpensate for NYSEG s increased risk in offering a

fi xed-rate service by providing an additional profit margin.

146
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conpetitive conmmodity sales are reflected in the dual sharing
t hr eshol ds.

Wil e this suggests that NYSEG shoul d use a
15.5% equity return for conpetitive services, the use of a higher
return woul d have al nbst no inpact on costs assigned to
conpetitive conmmodity, where NYSEG faces virtually all of its
conpetitive risks. Rather than adjust capital costs, Nucor
suggests that 20% of NYSEG s A&G expenses be functionalized to
supply procurenent, based on its calculation that profits from
commodity sal es could account for as nmuch as 20% of the conpany's
pre-tax earnings.! Nucor's analysis of outside services costs
(a subset of A&G costs), leads it to conclude that the result of
t he conpany's allocations is unreasonable. Accordingly, Nucor
woul d add an additional $18 million of A&G costs to supply
procurement.® Staff indicates that the URM al | ocat es
$2.4 mllion of A&G costs to supply procurenent, the GAM
allocates $11.4 mllion, and Staff quantifies Nucor's
functionalization at about $12.8 million.

The evi dence supports a finding that NYSEG s all ocation
of less than 1% of the costs of outside services to the
conpetitive functions is unreasonable. Staff argues that the
costs cited by Nucor are historical and should be nornmalized as
non-recurring. It is clear, however, that the newly created
(effective 1/1/03) electric comodity profit center wll
potentially result in new or additional costs and different cost
allocations in the future, which were not considered when the
study was undertaken. Therefore, | disagree with Staff's view
that these costs should be treated as non-recurring.

A nore reasonabl e all ocation of outside services costs
to electric commodity is required in NYSEG s study. Wile a

47 Nucor Initial Brief, p. 2.

48 It is not clear whether Nucor is reconmending that these

costs be allocated to both electric and gas procurenent or
only to electric procurenent.

149 staff Initial Brief, p. 32. The reason for the difference
bet ween Nucor's $18 million adjustnent and Staff's view of
Nucor's adjustment at $12.8 million is not clear.
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speci al study of these costs m ght prove useful, in its absence,
the $9.8 mllion of outside services costs should be assigned by
revenues to electric supply and delivery functions.® Except as
ot herwi se required here, NYSEG s remai ni ng A& costs shoul d be
functionalized according to its study.

| also find Staff's argunents persuasive regarding the
use of the 12.5% equity sharing threshold for NYSEG In |ight of
the significant changes in NYSEG s rates and profit centers since
2000, it seens nore reasonable to use an updated proxy for
NYSEG s capital costs. The fact that nore recent information
wWill result in a slight decline in the costs allocated to
conpetitive services is irrelevant. The purpose here is to set
reasonabl e conpetitive prices, and whether the best information
avai l able results in a higher or |ower conpetitive rate than
originally cal cul ated does not matter to the task at hand.

9. NYSEG Custoner Care Costs

As noted above, Staff objected to the allocation of gas
call center costs as contained in NYSEG s Custoner Care specia
study. Staff argues that during the study's historical period,
NYSEG s gas compdity prices were fixed, resulting in few calls
or conplaints concerning the cost of gas.® 1In essence, Staff
argues that the recent change froma fixed gas conmmodity rate to
a floating rate renders the special study an unreliable basis on
whi ch to assign these costs. The URM appears to adopt the
conpany's position (notwthstanding Staff's objections), while
the GAM spreads all custoner contact costs by revenues to reflect
the fact that all functions benefit fromthese services.

NYSEG assi gned 100% of its customer contact costs to
delivery because they are related to bill cal cul ation, which,
unlike bill issuance and paynent processing, has not been

159 The outside services costs should be spread only to the

el ectric supply and delivery functions, allocated by
revenues.

151 staff's Initial Brief, p. 27. Staff did not specifically
chal l enge the results of the study fromthe perspective of
call center costs regarding electric supply.
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determined in earlier Conmission orders to be conpetitive. °3
NYSEG al so al | ocates 100% of consuner affairs costs (costs to
resol ve custonmer conplaints) to delivery, on the theory that the
HEFPA conpl ai nt process is mandatory for both full service and
delivery-only custoners.

Staff's concern regarding the results of the special
study concerning gas call center costs appear to be valid. |If
t hese costs can be separately identified and assi gned, NYSEG
shoul d do so by revenues rather than in reliance on its speci al
study. |If not, all custoner contact costs should be allocated by
revenues. From an ESCO custoner's perspective, calls concerning
gas or electric commodity will no |onger be placed to NYSEG and
such a custoner should expect to be able to avoid sone portion of
these costs. Wiile allocators other than revenues m ght be nore
reasonabl e, NYSEG s al |l ocation of 100% of gas call center costs
to delivery is not.

The sane observation is valid regardi ng NYSEG s
al l ocation of 100% of custoner affairs costs to delivery. Ful
servi ce custonmer conplaints concerning comodity or delivery wll
continue to go to the utility, but ESCO commobdity customers wl|
be dealing with the ESCO for commodity inquiries or conplaints.
Therefore, it is reasonable to assune that a mgrating customner
shoul d be able to avoid a portion of the utility costs. NYSEG s
assi gnment of costs, however, will not allow that to happen.

NYSEG s argunents regardi ng HEFPA are not persuasi ve.
When the briefs were filed in this proceeding, only the utilities
were subj ect HEFPA, but now the ESCOs are as well.!® |n a sense,
HEFPA protections have beconme conpetitive services. Wen a
custoner mgrates, the HEFPA protections for the commodity
portion of the service will be provided by the ESCOs, and those
custoners should not have to pay the utility for the sane
services. Under NYSEG s proposal, however, the custoner avoids
none of the utility HEFPA costs, while al so being responsible for
the ESCO s costs to provide HEFPA protections on commodity. |f

152 NYSEG s Initial Brief, p. 109.

15 An inportant exception is the obligation to serve, which is

not inposed on the ESCOs (Chapter 686, Laws of 2002).
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NYSEG s approach were adopted, nonopoly revenues woul d be
subsi di zing a conpetitive service.

Based on the above, NYSEG s all ocation of custoner
affairs costs solely to delivery should be rejected. These costs
shoul d be spread to all functions based on revenues.

10. Con Edi son Informati on Resources,
Call Center and Service Center Costs

Con Edi son perfornmed special studies regarding cal
center and service center costs, and allocated information
resources (I R) costs based on the nunber of computers utilitized
in each function.® Regarding Staff's GAM al | ocation, Con Edi son
conpl ains, for exanple, that spreading IR costs by revenues
produces irrational results for both gas and electric functions.
Staff defends its allocation of IR costs, arguing that conputer
records of custoner information are retailing costs and they
shoul d be spread to all services by revenues under its GAM
al location theory.™ Staff did not otherw se specifically
chal l enge the Con Edi son allocation of these costs between
conpetitive and non-conpetitive services.

The ESCOs chal | enge Con Edi son's allocation of custoner
care activities, specifically credit and collections (discussed
above). ! No specific challenges were raised to Con Edison's
study of IR call center, service center, or conplaint handling
costs. The ESCOs object to the allocations froma results
perspective, arguing, for exanple, that "only 25% of Accounts
901, 903, and 905 are allocated to the conpetitive function.

Con Edi son's argunent that the GAM (or a revenue based)
all ocation of IR costs produces irrational results is persuasive.
If the GAMis adopted generally, it should not be applied to IR
cost s.

Regardi ng the bal ance of Con Edi son's special studies
in this area, the record contains no specific challenges and |
remai n unconvi nced by the generic chall enges rai sed by the ESCGCs.

154 Con Edison Initial Brief, p. 23.
155 staff Reply Brief, p. 17.
15 ESCO Il Initial Brief, pp. 17-25.
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Con Edi son has spread the costs of service and call centers, IR
services, and the nmeter action group to both conpetitive and
non-conpetitive services in a rational manner. Wile there may
be better approaches to functionalizing and assigning these
costs, this record suggests the use of revenues as an all ocator
is not superior to Con Edison's study, and no other approach has
been proposed by the parties. Con Edison's study regarding these
costs shoul d therefore be adopted, except as nmay be ot herw se
reconmended her ein.

11. Gas Reliability Costs
I n accordance with the Novenber Order, Con Edi son
detailed its costs of maintaining gas reliability and
functional i zed 100% of those costs to distribution.™ The
conpany expl ained that sone of its assets are used to maintain

supply reliability frominterruptions due to well freeze-offs,
hurri canes, and other events. Costs are also incurred to prevent
service interruptions for ESCO term nations or defaults or for
custoners who voluntarily return to the utility. The conpany
contends that these costs are now recovered only from ful

service custoners, even though sonme of the costs are incurred for
the direct benefit of ESCO custoners who avoid paying for the
servi ce because of the current rate design. Con Edison requests
that its nmethod of cal culating and functionalizing these costs be
approved here for ultimate adoption in the next Con Edi son and
Orange and Rockl and rate proceedi ngs.

Staff argues that this issue need not and shoul d not be
addressed here. It need not be addressed, it argues, because the
costs are part of gas expense, which is already unbundl ed from
delivery rates and collected fromcustoners in a gas supply
charge. ™ Moreover, Staff nmaintains, the issue is conplicated
and is part of ongoing efforts in other forunms. Inits reply,
Staff adds that not all of these costs are recovered solely from
full service custoners; as sone are recovered fromtransportation

157 Con Edison Initial Brief, pp. 32-33.
158 staff Initial Brief, p. 31.
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customers through gas bal ancing and virtual storage services. *®°
Staff's position is supported by N agara Mbohawk and NYSEG

Con Edi son disagrees. It argues that there is no
formal proceeding in which these issues are being consi dered
generically and that the Natural Gas Reliability Advisory
Council, where Staff believed the issue was being addressed, has
never brought any issues to the Comm ssion and is quite unlikely
to do so0.% |t further argues that Staff's position now
contradicts its July 31, 2001 conments supporting the review of
reliability costs in this proceeding. The conpany also points to
t he Novenber Order, which included these costs in the required
functional unbundling. The fact that these costs are already
unbundl ed shoul d not matter, according to Con Edi son, because the
pur pose here is both to unbundle and to functionalize costs to
conpetitive and non-conpetitive services. A nunber of other cost
categories that were previously unbundl ed were neverthel ess
functionalized and assigned to different services by Staff in
this case, Con Edison submts, and the fact that reliability
costs have been previously unbundl ed should not preclude their
functionalization here.

Ni agara Mohawk revi ews the nethodol ogi cal differences
bet ween Con Edi son and NYSEG, noting that the two utilities
costs and assets devoted to reliability differ significantly.
It concludes that, in light of these differences and considering
mar ket uncertainty and the absence of a clear definition of the
supplier of last resort responsibility, it would be best to
address these issues on a case-by-case basis in separate utility
proceedings. In its reply brief, N agara Mhawk suggests that
t he next phase of this proceeding, where utility-specific
unbundl ed tariffs will be inplenented, is the proper venue to
deal with these costs. "The crucial step is to define Gas System
Reliability as each utility's case is reviewed, rather than to

159 staff Reply Brief, p. 20.

180 con Edison Initial Brief, p. 35; Con Edison Reply Brief,
p. 17.

161 Ni agara Mohawk Initial Brief, pp. 22-23.
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continually postpone the issue indefinitely due to its
conpl exi ty. " 152

NYSEG argues that issues regarding reliability and gas
rate design should be decided in the context of the phase 2
review contenplated in its gas rate plan approved by the
Comm ssion last fall. Under that plan, rates based on the
unbundl ed costs of reliability as well as the costs unbundl ed and
functionalized here woul d not be inplenmented until July 2004.
NYSEG argues that under its rate plan, rate design issues and
reliability cost recovery are intricately linked to rate
noder ati on provi sions, and naki ng changes now, and again in a
year, nmake little sense.

The ESCOs express no opinion on this issue.

Staff correctly observes that the issue of gas
reliability costs is conplicated, especially for NYSEG wth its
separate gas service areas and gas cost mtigation plan. Con
Edi son, too, appears justified in its conplaint that this issue
has gone unresolved for too long and is nowhere pending a
resolution. NYSEG s argunent that these costs be considered in
the context of its phase 2 process as approved by the Conm ssion
al so appears reasonabl e.

One of the problems with the state of the record on
these questions is the failure of the parties to join issue. Con
Edi son clains to have presented a conplete and detail ed anal ysis
of reliability costs and their appropriate functionalization,
but, instead of challenging the study, Staff sinply recomrends
that the issue be delayed. NYSEG also submtted a study and

Staff offered illustrative exhibits, but Staff never addressed
the studies in brief, relying instead on its recommendation to
put off a decision on these matters. Therefore, |I find no

j oi nder of issue on these questions, and what nmay be acconpli shed
in this proceedi ng remai ns uncl ear.

It appears fromthe information provided by Con Edi son
that a portion of its reliability costs are attributable to ESCO
custoners (whomit serves as the provider of |ast resort by

162 Ni agara Mohawk Reply Brief, p. 16. |t appears that N agara
Mohawk ultimately supports Con Edison, at |east in part.
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provi di ng back-up service in the event of an ESCO failure) and a
portion are attributable to full service custonmers (e.g., the
costs of maintaining daily flows despite freeze-offs, hurricanes,
etc.). The ESCOs do not have to be prepared to provide POLR
service, but it is reasonable to assune that they nust make sone
effort to avoid supply interruptions due to factors such as

freeze-offs and violent weather. 1In addition, the record
supports a finding that at |east sonme reliability costs are
currently being recovered from ESCO custoners. |In nmy view,

however, it is unlikely that current prices fairly apportion
t hese costs between full service and delivery customners.

The only option available on this record is Con
Edi son's study, allocating 100% of reliability costs to the
delivery function, but I do not believe that allocation is
reasonable. A migrating gas commodity customer nust expect that
the ESCO wi || take those necessary precautions to keep the
custoner's gas flowing. The custoner should not have to pay the
utility as well for the same service. On the other hand, the
utility alone is required to be ready to serve all custoners in
the event of an ESCO default, and reliability costs for this
pur pose can be substantial. Al custoners should be required to
pay these last resort provider costs. Accordingly, Con Edison's
conpl ete functionalization of these costs to delivery is not
reasonabl e and shoul d not be adopt ed.

Nevertheless, and if it remains possible, I would
recommend that this issue be resolved in the inplenentation phase
of this proceeding and that Con Edi son be directed to reexam ne
t hese costs and all ocate themon a reasonable basis to both
conpetitive and non-conpetitive gas supply. This m ght be
acconpl i shed together with the rerun of its ECOS study and the
filing of proposed tariffs.

NYSEG s recommendation that reliability cost issues be
addressed in phase 2 of its gas proceedi ng shoul d be adopted, but
its treatnent of these costs should include a reasonable
all ocation to conpetitive supply.
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12. Energy Services
Conpetitive energy services is one of the functional
areas identified by the Comm ssion in its Novenber Order. Con
Edi son found no costs to put in this category and NYSEG found
only a small armount.?®® Staff and the utilities agree that there
is no need now to develop rates for these services, but Staff

recommends that the utilities track these costs and report them
in their next major rate proceeding.

NYSEG opposes Staff's tracking proposal, arguing that
Staff has denonstrated no benefit fromit that would outweigh the
costs. It also notes that sales of such services/products inure
to the benefit of all ratepayers.® |t does not appear that Con
Edi son objected to Staff's reconmendati on.

NYSEG s argunents are unconvincing. |If Staff can be
faulted for failing to quantify the benefits of its
recommendati on, NYSEG can be faulted for failing to quantify the
costs. In addition, NYSEG contends that the sale of these
servi ces/ products benefits all ratepayers, but that cannot be
known unl ess the revenues and costs are known--that is, tracked.

Staff's recommendation that these costs be tracked and
reported with the utility's next major or rate proceedi ng should
be adopt ed.

1. LOST REVENUE RECOVERY MECHANI SM
The Commi ssion stated in its March Order (p. 23):

Accordingly, we reject the proposals for

partial or total disallowance of the recovery
of revenue shortfalls where the original
revenue all owances were designed to cover these
costs. However, we reaffirmour statenent that
the utilities have an obligation to
productively manage and reasonably mtigate
their costs.

To recover any of the revenue all owances whose recovery m ght be
precluded by mgration, the Comm ssion directed the utilities to
devel op a two-part nechanism One part woul d recover revenues

163 staff's Initial Brief, p. 23.
164 NYSEG Reply Brief, p. 109.
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fromall customers, and the second woul d recover revenues only
fromutility full-service custoners.!® A conservative estinate
of mgration and |ost revenues, net of short-run avoi ded costs,
would formthe basis for the charge to full service custoners, a
true-up for actual migration |levels would be perfornmed after the
fact, and revenue shortfalls would be charged to all customers in
a transition surcharge.

One of the nore controversial aspects of this mechani sm
relates to the Commission's requirenment that net mgration or net
| ost revenues consider the actual |evel of revenues the utility
receives as conpared to the revenues allowed to cover utility
costs in setting rates.®® [1]t would not be reasonable to
increase the utility's revenues if its custonmer base (or sales)
after mgration exceeded that on which rates were prem sed. |If
the utility has nore sales or nore custoners than assuned when
rates were set despite custonmer mgration, all of the utility's
costs woul d be recovered and none shoul d be stranded. "’

Con Edi son proposed separate, prospective gas and
el ectric Transition Adjustnments based on a conservative estinate
of mgration, a calculation of |ost revenues based on conpetitive
prices, and an estimate of short-run avoi ded costs. The
estimated revenue | osses would be charged to all ratepayers. A
true-up for actual mgration |l evels and actual avoi ded costs
woul d be perforned after the fact, with the results charged or
credited to all ratepayers. '

NYSEG s proposed electric nechanismis |largely based on
its nost recently approved electric rate plan, which specifically
provi des for | ost revenue recovery and anticipates the results of
this proceeding. The nmechanismincludes a threshold |evel of
| ost revenues ($4.0 mllion/year), beyond which |ost revenues are

165 March Order, p. 24.
166 November Order, p. 24, n. 24.

167 Case 00-M 0504, Order on Rehearing and Clarification
Petitions (issued May 30, 2002), p. 6.

168 Con Edison Initial Brief, pp. 36-37.
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® The mechani sm does not

contain two parts, nor does it collect any portion of the revenue
shortfall only fromfull-service utility custonmers. NYSEG s gas
mechani sm consi sts of two parts, with conservatively estinated

m gration-related | ost revenues collected in a charge to ful
service custonmers and any reconciling amounts, after the fact,
charged to all custoners.

Staff sees no reason to create a new nechani smfor
NYSEG el ectri c revenues because an acceptabl e nechani sm al r eady
exists inits rate plan.?® It also tentatively concludes that
t he nmechani sm NYSEG proposed for gas conplies with the
Conmi ssion's orders. "

In contrast, Staff concludes that Con Edison's
mechani sm does not conply with the Commi ssion's directives in
many respects. Staff points out that the nechani smrecovers al
revenue shortfalls fromall custonmers, rather than creating a
two-part mechanismw th sone portion of costs collected only from
full service custonmers. Staff notes that Con Edi son petitioned
for rehearing of this issue, and its position was rejected.

Staff also alleges that Con Edison's nmechani sminproperly seeks
recovery for past, present, and future mgration, rather than
only future mgration as envisioned by the Comm ssion. Staff
further argues that the |l evel of short-run avoided costs the
conpany now estinmates (0.09 mll/kw) is well below that assuned
in Phase 4 and 5 of Con Edison's retail access plan (1.0 mIIl/kWwh
non-demand; 0.5 m |1/ kW demand), and adopting Con Edison's
estimate woul d yield a higher |level of |ost revenue recovery than
currently all owed.

Staff al so chall enges Con Edison's position fromthe
perspective of cost (loss) causation. Instead of charging those

recoverable fromall ratepayers.?'®

169 As a technical matter the revenues above $4 nillion are

charged to the Asset Sale Gain Account. The noneys in that
account belong to the ratepayers.

170 staff Initial Brief, p.44.

171 staff did not conpletely sign off on NYSEG s sanpl e

cal cul ati on because it was based on the assunption that only
t he exi sting nmerchant function charge woul d be avoi dabl e
until its Phase 2 issues are decided in July 2004.
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custoners who continue to cause the conpany to incur costs for
conpetitive services (its full service custonmers), Staff argues,
Con Edi son's mechanismin fact charges mgrating custoners for

2 \While mgrating
custoners may cause revenues to be lost, it is the remaining ful

unr ecovered conpetitive service costs.

service customers who continue to cause utility costs to be
incurred. Accordingly, Staff claims, Con Edison is abandoning
cost causation principles.

Staff notes also that the nmechani sns envi si oned by the
Comm ssion were designed to work much as the process for setting
revenue requirenments in a rate proceeding. |If revenues are
projected to decline (for exanple, on account of custoner
m gration or a declining econony), rates are raised for remaining
custoners, who continue to purchase services fromthe utility.

The CPB al so concl udes that Con Edi son's nechani sm
fails to conply with the Commission's directives.!® CPB opposes
Con Edison's claimthat it should be conpensated for al
m gration, even beyond that inplicitly or explicitly reflected in
current rates. It argues further that Con Edi son provided
neither an estimate of avoi ded costs nor any explanation of its
efforts to productively manage and reasonably mitigate its costs.
Until these are provided, CPB contends, no recovery of | ost
revenue should be permtted. M also stresses the inportance of
strictly enforcing the requirenent for productive managenent and
reasonable mtigation before the recovery of |ost revenues is
permtted. ™

172 staff Reply Brief, p. 24.
173 cPB Initial Brief, pp. 12-15.
14 M Initial Brief, pp. 6-8.
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The CPB additionally expresses a nunber of concerns
about NYSEG s proposals.!® First, it argues that NYSEG s
estimates of avoided costs contain no adequate expl anation of the
conpany's managenent and mitigation of costs. Second, CPB
objects to the proposal to recover in this nmechani sm NYSEG s
i ncrenental costs of inplenmenting conpetitive services, citing
t he Conmm ssion's decision that such costs have al ready been
considered in the utilities' various rate plans.!’®

Con Edi son maintains its nmechanismconplies with the
Conmi ssion orders. It first contends that the Conm ssion never
mandat ed recovering a portion of |ost revenues only from
full-service custonmers.”” Further, the conpany submits that its
mechani sm foll ows principles of cost causation, as the Conm ssion
directed, by charging retail access custoners for the | ost
revenues they cause by mgrating. The conpany chal |l enges the
Staff view, alleging it is Staff that violates the Conm ssion
order, by charging full service custonmers "100% of all | ost
"178  That approach, according to Con Edison, allows ESCO
custoners to avoid all costs associated with the utility's POLR
responsibilities, contrary to the Comm ssion's direction.
Con Edi son al so notes that the Staff interpretation could produce
anonmal ous results if estimates of future mgration were
over st at ed.

revenues.

175 One of CPB's concerns appears to have been a

m sunder st andi ng. CPB argued that NYSEG estimted a

10% i ncrenental increase in mgration, an estimate that is
nor e aggressive than intended by the Comm ssion (CPB Initial
Brief, p. 20). It appears, however, that NYSEG used the
10% m gration |level as the upward boundary in a study
designed to cal culate short-run avoided costs (NYSEG I nitial
Brief, p. 23). It was not estimating a 10%increase in

m gration.

176 cPB Initial Brief, p. 21 citing March Order, p. 24, n. 5.

77" The Conmission said that the situation of a nigrating

custoner "suggests" that a portion of revenue shortfalls
"shoul d" be collected fromfull service custoners. Con

Edi son argues that this | anguage is not directive (Con Edison
Initial Brief, p. 38, citing March Order, p. 24).

18 1d., p. 309.
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Con Edi son al so disputes Staff's understanding that the
mechani sm should be imted to net increnental mgration. The
conpany's base rates, it argues, are not based on any | evel of
custoner mgration, as denonstrated by the existence of a
mechani smto recover |ost revenues in each of its phase 4 and 5
retail access plans. 1In addition, the conpany deni es any
intention to recover past or present |ost revenues and states
that its intent is to recover only those |ost revenues related to
the prices set here.

Con Edison clainms further that its earnings |levels are
irrelevant to this proceeding. In its view, it is not subject to
the Comm ssion's order limting | ost revenue recovery based on a
review of the conpany's all owed and achi eved revenues for the
conpany's current rates are not prem sed on an agreed-upon sal es
l evel .¥® Further, denying a utility the recovery of | ost
revenues based on the utility's earnings levels would elimnate
any incentive the utility had to foster retail conpetition. In
addi tion, Con Edison clains, if the Conm ssion disallows recovery
of | ost revenues because the utility's earnings are too high, it
“. . . would inpair the ability of the Conpany to achi eve the
benefit of the bargain reached in its current rate
pl ans . 180
Con Edi son st ates:

Regarding the incentive to mtigate its costs,

Utilities could hardly be expected to reduce
costs, which cost cuts ultimately inure fully
to the benefit of customers, if such cost cuts
would require utilities to forgo recovery of
an equal anount of |ost revenues.

179 Con Edison Initial Brief, p. 43. Staff contradicts this
claim alleging that Con Edison and Staff have agreed on a
sal es forecast as the basis for the conpany's existing rates.
Staff further argues that Con Edi son's existing sales |evel
is so far above the ratemaking |evel that a | ost revenue
recovery mechanismis probably not needed for the conpany
(Staff Reply Brief, p. 27).

180 Con Edison Initial Brief, p. 45.
181 1d., p. 44.
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Finally, Con Edison denies submtting as part of its draft tariff
either an estimate of avoided costs or an estimate of future

m gration; accordingly, it says, the parties' criticisnms
regardi ng such estimtes | acks any basis.

In response to CPB' s clains, NYSEG argues that the
two-ti ered nmechani sm di scussed by the Comm ssion does not apply
to its electric services.'® Further, NYSEG defends its short-run
avoi ded cost cal cul ation, suggesting that it neets the
requi renent of productive managenent and reasonable mtigation of
costs and asserting there is no record evidence to the contrary.
Finally, NYSEG denies any intent to recover in its gas revenue
recovery nechanismthe increnmental cost of inplenmenting unbundl ed
rates, noting that the recovery of such costs are addressed in
its recent gas settlenent.

In my view, the Comm ssion defined the parameters of
the | ost revenue recovery nechanismin an effort to be fair to
all parties. Fromthe utility's perspective, it is a true-up
mechani sm designed to ensure that revenues are not lost to the
utility in the event of poor forecasts. Fromthe ratepayers
per spective, the mechani smfocuses on revenues that are truly
lost; that is, recovery is allowed only if actual revenues are
| ess than the revenues allowed by the Conm ssion to reinburse the
utility for its costs. As the Conm ssion stated, it would not be
reasonable to allow the utility to collect |ost revenues, if its
actual revenues exceeded those allowed in base rates. In other
wor ds, by any reasonable definition of regulation, a utility has
no |l ost revenues if its actual revenues after mgration still
exceed the revenues it was originally allowed to recover its
costs.

Con Edi son's argunents that this approach is
unr easonabl e or cannot be applied to its situation are
unpersuasive. First, Con Edison correctly observes that, as a
general matter, it would be contrary to the intention of the
Comm ssion to deny the recovery of |ost revenues--and | agree.
VWhat the conpany fails to appreciate is that it would be equally

182 NYSEG Reply Brief, pp. 40-42.
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unfair and unreasonable to allow the utility to recover |ost
revenues when there are none. The conpany's position assunes

that there will be net |ost revenues for every mgrating
custoner, ignoring the potential for new customers (or returning
custoners) to nake up the revenues previously "lost." In fact,

Con Edi son's approach would all ow ratepayers to be charged hi gher
rates for lost revenues regardless of the |level of the utility's
actual revenues or its actual financial performance. An exanple
shows how unfair such a result could be. If a utility had an
equity return level of 35% for exanple, ® the Con Edison
approach woul d require ratepayers to pay the utility even nore
for what nust be considered under those earning circunmstances to
be "phantom' | ost revenues. This is precisely why the Conm ssion
found it unreasonable to allow the recoupnent of |ost revenues
wi thout first considering the | evel of revenues actually received
by the utility.

Nor is Con Edison convincing in arguing that the
Comm ssion's approach some how deni es the conpany the benefits of
its rate settlement or presents disincentives for cost
m nimzation. The mechani sm established by the Comm ssion is
consi stent with | ongstandi ng ratemaking principles. Staff
correctly observes that mgration-related | ost revenues are being
treated just as a forecast reduction in revenues from any ot her
source (such as a downturn in the econony) are treated in a rate
proceedi ng. Under nornmal ratemnaking principles, total forecasted
revenues woul d not include "lost revenues"” and, by definition,
base rates would include sufficient revenues to cover all prudent
costs. Because, in the ordinary case, the utility would be at
risk for the accuracy of the mgration forecasts, the Comm ssion
here determ ned that there would be a true-up to actual net

183 Earned returns in this range are certainly possible, as

reflected in Case 01-E-0359, NYSEG s Electric Price
Protection Plan, Order Carifying Data Required (issued
April 25, 2001), p. 4.
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mgration levels.® This spares the utility a significant

portion of the risk that revenues will not be sufficient to cover
costs.

Further, the nechani smworks in a manner anal ogous to
the Comm ssion's historical treatnment of utility requests to
defer material levels of costs that were not anticipated or
ot herwi se provided for in setting rates. Based on its assertion
that revenues lost to mgration are not reflected in its rates,
Con Edison is actually arguing that it will have unrecovered
costs due to mgration. An application to have such costs added
to future rates (i.e., deferred for |ater recovery) would be
granted by the Comm ssion only if certain conditions were net.
First, the anounts involved would have to be material in
conparison to the conmpany's earnings. The Conm ssion could have
incorporated a simlar threshold in the recovery nechani sm here,
but it did not do so. Accordingly, |ost revenue recovery is
permtted for every dollar of actual revenue shortfall, again
reduci ng the conpany's financial risk conpared to the provisions
t he Comm ssion could have inposed.

An additional deferral condition concerns the |evel of
t he conpany's actual earnings. Deferrals will not generally be
granted if the conpany is overearning, i.e., if its actual
earnings in the historical period exceed the equity return
allowed for the period. |If a utility earns its allowed return,
by definition it covers its cost of capital and nmeets reasonabl e
shar ehol der expectations. Under such circunstances, a deferral
woul d not be permtted. As the Comm ssion recently stated:

The third test in exam ning deferred

accounting requests relates to a utility's

earnings position. The Comm ssion has

traditionally denied deferred accounting

requests if the utility has sufficient

earnings to absorb the costs. . . .
Specifically, the conmpany should be permtted

184 I'n my view, the Commission meant by "net nigration" the total

nunber of mgrating custoners |ess the nunber of ESCO
custoners who returned to the utility and | ess the nunber of
new utility custonmers beyond the | evel of custoner growh
that was assunmed in setting rates.
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to defer SIR costs up to its authorized
return on equity (RCE) of 10.3% Earnings
above 10. 3% should be used to offset the
conpany's SIR costs. 8

Therefore, the Conmm ssion could have limted the
recovery of |lost revenues to situations where a utility was not
earning its allowed return, but it chose not to do so. This
provi des another benefit to the utilities. For exanple, a
utility could be earning in excess of its allowed return despite
revenue shortfalls as a result of productive cost managenent,
productivity gains, or reasonable cost mtigation. 1In such a
case, the Conm ssion could have decided that, because the utility
was earning its allowed return, there would be no need for | ost
revenue recovery. The Conmm ssion's nechani sm however, does not
take that position and it allows revenue recovery whether or not
the allowed return is being earned. Therefore, the Conm ssion's
mechani sm which allows | ost revenues to be recovered only when
overal |l revenues are, in fact, belowthe forecast level, is both
consistent with traditional ratemaking principles and nore
favorable to the utilities in a nunber of ways than would be a
strict application of those principles.

The only situation where the Conmm ssion's mechani sm
denies the utility the recovery of |ost revenues above and beyond

base rates is when there are in fact no | ost revenues. Allow ng

the utilities to add to their profit margi ns under such

ci rcunst ances woul d not be just and reasonable to the ratepayers

and woul d be affirmatively harnful to econom c devel opnent within
the State.

Con Edi son argues, however, that conparing projected
revenue |levels on which rates are based with its actual revenues
is inmpossible because its rates were based on a settlenent that
did not include a detailed revenue requirenment. This argunent is
al so unpersuasive. First, Staff contends that a revenue forecast
on which rates are based has been explicitly agreed upon, and the
conpany has not contradicted this claim Second, this concern

185 Case 01-G 1821, Central Hudson Petition to Defer
Environnental Site Investigation and Renedi ati on Costs,
Menor andum Or der (issued Cctober 25, 2002), p. 5.
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was addressed by the Comm ssion when Con Edi son raised this
argunent seeking rehearing of the March Order. The Conm ssion
noted the concern but expressed its confidence "that reasonable
estimates can be made on individual utility bases, even if the
i dentical methodol ogy may not be appropriate for all." 18

Finally, if a revenue forecast were not avail able or could not be
calculated froma rate allowance, the utility's earning position
coul d be used as noted above regarding deferrals. Accordingly, |
find no nerit in Con Edison's contention that an acceptabl e

cal cul ation of actual |ost revenues cannot be nade due to the
structure of its rate plan.

In addition, | find Con Edison's position regarding its
incentives to reduce costs sonewhat curious. Con Edi son suggests
that utilities should not be expected to reduce costs unless they
are allowed to recover an equal anmount of |ost revenues after the
costs have been elimnated.'® As | understand its statement, a
utility would not reduce its costs unless it were also allowed to
continue recovering revenues designed to cover the very costs
that no longer exist. It would be difficult, in m view, to
characterize such an approach as productive or prudent managenent
or to assunme that it would rise to the | evel of reasonable cost
mtigation.

Not wi t hstanding all of the foregoing, however, and
bei ng sensitive to the utilities' demands that denying all | ost
revenue recovery (where revenues are not |lost) would anmount to
denying themthe benefit of their negotiated rate plans, ¥ |
woul d reconmend an additional condition be added to the
Comm ssion's description of the limtation on the application of
the recovery nmechanism Recovery of net migration-|lost revenues
(as above defined) should be permtted unless both of the

186 Case 00-M 0504, Order on Rehearing and Clarification
Petitions (issued May 30, 2002), p.6.

187 Con Edison Initial Brief, p. 44.

188 The utilities who make this argument are actually assum ng

that a benefit of the rate plan is a regul atory guarantee
that they will |lose no custoners and suffer no | oss of
revenues during its term
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following are true: (a) actual revenues are higher than all owed
revenues; and (b) the company's actual earnings are at or above
its earnings sharing threshold. This additional limtation would
allow the utilities to recover |ost revenues and add to their
profitability well above their allowed returns even if there were
no revenues lost. The utilities' returns would be affected only
where their earned returns are being shared with ratepayers.

Anot her questi onabl e aspect of Con Edi son's proposal is
t he absence of a two-tier mechanism The Comm ssion found that
conpetition would be assisted if a portion of any |ost revenues
were recovered fromfull service utility custoners and a portion
were recovered fromall custoners.!® Based on the flexibility
allowed the utilities in designing the mechanism | find neither
Con Edison's filing nor NYSEG s to violate the Comm ssion's
orders. But in light of the Comm ssion's discussions of the
mechani sm only NYSEG s proposal is acceptable.

One of the basic reasons the Conmm ssion adopted a
two-part approach was its observation that a mgrating customner
must be able to avoid the utility's charges for services no
| onger taken, but should not be able to avoid the charges for
POLR service. The nechanismthat flows from NYSEG s el ectric
rate plan acconplishes a simlar result. Mgrating custoners
wi Il avoid paying for the first $4 nmillion of |ost revenues, but
thereafter will shoul der the sane | evel of costs as other
custoners. Wiile this is not exactly the result the Conm ssion
described, it is sufficiently simlar, in m view, to be
acceptable. NYSEG s gas nechani smwhich is based on a two-tier
approach is also acceptable, as Staff expl ai ned.

Con Edi son's mechanism in contrast, is unacceptable in
this regard and its argunments in support of its position are
unper suasive. Unlike NYSEG Con Edi son does not have a rate plan
containing a |l ost revenue recovery mechanism The nechani sm

189 Above Con Edi son's earnings sharing threshold, the conpany

shares increnental earnings 65%to ratepayers and 35%to the
conpany.

199 Case 00- M 0504, Order on Rehearing and Clarification
Petitions (issued May 30, 2002), p. 5; March Order, p. 24.
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currently in place for Con Edison expires this spring with the
concl usion of phase 5 of its retail access plan. Therefore,
there is no constraint on the ternms of the Con Edi son mechani sm
and it should include the two-tier mechani smpreferred by the
Comm ssion unless it can propose an equi val ent approach that al so
neets the Comm ssion's goals. The conpany's proposal, however,
falls short of this mark. %

Con Edi son argues that it is sinply follow ng
princi ples of cost causation by charging mgrating custoners for
revenue | osses they cause. But Staff correctly notes that this
is, in fact, a loss causation principle--Con Edison is charging
custoners who do not take a service for the ongoing costs of
providing a service to other custoners remaining with the
utility. In my opinion, this is the opposite of the result
i nt ended by the Conmi ssi on.

Con Edi son correctly notes, however, that if estimted
mgration levels are set too high (at or above actual mgration),
ESCO custonmers woul d avoi d payi ng any portion of the utility's
PCLR costs, or mght actually receive a credit in the true-up
This is a legitimate concern, going to the Conmm ssion's
definition of a "conservative" estimate of future mgration.
therefore recommend that a reasonable estimate of future
m gration be produced, but that, when inplenenting the cost
recovery nechanismfor full service custoners, the rate inpact be
reduced by one-third. This should render the estimates
adequately conservative and should greatly reduce the possibility
of anomal ous results.

As adj usted above, the two-tier mechani sm di scussed by
t he Comm ssion should be required for Con Edison gas and el ectric
servi ce.

It seenms nost reasonable to decide the reasonabl eness
of estimated future mgration rates and estimates of short-run

191 staff's argunents that the conpany is seeking past, present,

and future mgration through this nmechani sm appear to be
incorrect. The conpany is seeking | ost revenue recovery from
t hose custoners who will be paying the rates established

her e.
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avoi ded costs in the context of individual utility dockets (the
next phase of this process). Wen true-ups are undertaken,
actual levels of mgration and actual avoided costs can be

cal cul ated and a determ nation can be nmade at that tine
concerning the utility's effective managenent and reasonabl e
mtigation of costs.

A final point should be noted. All of the utilities
express concerns that the introduction of conpetition, mainly for
commodity, will negatively affect their earnings. The actual
results for the first four years of retail conpetition for
Con Edi son and NYSEG do not support that concern. Based on the
"Financial Statistics of the Major Investor-Owed Utilities in
New York State" published by the Departnent of Public Service,

t he average, conpany-w de return for 1998-2001 for Con Edi son was
13.3% and for NYSEG was 26.2% \While the utilities' concerns are
not baseless, it appears that Con Edi son and NYSEG have
experienced no | ost revenues and have been able to nore than
cover all of their costs in base rate, notw thstanding the

i ntroduction of retail conpetition. |If custonmer mgration |evels
for these conpani es ever grow beyond single digits, the results
m ght not be the same, but for the short termit appears that
utility earnings erosion due to current |evels of custoner
mgration is not a significant concern.

V. | MPLEMENTATI ON | SSUES

In inplenenting conpetitive prices for the utilities a
nunber of matters should first be considered. Forenbst anong
those are the potential rate inpacts and conpetitive market
i npacts that mght arise fromsubstituting the prices cal cul ated
here for the existing backout credits.

One might assune that replacing a backout credit with a
hi gher price would both stinulate mgration and increase | ost
revenues and, thereby, utility rates. Conversely, replacing the

backout credit with a | ower price mght be assuned to di scourage
m gration and reduce | ost revenues. But actual experience across
the State with different | evels of backout credits suggests that
the factors encouraging mgration go well beyond the |evel of the
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backout credit. For exanple, all utilities except Con Edi son are
now operating under 4 mll/2 m |l backout credits, yet custoner
m gration for Orange and Rockland Utilities is at 21.8% while
custonmer mgration for NYSEGis 3.2% Wth one-half the |evel of
t hese backout credits, Con Edison migration is at 5% ! These
statistics strongly suggest that factors other than the | evel of
backout credits have significant inpacts on the extent of
custoner mgration. Staff estimates an overall positive inpact
on Con Edison's and an overall negative inpact on NYSEG s retai
access program based on the conpetitive prices cal cul ated here,
". . . it cannot be determ ned whether these effects

will be the primary drivers of success of retail access in either
n 193

but states

franchi se.
From t he consuner's perspective, higher conpetitive
prices will directly benefit ESCO custonmers and ESCOs, but could
negatively affect utility full service custonmers. To the extent
the new prices are close to current backouts, the effects should
be de mnims. Further, the inpact on full service custoners
wll be de minims if the utilities continue to earn above their
earni ngs sharing thresholds. Based on the assunption that
earnings at that level reflect total revenues well above all owed
revenues, there would be no | ost revenues to recover and there
woul d be no inpact on utility rates.
This appears to be the case for both NYSEG and Con
Edi son. For NYSEG el ectric, the |ost revenues associated with
its current level of migration can be subsuned in the $4 mllion
deadband provided for in its rate proceeding. In addition,
NYSEG s earned electric return through Septenber 30, 2002 is
16. 4% above the 15.5% earnings sharing threshold. This suggests
that NYSEG s electric rates are set at a level that fully
conpensates the utility for its costs at its current |evel of
m gration. Accordingly, no |ost revenue recovery is required
beyond that provided in its rate plan, except for increnental
m gration.

192 staff Initial Brief, p. 33.
193 &' p. 36.
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In addition, NYSEG s ongoing electric rate plan and the
contracts entered into by customers and ESCCs in reliance on the
backout credits included in that plan, suggest that the
Comm ssi on should use caution in now inplenenting significantly
| oner conpetitive prices. The NYSEG plan contenpl ates resetting
rates on January 1, 2005, and it seens nost fair to all parties
to await that resetting to inplement conpetitive prices. !

Whet her there will be a need for the | ost revenue recovery
mechani sm or whether it should be limted to increnental
m gration are questions that can be revisited at that tine.

The NYSEG gas situation is unique. Its newest rate
plan includes a bill mtigation plan designed to phase in the
i npact of moving to a market-based gas supply charge.®® Wiile
the parties agree that the conpany's nerchant function charge
(MFC) should not be changed until July 2004, both Staff and CPB
on brief offer alternative suggestions to address the newy
cal cul ated conpetitive prices prior to July 2004. %% Staff
recommends that any increnent above the current MFC be applied as
a credit to delivery charges. CPB urges that the conpany be
required to submt a proposal to deal with the rates cal cul ated
her e.

NYSEG opposes both proposals. It argues that any
i npl enent ati on now of conpetitive prices above the MFC wi | |
si nply exacerbate anounts to be recovered under its bil
mtigation plan. Further, inplenenting Staff's recommendati on
could result in negative delivery charges during the interim

NYSEG s argunents on this issue are convincing, and it
is therefore recormmended that the existing MFC remain in effect
to July 2004 and that the conpetitive prices cal cul ated here not
be inmplenented until that time. Further, all but a small portion
of the current MFC refl ects short-run avoi ded costs, suggesting

194" Because the enbedded prices exanined in this case may be too

dated for use in 2005, the Conm ssion should consider
requiring the filing of an updated study prior to the
i npl enentation of the new rates.

195 NYSEG Reply Brief, p. 39.
196 staff Initial Brief, p. 41; CPB Initial Brief, p. 23.
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that | ost revenues will be quite small over the next year. In
I ight of NYSEG s acceptabl e gas revenue recovery nechani sm
(adj usted by my reconmendati ons above), | would recommend t hat

t he nmechani sm be i nplenmented as part of the phase 2 proceedi ngs
inits gas case.

A | ost revenue recovery nechani sm al so appears
unnecessary at this tinme for Con Edison gas or electric
operations. Through Septenber 2002, the conpany was earni ng
13.05% on el ectric operations, with earnings sharing beginning at
11. 75% and 12.87% for gas operations, with earnings sharing at
11.5% Unless mgration |levels increase substantially, it
appears that Con Edison's base rates will fully recover its
costs. Accordingly, any revenue recovery mechani smi npl enent ed
for Con Edi son now shoul d be based only on increnental mgration,
i.e., custoner mgration above the current 5%/ evel, because
current rates nore than cover all costs even though 5%of its
custoners are now purchasing from ESCGCs.

Because Con Edison is about to enbark on phase 6 of its
retail access program and because the recommended cal cul ati on of
the conpetitive prices for Con Edison is expected to produce
figures close to current backouts, it is recommended that these
prices be inplenmented for Con Edi son as soon as possi bl e.

Whet her a | ost revenue recovery nmechani smcan be justified and
whet her it should be Iimted to future increnental mgration in
light of the current |evels of Con Edison's revenues can be
determ ned in the next phase.

V.  CONCLUSI ONS

Based on the above, | recommend the follow ng:

1. NYSEG should be directed to recalculate its
conpetitive rates (ECOS study) as recomended above and i npl enent
the gas rates and recovery nmechanismin July 2004 and the
electric rates and recovery nechanism (i f needed) in January
2005.
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2. Con Edison should be directed to recalculate its
conpetitive rates (ECOS study) as recomended above and to
i npl ement the gas and electric rates and, if needed, a revenue
recovery mechani smas soon as reasonably possi bl e.

March 24, 2003
JES: yrs
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