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PURPOSE OF THE FILING

The purpose of this filing is to identify cost savings for Pacific Gas and Electric Company (PG&E or the Company) that result when metering, billing, and other revenue cycle services are provided by other entities, and to propose credits for end-use customers in such circumstances.  The proposed credits are consistent with Commission policy to identify the net avoided costs, or net savings:

No later than November 3, 1997, PG&E, SDG&E and Edison shall file, in our unbundling proceeding, cost studies and supporting testimony that separately identifies the net cost savings resulting when billing, metering and related services are provided by another entity…(D.97-05-039, Ordering Paragraph No. 5, on p. 32)

This policy was reiterated in D.98-02-111:

In D.97-05-039 we established a policy, which is that customers who receive revenue cycle services through a third party should be credited by the utility distribution company with the net avoided costs that result.  The purpose of this proceeding, by contrast, is to implement that policy, for each of three utility distribution companies. (pg. 5)

The Commission has recognized that revenue cycle unbundling can also increase some costs to utilities.  The Commission has requested that PG&E compute its cost savings net of these cost increases:

In determining these costs accurately it is entirely appropriate to consider the net reduction in costs to the utilities that occur as a result of unbundling and the provision of certain functions by entities other than the utilities.  It would be unfair and inaccurate to consider costs that are reduced while not considering costs that may be increased in order to provide the function on an unbundled basis.  (D.97-05-039, pp. 17-18, emphasis added)

PG&E argues …that distribution company’s avoided costs should be set on a “net” cost basis and that the net avoided costs consists not only of costs not incurred by the distribution company but also the distribution company costs that are incurred as a result of unbundling.  We agree.  (D.97-05-039, p. 22)

PG&E’s current rates, as well as the revenues proposed in the 1999 General Rate Case (GRC), are premised on PG&E providing revenue cycle service to all customers in its service territory.  The credits proposed herein are for the year 1999, and are designed to adjust customers’ rates, and PG&E’s revenues, to reflect PG&E’s savings when customer services are provided by energy service providers (ESPs) or other entities, instead of by PG&E.

To the extent its customers take revenue cycle services from other entities, PG&E’s revenue cycle service costs will decline.  PG&E’s proposed credits are designed to adjust its revenues by an amount equal to the decline in its revenue cycle service costs bundled in customers’ rates.

As explained below, PG&E’s proposed revenue cycle service credits, based on the utility’s cost savings, send the correct pricing signals to both end-use customers and ESPs, and will result in economic efficiency and fair competition.

overview OF filing

This chapter, Chapter 1, presents the policy principles that PG&E has used to determine revenue cycle service credits.  The key policy principles are that credits should equal cost savings, and that in order to determine credits accurately, savings should be deaveraged.  This chapter also proposes a mechanism to update the 1999 credits.

Chapter 2, Revenue Cycle Functions, describes each revenue cycle service that the Commission has ordered PG&E to unbundle.  Meter ownership, meter services, meter reading, billing, collections and customer inquiry services are described in detail.  Chapter 3, Cost Savings, describes the activity-based analyses PG&E undertook to determine cost savings.  After precisely defining each revenue cycle service, PG&E examined all the expenses that support a given service, and estimated cost savings that result when that service is provided by someone other than PG&E.  Chapter 4, Ratemaking and Accounting Procedures, describes the revenue accounting treatment of revenue cycle credits.  As directed by the Commission, PG&E will reduce distribution charges by the amount of the appropriate cost savings credit (D.95�05�039, p. 18).  The Appendix, Revenue Cycle Services Cost Study, contains the cost study supporting the credits presented in Chapter 3.

Policy principles

Characteristics of Cost Savings

The costs that PG&E avoids as a result of revenue cycle unbundling have the following characteristics:

They reflect cost causation.  Costs are recognized as being caused by an action only if the costs are brought into existence as a direct result of the action, or if the costs would not be incurred if the action were not taken.

They are forward looking.  Forward-looking costs are costs that are expected to be incurred in the future in order to provide a certain volume of service.

They exclude sunk costs.  Sunk costs are costs incurred in the past that are irreversible.  Sunk costs have zero economic value in alternative uses regardless of a firm’s decision.  Therefore, cost savings do not include sunk costs.

They reflect the company’s existing infrastructure.  These costs are not based on a company’s theoretically optimum starting point.  For instance, a company’s current assets and commitments affect its future costs.  While it may be convenient to assume away a utility’s actual situation, such as its obligation to serve, and to imagine that the utility can start anew, estimates of economic costs based on such a “green-field” analysis would mistakenly ignore actual resource costs and benefits.  Therefore, in this study, PG&E has estimated cost savings based on its actual abilities and operations.

Credits for Services Performed by ESPs Should Equal the Utility’s Cost Savings

Pursuant to the Commission’s direction in Decision 97�05�039, PG&E has computed credits for revenue cycle services equal to its cost savings.  From an economic efficiency standpoint, an ESP should provide a service only when its cost is less than the cost savings the utility experiences, and it should not provide the service when its cost is greater than the utility’s cost savings.

It would be inefficient if the utility credit did not equal its savings.  For example, suppose the utility’s cost savings and its credit for unbundled service A is $5.  If an ESP can provide service A at a cost of $4, then it will gain customers.  Because the ESP’s cost is less than the credit the customer receives, the ESP can profitably price service A such that customers will have a lower total cost if they take service A from the ESP, rather than from the utility.  If the ESP’s cost to provide service A is $6, then it will not gain customers, because its cost exceeds the credit.  In both cases, the result is efficient because the ESP provides the service only when its cost is less than the utility’s savings.

Now suppose the Commission were to set the credit for service A at $7.  This would not result in an efficient outcome, because while the utility would save only $5 from not providing service A, an ESP could spend up to $7 to provide the service.  That is, an ESP with a $6 cost could provide the service even though the utility savings is only $5, so a credit for service A of $7 would fail to signal to customers the most efficient choice.

Similarly, suppose the Commission were to set the credit for service A at $3.  This would not result in an efficient outcome either, because while the utility would save $5 from not providing service A, an ESP would not provide service A unless its cost was less than $3.  That is, the ESP with a $4 cost would not provide service A even though the utility savings would be $5, so a credit for service A of $3 would fail to signal to customers the most efficient choice.

Therefore, only a set of credits equal to a utility’s savings satisfies the criterion for efficiency and the Commission’s long-standing policy that each service be provided in a least-cost manner.

Cost savings should exclude shared or common costs unless all the services those costs support are eliminated.  Shared costs are costs that are attributable to a group of services but are not specific to any one service within the group.  For example, even if a utility were to discontinue electric metering entirely, it would not avoid the costs that electric metering shares with gas metering.  A special class of shared costs are common costs, which are costs attributable to all of the services provided by a firm.  Shared and common costs are only avoided if all the services they support are eliminated.

Deaveraging is Essential for Credits to Reflect Cost Savings

Cost Savings Vary by Customer Class, Density, Location, and Other Factors

In some instances, PG&E’s cost savings per customer will vary by customer class, location, and other factors.  Since PG&E’s savings will vary, averaged uniform credits generally would not equal cost savings and would not be efficient.  Deaveraging credits simply recognizes cost of service differences according to various factors, including customer class, size, and location.  For revenue cycle services, the Commission affirmed its support for this principle:  “We want to determine these costs accurately as possible and to that end are open to proposals that would ‘deaverage’ costs” (D.97-05-039, p. 17).  Therefore, PG&E has computed deaveraged cost savings which reflect cost differences caused by various factors.  Some examples are shown below.�

Rev. Cycle Service�Deaveraging Criteria�A Determinant of Avoided Cost��Billing�Bill type�Complexity of computations, and whether bills are manually handled������Meter reading �Density�Proximity of meters������Meter reading�Single or dual commodity�Whether a customer has a gas meter that must continue to be read������Meter Ownership�Equipment cost�Need for new meters��Deaveraging is Necessary for Efficiency

Deaveraged credits better reflect a utility’s cost savings for each service class, location, and other factors.  In contrast, averaged credits can result in a mismatch between credits and savings.  From a purely economic perspective, since customers will base their decisions on the amount of the credit and not on the utility’s savings, averaged credits could send incorrect price signals to customers.  For higher-cost customers, averaged credits would be less than the utility’s savings, resulting in inadequate incentive for ESPs to provide service.  For lower-cost customers, an averaged credit would exceed the utility’s savings, providing incentive for uneconomic choice.  Therefore, the mismatch between savings and averaged credits would lead to higher overall service costs, as illustrated by the following example.

Suppose a utility’s savings for service B are $5 per high-cost customer and $1 per low-cost customer.  Service B is provided efficiently if the utility offers a credit of $5 for high-cost customers and $1 for low-cost customers.  In contrast, an averaged credit equal to $3 is inefficient for both customer classes.  For high-cost customers, since the utility’s savings is $5, a customer credit of $3 does not give ESPs adequate incentive to provide service B.  For low-cost customers, an ESP could spend up to the credit of $3 to provide service B.  This is not efficient:  an ESP could profitably provide service B at a cost of $2 while the utility saves only $1.  Since the utility is obligated to give an averaged credit of $3, it incurs a $2 loss for every low-cost customer who switches to an ESP.  As this example demonstrates, averaged credits not only result in economic inefficiency, but may also cause unjustified financial losses to the utility.

To summarize, when service costs vary, efficiency requires that credits be deaveraged.

Deaveraging Preserves a Reasonable Opportunity for Utilities to Recover Costs

In addition to efficiency gains, deaveraging is also essential to maintain a reasonable opportunity for utilities to recover the costs they incur as a result of their obligation to serve.  The Commission has made it clear that utilities retain their obligation to provide service:

�The idea of the UDC serving as the default provider is to ensure that everyone is provided with electricity, because electricity is an essential commodity.  Anyone who pays for the service should be allowed access to it.  Accordingly, the UDC shall be obligated to serve any customer who no longer engages in direct access.  (D.97�05-040, p. 49)

The UDC shall provide nondiscriminatory distribution services on equivalent terms and conditions to all customers in its service territory regardless of their choice of electricity supplier, and furthermore, shall be required to supply electricity to those customers who choose to remain with their existing electric utility.  (D.97-05-040, Ordering Paragraph No. 5h, on p. 94)



While electric rates are frozen, averaged credits could delay the end of the rate freeze, harming other ratepayers, or result in financial losses to utilities, which are prevented from adjusting rates to reflect the loss of lower-than-average cost to serve customers.  (If rates were not frozen, the failure to deaverage cost savings would shift cost burdens from low�cost customers to high-cost customers.)

Rate Credits Should Reflect Capital and Expense Cost Recovery

Customers’ rates reflect both capital and expense items for revenue cycle services.  The credits that customers receive should also reflect how customers pay for capital and expense items.

For expense items, credits should equal the reduction in ongoing utility costs resulting from unbundling.  That is, customers pay “dollar-for-dollar” for authorized revenue cycle expenses, and are credited similarly when these services are provided by others.

For capital items like meters, in contrast, customers pay for return, depreciation and taxes on unrecovered investment.  Therefore, if a customer returns a meter to PG&E, the credit should equal the return, depreciation and taxes on that meter that are reflected in the customer’s electric rate.  However, PG&E may incur costs to process a returned meter.  These costs could include the cost of inspecting and cleaning the meter, logging it into inventory, or disposing of it if its condition does not warrant keeping it for reuse.  PG&E’s net cost savings credit for the return of a PG&E-owned meter, if it is reusable, is the cost of a new meter, adjusted for depreciation on the returned meter, less PG&E’s processing costs.  PG&E has deaveraged these credits by class.  Meter credits are presented by rate schedule in Chapter 3.

The foregoing proposal for meter ownership credits assumes that a percentage of removed meters can be either reused or sold.  If it turns out that most of the returned meters of a given class that PG&E receives are neither reusable nor salable, PG&E will propose no meter ownership credit for that class.  This is because, in this case, the meters do not have any economic value in alternative uses and, in fact, reflect sunk costs.

Update procedures

PG&E’s savings are dependent on the number of customers who choose ESP service.  If a small number of customers choose ESP service, the utility may have little change in total costs, and as a result, savings may be low.  At low market penetrations, the UDC’s savings will be small because the UDC will continue to incur all the fixed costs of providing revenue cycle services.  For example, at low market penetrations for meter services, the UDC will continue to own and operate all its meter service shops.  In contrast, if most customers choose ESP service, the UDC might close or consolidate some of those facilities. 

The credits in this application are based on market penetration assumptions derived from the Direct Access Service Requests (DASRs).  PG&E assumes it will receive DASRs at the same rate it has received them since November 1, 1997, and that customers will continue to choose ESPs to provide revenue cycle services at the same rate.  PG&E has forecast 1999 average market penetration levels for meter ownership and services, meter reading, and ESP consolidated billing. 



Credit Category�# of Customers�Market Penetration��Meter Ownership�7,000�.2% of Market��Meter Services�7,000�.2% of Market��Meter Reading�5,300�.1% of Market��Consolidated Billing �57,000�1.3% of Market��

The proposed credits in Chapter 3 are applicable at all market penetration levels below 10 percent.  PG&E recognizes that all parties are eager to have credits in place by January 1, 1999.  As a result, PG&E recommends that the Commission focus on credit calculation methodology, and that credits in this proceeding be litigated only for market penetration levels less than 10 percent.  As the restructured industry evolves, credits may be revised to reflect higher market penetration.  PG&E proposes that the Commission address other market penetration levels in a subsequent phase (Phase 3) of this proceeding.  Phase 3 would be litigated in 1999 if market penetrations for revenue cycle services are forecast to exceed 10 percent in the year 2000.  In Phase 3, the Commission would adopt credits for market penetration levels higher than 10 percent, using the calculation methodology adopted in Phase 2.  If forecast market penetration remains below 10 percent, then Phase 3 would not be needed. 

SUMMARY OF RECOMMENDATIONS AND CONCLUSIONS

PG&E recommends that the cost credits developed in this study be adopted.  These credits are in compliance with the Commission’s requests in Decision 97�05�039, are based on PG&E’s cost savings, are appropriately deaveraged, represent economic costs consistent with economic principles, and are based on an exhaustive bottom�up activity�based analysis.

Adoption of the credits developed in this study will best achieve sound policy objectives:  attaining a least-cost provision of services while preserving the obligation to serve, maintaining a reasonable opportunity for utilities to recover costs, and promoting the development of competition under fair conditions.
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