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QUALIFICATIONS

Q.	Please state your name and business address. 

A.	My name is John H. Landon.  My business address is Two Embarcadero Center, Suite 1160, San Francisco, California, 94111. 

Q.	What is your current position?

A.	I am a Principal and Director of the Energy and Telecommunications practice of Analysis Group/Economics, an economic consulting firm. 

Q.	Please outline your educational background. 

A.	I received a B.A. degree with highest honors from Michigan State University with a major in economics in 1964.  I subsequently attended graduate school at Cornell University, where I was awarded an M.A. in economics in 1967 and a Ph.D. in the same field in 1969. 

Q.	Where were you employed after leaving Cornell University? 

A.	I served on the faculty of Case Western Reserve University from 1968 to 1973, rising from the rank of assistant professor to associate professor, and on the faculty of the University of Delaware from 1973 to June 1977 as an associate professor. 

Q.	What subjects did you teach during this period? 

A.	I taught microeconomics, industrial organization, antitrust economics, regulatory economics and economic forecasting. 

Q.	Where were you employed after leaving the University of Delaware?

A.	I was employed by National Economic Research Associates (NERA) from 1977 to 1997 as a Senior Consultant, Vice President, Senior Vice President, and member of the Board of Directors.

Q.	When did you join Analysis Group?

A.	I joined Analysis Group in March of 1997.

Q.	What has been the nature of your assignments at NERA and Analysis 	Group/ Economics? 

A.	Much of my work over the last 20 years has been on issues relating to the application of economic principles to the electric utility industry.  I have participated in numerous projects addressing economic and related antitrust issues before the Federal Energy Regulatory Commission (FERC), the Nuclear Regulatory Commission (NRC), the Securities and Exchange Commission (SEC), state regulatory commissions, and federal and state district courts. 

Q.	Please briefly outline your electric utility related background.

A.	I studied regulatory economics both as an undergraduate (Michigan State with Professor Joel Dirlam) and as a graduate student (Cornell University with Alfred Kahn).  I was one of the graduate assistants who provided research assistance for Professor Kahn as he wrote his Economics of Regulation.  As a faculty member at Case Western Reserve University and the University of Delaware, I taught regulatory economics and authored or co-authored several articles and book chapters focused on economic aspects of the electric utility industry.  In my more than 20 years of practice as an economic consultant, I have spent the majority of my time on issues involving electric utilities.  I have provided strategic analysis, advice and testimony on electric issues in every region of the U.S., as well as in Canada, the United Kingdom (UK), New Zealand, Chile and Colombia.

Q.	Have you previously testified? 

A.	Yes.  I have testified on many occasions before state and federal courts and regulatory agencies on a variety of matters.

Q.	Have you previously provided analyses and/or testimony on issues relating to the introduction of direct retail competition to the electric utility industry?

A.	Yes.  I have provided analyses and/or testimony related to direct retail access in the states of California, New York, New Jersey, Pennsylvania, Delaware, Maryland, Florida, Illinois, Arizona, Texas, Iowa, Michigan, Nevada and Ohio.  I have worked on related issues in Canada, the UK, New Zealand, Chile and Colombia.



PURPOSE OF TESTIMONY

Q.	What is the purpose of your testimony?

A.	The purpose of my testimony is to:

Provide an economic framework for evaluating alternative methods for developing credits for revenue cycle services (RCS) for 1999.

Use this framework to evaluate the advantages and disadvantages of each of the various methods for estimating RCS credits being proposed in this proceeding.

Discuss the positions taken by parties in the proceeding with respect to key issues related to the development of RCS credits.

Q.	Why is your testimony restricted to the period of the rate freeze?

A.	It is my understanding that the scope of the proceedings is limited to the issue of determining the appropriate credits for RCS for 1999.  It is my understanding that the complex issue of determining the proper method of pricing RCS after the rate freeze will be established in a subsequent proceeding. 



Executive summary and organization of testimony

Q.	Why is the issue of Revenue cycle services credits important?

A.	The California Public Utilities Commission (CPUC), as part of its effort to restructure the electric industry in California, has determined that meter reading, meter services, meter cost and billing, should be unbundled and opened up to competition.  However, a substantial infrastructure, implemented by the incumbent utilities, is already in place to provide these services.  Thus the question addressed in this proceeding is how best to structure the transition from a market with a single supplier (the incumbent) to an efficient multi-firm RCS market.  Two interrelated issues are of particular concern during the transition period.  First, as the Commission and the California Legislature have previously concluded, incumbents will need to recover the costs associated with legitimate investments in RCS infrastructure that were incurred under Commission oversight.  Second, consumers and firms providing RCS in the newly competitive market should receive accurate information about any cost savings associated with a competitive offering.

In this Phase II hearing, the Commission will determine the appropriate 1999 bill credit to customers choosing an alternative RCS supplier.  A correctly designed and implemented credit will both minimize the investments that are stranded as a result of the transition to competition and facilitate the entry of efficient service providers.

Q.	Please summarize your conclusions.

A.	My conclusions are the following:

The calculation of bill credits based on the incumbent’s short-term decremental cost of service will minimize the cost of transition and encourage efficient entry by competitive service providers.

Alternative proposals to calculate RCS credits based on embedded costs would create significant inefficiencies by unfairly subsidizing market entrants at the expense of the incumbent providers and California consumers.

The Commission should adopt geographic deaveraging to ensure that RCS prices and credits more accurately reflect the true cost of service and to promote efficient entry rather than cream skimming.

The Commission has adopted a long-run incremental cost (LRIC) based method for pricing unbundled telecommunication services.  Given the substantial differences between the two industries, it is not clear, as some parties to the proceedings have asserted, that LRIC-based methods are appropriate for pricing RCS.  A special proceeding should be convened to determine the most appropriate method for pricing RCS.

The costs associated with the utility’s incumbent burdens (e.g., obligation to serve) should be established and collected from all providers through competitively neutral charges.



Q.	How is your testimony organized?

A.	Section IV presents the appropriate economic framework within which to develop RCS bill credits.  More specifically, Section IV.A. discusses goals of this public policy exercise.  Section IV.B. then evaluates several methods of calculating a bill credit.  Section IV.C. discusses some additional issues of importance in the elaboration of a credit mechanism.  Section V evaluates the proposals of Edison and other parties.  Section VI presents my conclusions.



Economic Framework

Goals

Q.	What, in your opinion, are appropriate goals for setting credits for revenue cycle services during the rate freeze?

A.	The main goals should be to:

provide the appropriate price signal

provide an opportunity for the utility to recover its costs (including stranded costs and costs associated with incumbent burdens)

encourage efficient entry

promote competition



Provide the Appropriate Price Signal

Q.	What do you mean by “provide the appropriate price signal”?

A.	By appropriate price signal, I mean that the credit should be set to maximize allocative efficiency.  Allocative efficiency means that society’s scarce resources are allocated to their highest-valued use.  This occurs when the price of a service (or the credit in the case of revenue cycle services) is set equal to its marginal (or short-term avoided) cost.  Marginal (or short-term avoided) cost is the increase (or decrease) in cost that occurs when output is increased (or decreased) by a small amount.  For the purpose of computing revenue cycle services, marginal or avoided cost will be the net decrease in cost that occurs when there is a reduction in the level of the service provided.  The net reduction should reflect both incumbent costs that are reduced and those that are increased (e.g., additional billing costs) if the service is provided by another supplier.

The efficiency reason that the RCS credit should be set equal to marginal or net avoided cost is that marginal cost is the economic cost that a customer’s continued use of the service imposes on the economy.  Thus, if credits are set equal to marginal costs, the savings from ending existing service arrangements will be the same as the savings to society (in terms of the reductions in scarce resources that are consumed).

If the price is not set equal to the marginal cost, inefficiencies are introduced.  To see this, assume that the net cost the utility avoids for a particular revenue cycle service is $5, and the credit for the service is set at $8.  Assume further that an ESP can provide the service for $6.  In this situation, the ESP could charge the customer a price slightly below the credit, say $7.  At this price, the ESP will be able to attract the customer since the customer would save $1 (8 - 7), and the supplier could make a profit of $1 (7 - 6).  However, the utility will lose $3 (8 - 5) toward recovery of its CTC and other costs.  More of society’s scarce resources will be used because a less efficient supplier will provide the service.  

If instead the credit were set equal to the utility’s net avoided cost, then the ESP would not be able to provide the service since its marginal cost of providing the service exceeds the credit.  Thus, setting the credit equal to marginal cost provides the proper price signal that the utility, being the more efficient provider, should serve the customer.

Allow for Cost Recovery

Q.	If the credit is set equal to marginal or avoided cost, is there a concern that the utility will fail to recover its fixed costs?

A.	No.  During the price freeze, rates are presumably set to recover a utility’s costs, including the CTC.  If the credit is set equal to the net cost the utility avoids when an ESP provides the service, then the utility will receive the same contribution to the CTC and recovery of other costs, irrespective of who provides the service.  From an efficiency standpoint, setting this credit equal to marginal or avoided cost provides the opportunity for the utility to recover its costs and ensures that the service will be provided by the  competitor who can do so at lowest cost.

Q.	How will the rate freeze affect the incumbent’s ability to recover costs?

A.	The rate freeze means that the incumbent utility’s ability to respond to competitive pressures is limited.  As long as the freeze is in place, the incumbent will be unable to recover costs by raising the prices of its services.  Hence, the utility depends very heavily on properly-constructed RCS credits to help it recover its costs.  Credits that exceed the costs the utility avoids when the service is provided by an ESP will take away, dollar for dollar, the expected contribution to recovery of CTC and other costs.  

Q.	Does the incumbent face costs that entrants will not?

A.	Yes.  By opening RCS to competition, it is possible that in addition to stranded generation assets, the utility may also face stranded RCS assets.  In addition, the utility will be exposed to incumbent burdens.  The term incumbent burdens refers to the disparity between the obligation of the utility and the obligations of ESPs.  Incumbent burdens competitively disadvantage incumbents in much the same way that barriers to entry affect new entrants.  They are the additional costs that utilities incur due to their obligation to act as providers of last resort to high-cost customers (e.g., duty to provide service to remote areas) whom other providers find unprofitable to serve.

In order for a utility to remain competitive and to have an opportunity to recover its costs, it is important that stranded RCS costs and incumbent burdens be treated as costs associated with open access and be recovered from all ESPs, or their customers, through a competitively neutral charge.

Q.	What do you mean by “stranded RCS costs”?

A.	Stranded costs can be defined as the excess of utility costs over revenues associated with the move to a competitive marketplace.  They include both the reduction in the utility’s expected revenues available to pay existing costs, as well as any direct costs associated with the transition to open access which will not be recovered in market prices.  In other words, stranded costs will arise if market prices will not enable the incumbent utility to recover sunk costs or additional prudent expenses incurred during the transition from a fully regulated market to a competitive one.  The implicit assumption is that the utility would have had a reasonable opportunity to recover its existing and ongoing costs under traditional cost-of-service ratemaking and will not willingly undertake further investments without assurances of recovery.

Q.	Why should regulators be concerned about allowing utilities to recover their  costs?

A.	There are both legal and economic issues that dictate that incumbents should be allowed to recoup potentially stranded costs.  First, as I discussed earlier, unrecovered RCS costs create incumbent burdens that would make it difficult for the utility to compete, even if it is more efficient than alternative suppliers.   Without recovery of these costs in a competitively neutral way, there is likely to be an adverse effect on market outcomes for both the producer and consumers (CA Public Utilities Code § 330 (o)-(t), § 367; D.95-12-063 pp. 110-112).

Second, until recently, incumbent utilities have operated as regulated entities.  That regulated status carried with it an implicit contract.  That is, utility commissions have required utilities to provide universal service to all customers, to implement mandated public policy programs, and to have their rates and investments approved by the Commission.  In exchange, the Commission guaranteed the incumbent that it would have the opportunity to recover its costs, including a fair market return on its capital, in rates.  The nature of the electric industry has required that utilities incur large fixed costs on long-run investments in order to provide services, and many of these past investments will remain into the competitive era.  The onset of deregulation does not change the rules under which past prudent investments were made and does not change the implicit contract in place when those investments were made.  Therefore, it is the Commission’s responsibility to ensure that the utility is given a reasonable opportunity to recover the costs associated with prudently undertaken investments during the regulated era, as well as required costs to effectuate the transition to competition.

Q.	Are there any other inefficiencies created by disallowance of stranded cost recovery?

A.	Yes.  Failure to allow the opportunity for stranded cost recovery can also create capital-related inefficiencies.  Saddling incumbent firms with stranded costs creates financial weakness and increases the return that will be required by future investors, making it more costly for incumbents to maintain and modernize their facilities.  High capital costs caused by regulatory uncertainty will also tend to raise costs for those services that remain regulated.



Encourage Efficient Entry 

Q.	Why should the Commission concern itself with designing policies to ensure that the most efficient RCS providers end up providing services?

A.	Basic economics teaches that competitive markets benefit society by driving price down to the marginal cost of the last unit of production.  The most efficient firm, by definition, has the lowest production costs, and therefore will be able to charge lower prices than its competitors and still earn profits.  A market that operates this way has clear productive incentives:  more innovative and more efficient firms will be able to win market share by offering superior services or lower prices, from which society as a whole benefits.

Efficient firms can be kept out of the market by regulatory imposed barriers to entry.  These barriers are often asymmetric obligations, whereby certain firms, irrespective of their productive efficiencies, gain or retain unfair competitive advantages.  These asymmetries can arise in the form of regulatory rules that favor certain types of firms over others.  When the most efficient firms cannot compete effectively with alternative firms, society loses the benefits of lower prices and product innovation.

Q.	Would issuing credits based on embedded costs encourage efficient entry?

A.	No.  Credits based on embedded costs create an opportunity for “uneconomic bypass”, or a situation in which relatively high-cost firms end up providing a service instead of low-cost companies.  Relative to a credit based on the incumbent’s avoided marginal cost of not providing a particular service, an embedded-cost credit results in new entrants receiving a de facto subsidy equal to a portion of the incumbent’s fixed costs.  An embedded-cost credit system will also increase stranded costs for the incumbent.

Q.	How would credits based on embedded costs result in inefficient entry by  RCS providers?

A.	By obligating the incumbent to deliver a credit that is greater than the marginal cost of service—the true savings realized by the incumbent not having to provide the service—the utility would be forced to create an undue incentive for customers to switch providers from incumbent to entrants.  This would adversely affect shareholders and ratepayers, and lead to uneconomic bypass by inefficient competitors.  Shareholders are adversely affected because earnings are reduced and ratepayers may be adversely affected to the extent that the length of time required to recover the CTC is increased.

We can use the hypothetical example from page 4 to illustrate the potential for inefficient bypass.  Suppose an incumbent’s avoided cost associated with a service is $5.  A customer choosing an alternative supplier for that service would receive an avoided-cost credit of $5; therefore, only competitors offering the service for less than $5 will win new customers.  If instead the credit includes a portion of the incumbent’s fixed costs, say $1, customers will have an incentive to switch to a firm providing the service for less than $6, even though the incumbent can provide the service for a marginal cost of $5.  Thus, the embedded-cost subsidy creates a “wedge” between the incumbent’s and entrants’ costs in which inefficient producers can successfully compete.  Such an outcome would result in significant welfare losses to consumers, who are denied the benefits of downward pressure on prices that a truly competitive market would bring.

Q.	Why is it unfair to credit customers who choose competitive RCS suppliers based on embedded costs?

A.	Such a system would result in 1) the utility subsidizing entrants and 2) utility customers subsidizing those customers who choose an ESP.  The higher credit associated with embedded costs allows a competitor to charge higher prices than if the credit were based on avoided marginal costs and therefore acts as a subsidy to these companies.  Further, since the embedded-cost credit hurts the incumbent’s ability to recover stranded costs, those customers that remain with the utility may face higher costs for services so that the incumbent can cover its costs.  Without an appropriate non-bypassable charge paid by all customers, consumers that leave the incumbent will avoid paying these continuing costs.



Promote Competition

Q.	Witness Weisenmiller of Enron (p. 8) contends that the methodology used to develop RCS credits “…must allow for the creation and sustenance of a long-term competitive market for RCS.”  Do you agree with his contention?

A.	No, not to the extent that he seems to favor subsidizing competitors. The appropriate focus is on promoting an efficient competitive process, not in promoting the survival of competitors per se.  The goal should be to set prices to correctly reflect actual marginal or avoided costs and let competitors enter if they can do so profitably.  

Q.	What requirements will ensure the benefits of competition?

A.	In the context of the restructured retail electric business, a level playing field means that essential facilities—utility services that cannot be feasibly duplicated by competitors and access to which is necessary for firms to compete in the industry—such as transmission and distribution are available to all potential suppliers on the same terms and conditions.  Regulators should ensure that market participants have equal access to essential facilities. However, the Commission has determined that revenue cycle services are not essential facilities.  For such non-essential facilities, light-handed regulation is preferable. 

Q.	Does a level playing field require removing all the advantages that incumbent utilities now enjoy?

A.	No.  In evaluating competitive conditions in the industry, one must distinguish between legitimate competitive advantage and illegitimate advantage.  Destroying legitimate competitive advantage, such as economies of scale and scope, in order to favor new entrants subverts the competitive process, making superior firms less efficient and less able to compete on the merits of their abilities.  This reduces consumer welfare.  Legitimate competitive advantage comes from investing to develop superiority in all phases of business, including production, distribution, management, service, marketing, and products.  Firms that grow and prosper in competitive markets make these investments and are successful in satisfying the preferences of their customers.  They develop reputations for excellence relative to rival firms.  Preventing them from capitalizing on their investments and superiority by imposing handicaps to favor less efficient firms only harms consumers.

Q.	What should be the broad economic goals of the transition to more competitive markets?

A.	During the transition to competition, the Commission should be concerned with establishing rules that maximize the chances of achieving a free, competitive energy market. This means light-handed regulation that ensures open access to efficient suppliers, but does not protect inefficient firms by artificially hampering incumbents at the expense of consumers.  It also means establishing safeguards against anticompetitive activity, whether by incumbents or new entrants, and allowing the benefits of a free market to flow from competitive forces.  Limiting regulation to these areas will allow efficient firms to succeed and provide consumers with better prices, products, and services.  It will also cull out the inefficient and unresponsive firms.  An important goal of light-handed regulation is not using the regulatory process to protect one group of sellers (for example, new entrants) at the expense of others (for example, incumbents).  Unnecessary regulation is one of the greatest impediments to competition and efficiency.  Under “regulated competition” parties have an incentive to lobby for special treatment in one form or another, especially to protect themselves from more efficient rivals.  Regulators must guard against this misuse of the regulatory process.

Q.	Should regulators ensure that all firms that wish to are able to compete for newly deregulated services?

A.	No.  Ultimately, regulators must concern themselves with protecting and promoting competition, not competitors.  That is, the number or the identity of individual competitors should not be a primary concern; what matters most is the benefit that accrues to consumers and producers from a fully competitive market, regardless of which firms thrive and which fail.  If keeping the price signals correct and allowing the incumbent to take advantage of its competitive position, productive advantages, and experience means that consumers will benefit, then regulators have an obligation to make sure that the incumbent is not saddled with undue regulatory burdens that impede its ability to compete with potential entrants.

While the Commission must be concerned with firms gaining advantages that would permit anti-competitive practices, advantages that stem from a first- mover position, brand name, or product differentiation (among others) are generally beneficial to the consumer.   Propping up inefficient firms through short-sighted regulation in the name of competition may actually delay the arrival of the long-run competitive equilibrium in the industry.



Evaluation of Alternative Methods for Determining RCS Credits



Short-Term Marginal Cost

Q.	Various witnesses have proposed various methods for computing revenue cycle credits during the rate freeze.  Can you describe and comment on the various methods that have been proposed?

A.	Yes.  Most of the witnesses have proposed what I would describe as a short-term marginal cost or net avoided cost method.  With this method, the revenue cycle service credit is based on the net cost that is avoided when the service is provided by an ESP.

Q.	What are the advantages of using net avoided cost to establish the credits for revenue cycle services?

A.	As previously stated, there are three advantages to using this method.  First, it provides the correct price signal to promote allocative efficiency.  Second, it affords the utility an opportunity to recover its costs.  Third, it provides the proper price signal to promote efficient entry.  That is, ESPs will enter only if they can provide the service for less than the utility’s net savings.

Q.	What are the disadvantages of using the net avoided cost method to set RCS credits?

A.	The main disadvantage with the net avoided cost method is that entry may be deferred when avoided costs do not include any fixed costs. In competitive markets, one role of price is to signal the proper timing of entry.  If adequate capacity exists, then entry should occur only if it is economic based on saved variable costs; on the other hand, if the market is in equilibrium or demand exceeds capacity, then entry will occur based on avoided variable and capital costs.  This process is beneficial because with excess capacity the value of entry equals short-run marginal or avoided costs; whereas if capacity constraints exist, the value of entry will include the cost of expanding capacity.  It should be stressed that in competitive markets, entry should occur only if the entrant is able to provide the service at least as efficiently as the incumbent.

Q.	Are there any other disadvantages with the use of the marginal or net avoided cost methodology? 

A.	Yes.  The net avoided cost method requires an estimate of the net costs that will be avoided.  These costs, in turn, depend on factors such as geography, customer density, and level of supplier penetration.  Unfortunately, data required to estimate net avoided costs are not readily available from the utility’s accounting system and, hence, must be developed through special studies.

Q.	The credits being proposed appear to be fairly small.  Is this true?

A.	The credits reflect the limited opportunity for short-run savings.  For example, if one house in a tract has its meter read by one ESP, then the savings is equal to the time that the utility’s meter reader would save by not having to go from the sidewalk to the meter and not having to read the meter.  However, if the ESP was able to read the meter for everyone in the tract, the savings would be much greater.  I will elaborate on this distinction later in my testimony.



Embedded Cost Allocation

Q.	Do other witnesses suggest other methods for setting RCS credits?

A.	Yes.  Witness Weisenmiller of Enron (pp. 12-14) suggests the use of a fully allocated cost methodology for estimating RCS credits during the rate freeze.  

Q.	Please describe Enron’s method.

A.	Enron advocates the use of a traditional embedded cost or fully allocated cost methodology.  The method consists of the following steps:  First, Enron assembles FERC accounting data using an average of 1995 and 1996 data as the basis for the credit.  Some of these accounting data are escalated to 1999 levels, using inflation or PBR indices.

Second, “these expense categories are increased to account for administrative and general expenses…  In some cases, additional loaders are included for uncollectibles or cash working capital.”  Third, the marked-up  costs are allocated to customer classes or meter types based on a chosen allocator.  For example, Enron “used the relative size of ORA’s meter service credit by meter type to allocate Enron’s meter service to meter type.”  Finally, allocated costs are divided by the number of services performed to estimate the credit.

Q.	Are there any significant advantages with the use of the fully allocated methods to establish RCS credits?

A.	No.  The method can be based, to some extent, on existing accounting data.  However, this advantage is limited and does not offset inherent limitations of the techniques discussed below.

Q.	What are the limitations to the advantage of being able to construct embedded cost credits from existing accounting data?

A.	The limitation is there must be a match between the accounting categories and the functions for which the credit is being calculated.  Here, as is pointed out in the testimony of Mr. Pope, the accounting information used by Mr. Weisenmiller was inappropriate, even if an average cost credit was desired.

Q.	Is this the primary problem with the embedded cost methodology?

No.  The primary problems with the use of the fully allocated cost method are as follows.  First, the method provides an inappropriate price signal because the credit is not based on marginal or net avoided cost.  Second, the method arbitrarily allocates joint and common costs.  Joint costs are costs that are attributable to two or more products or services but are not specific to any particular product or service in the group.  Consequently, joint costs can be eliminated only if all of the products or services in the group are eliminated.  Common costs are joint costs that are attributable to all products or services provided by the utility.  A major concern with the use of the fully allocated cost method is that different and equally plausible allocation criteria can yield dramatically different results.  Potentially defensible allocation criteria can be selected that will yield virtually any desired result.  

Third, the method can result in inefficient entry by producing a credit which allows an ESP to provide the service, even though the ESP is less efficient than the incumbent utility.  For example, assume that the cost that the utility avoids is $5, the fixed costs allocated to the service is $3 and the ESP’s marginal cost of providing the service is $6.  In this situation, the use of the embedded cost allocation method would result in inefficient entry because the ESP would be able to serve the customer even though its marginal cost is greater than the utility’s marginal cost.  Fourth, the use of the fully-allocated methodology to establish RCS credits will adversely affect both shareholders and ratepayers.  This occurs because the costs that the utility avoids will be less than the credit it pays by at least the fixed costs that are allocated to the service.  Consequently, both ratepayers and shareholders will be adversely affected.

Q.	Do you believe that the fully allocated cost methodology is appropriate to use to develop credits for RCS during the rate freeze?

A.	No.  For the reasons discussed above, the method is inappropriate for developing RCS credits in general, and is especially inappropriate for developing RCS credits during the rate freeze because both ratepayers and shareholders will be adversely affected.



Telecom LRIC Method

Q.	Are there other methods that have been proposed in this proceeding for estimating RCS credits?

A.	Yes.  Both Witness Jaske of the CEC, and Witness Price of the ORA suggest the use of the long-run incremental cost (LRIC) methods that have been enumerated in the CPUC’s telecommunications unbundling decisions.

Q.	Please describe your understanding of the LRIC methods that have been proposed in the telecommunications unbundling decisions and their relevance to the development of RCS credits.

A.	The telecom LRIC-based method consists of the following steps.  First, LRICs are computed for each service.  LRIC equals the change in cost with and without the service, assuming that sufficient time exists for all factors to adjust.   Consequently, LRIC includes service-specific fixed costs.

Second, joint and common costs are allocated to each service.  The allocation of common costs has been extremely contentious and is still being resolved.  Because of the difficulty in agreeing on estimates of price elasticities, it is possible that the joint and common costs will be allocated based on the equal percent of marginal costs (EPMC) method.  The EPMC method is equivalent to assuming that all services have the same price elasticity.  In addition to EPMC, other methods could be used to allocate joint and common costs such as the inverse price elasticities, or the joint and common costs of competitive firms.

To estimate joint and common costs, one of two methods have been proposed.  The first is to subtract LRICs for each service from total revenue requirements to estimate “actual” joint and common costs.  The second is to estimate forward-looking joint and common costs.  Forward-looking joint and common costs are future incremental costs that are not assignable to any specified service or group of services.  They often reflect planned adjustments to the utility’s plant and equipment in the long-run using the most efficient technology.

Third, prices are developed that provide a reasonable profit and do not exceed the stand-alone cost for the service (i.e., what it would cost an efficient competitor to provide only the particular service).

Q.	What are the advantages associated with the telecommunications LRIC-based method?

A.	The advantages are:

1. The Commission is familiar with the method and the issues required to implement it; and

2.   It will promote efficient entry if new capacity is required.  This seems unlikely for most revenue cycle services.

Q.	What are the disadvantages with the method?

A.	The disadvantages associated with the method are:

1.  The price signal provided by the method may be inefficient.  As previously discussed, to provide economic efficiency prices should be set equal to marginal cost.  Only if demand and supply are in equilibrium will marginal cost be similar to LRIC;

2.  The method could under recover a utility’s costs if:

      a.  joint and common costs are either not allocated or allocated based on forward-looking costs; 

b.  an arbitrary allocation of joint and common costs is used that sets price above competitive levels; and

c.  fixed costs cannot be avoided and no expansion of capacity is required.

Q.	Do you believe that with this method, a separate mechanism is required to recover stranded RCS costs and the costs associated with incumbent burdens?

A.	Yes.  As previously discussed, in order to have a level playing field, all competitors or their customers should pay these costs through some competitively neutral charge.

Q.	Do you believe that this method should be used to set RCS credits during the rate freeze?

A.	No.  The method, if applicable at all, should be used only after the price freeze.  Because of the use of LRIC and recovery of joint and common costs, use of the method during the price freeze will result in a credit that exceeds the savings realized.  This will adversely affect both shareholders and ratepayers. 

Q.	Should the method be used to set RCS credits after the rate freeze, as discussed above?

A.	The method has strengths and weaknesses.  It is not clear if the method is the best one to use to set RCS credits.  I believe that more study is necessary to determine the most appropriate method for setting RCS credits services after the rate freeze. 



Specific Issues (Economics of Alternative Views)



Recovery of the Costs of Conversion to Multiple Providers

Q.	There will be some costs imposed on incumbent utilities to facilitate competition for revenue cycle services.  These are likely to include interfaces between customer information and billing systems and development of variations between partial and full consolidated billing, each of which can accept inputs and provide outputs to meet the needs of ESPs with differing requirements.  Who should pay for costs of this kind?

A.	As a general matter, it would be economically efficient and equitable to impose these costs on the parties who cause them.  If particular suppliers require services which impose specific costs, their responsibility for these costs will provide incentives for appropriate consideration of the costs and benefits of alternatives.  If some common costs are required to provide access to all alternative suppliers, those costs could appropriately be shared among all alternative providers or all switching customers.

Q.	Why should the costs of transition not be broadly shared by all ratepayers through an addition to the non-bypassable distribution charges they pay?

A.	If ESPs can shift burdens to other parties and, by doing so, reduce their own internal costs, they will have limited incentives to properly choose alternatives based on their total costs and benefits.  This is likely to lead to programs and services for which costs exceed benefits.  It will certainly lead to cross-subsidies as the cost burdens are shifted to parties who do not benefit from the programs they support.

  

Deaveraging

Q.	Several parties (Weisenmiller p. 29, Marcus pp. 1-6) suggest that there should be no geographic segmentation of credits (zones) or that zones should be fewer than those proposed by the incumbent utilities (Price p. 15).  What are the appropriate economic considerations which bear on this issue?

A.	If there are significant differences in avoided costs among areas, those differences should be reflected in the credits as long as the efficiency value of doing so exceeds the associated costs.  Costs include set-up and administration of the system, as well as the costs of educating customers and ESPs on how it works.  Efficiency will result from price signals that will direct competitors to those services and customers through which they can provide the greatest net benefits to society.  In contrast, a system average credit is likely to result in what economists often call cream-skimming.  Cream-skimming distorts competition, raises costs for society and transfers benefits among service providers and customer groups.  

Q.	Please describe “cream-skimming” and explain how it causes the difficulties you are concerned with.

A.	Cherry-picking or cream-skimming occurs when prices (or credits) do not properly reflect the differences in the costs of providing services among areas or customers.  In these circumstances, some areas or customers are charged prices (or are provided with credits) that exceed the cost of providing the service while others are charged prices (or credits) that are far less than the cost of providing service.  In this circumstance, competitors will pursue the “cream”—customers for whom prices (credits) exceed costs— leaving the incumbent to serve the “skim milk” customers whose prices (credits) fall short of costs.

Q.	Why does this increase the costs to society?

A.	Credits substantially above costs will attract alternative providers whose costs to serve are below the credits, but above the cost to serve of the incumbent provider.  Replacing a low-cost supplier with a higher-cost supplier can be profitable for the new supplier, but will raise total costs and hurt customers in the aggregate, as well as damage the low-cost provider.  Customers, in aggregate, will pay more than would be required to provide the service.  The incumbent provider will lose less in costs than in revenues.  This will result in a revenue deficiency which could be resolved by an increase in costs to remaining customers.

Q.	How does this change the distribution of benefits among customer groups and providers?

A.	If regulation allows the average price of the incumbent to increase to reflect the higher average cost of its remaining customers, they will see higher prices.  The low-cost customers who switch suppliers will see lower prices, but not low enough to reflect the actual cost of the incumbent serving them since some of the difference goes to the margin of RCS providers.  Competitors that obtain credits that exceed the cost of providing service will be better off.  Incumbents who lose customers and cannot recoup through higher prices for remaining services will be worse off.



Treatment of Cost Discontinuities

Q.	Is it your understanding that there are significant cost discontinuities which make it difficult to calculate avoided cost credits?

A.	Yes.  I understand from the testimony of several witnesses (ORA p.12; Edison, p. I-4; SDG&E pp. 14-15, 21) that the costs actually avoided depend, to a significant extent, on how many customers select alternative providers of revenue cycle services, and at least for some services, on where they are located relative to each other.  As a consequence of uncertainties regarding these issues, as well as the need for a fixed credit schedule that is administratively simple, SCE and the other incumbent utilities have properly proposed credits based on the conservative assumption that customer switching levels will be initially low and randomly distributed.

Q.	Do you have reservations concerning the use of a fixed schedule of administratively determined credits for revenue cycle services not performed in the near term?

A.	Yes, I do.  There is a tension between fixed credits based on the avoided costs of not serving a small quantity of randomly selected customers from each zone or customer class and the savings opportunities that may be available through more targeted and specific revenue cycle programs of entrants.

Q.	Please explain the tension you perceive.

A.	As I mentioned previously, the level of costs avoided will depend on the number of customers who opt for alternative providers and the specifics of their circumstances.  In setting fixed minimum credits which apply to all alternative suppliers and all customers, it is not possible to factor in the value of specific programs alternative suppliers might develop which could result in savings in excess of minimum avoided cost credits based on small-scale random transfers of service responsibility.

Q.	Would it be useful for the Commission to address the potential for specific programs by alternate suppliers that might avoid costs that exceed the initial level set for credits?

A.	Yes.  I believe incumbent utilities should be encouraged to cooperate with other ESPs to explore ways to increase avoided costs.  For example, avoided costs may be higher if a geographically concentrated group of customers are provided with meter installation or meter reading.  While it would be difficult, and probably impossible, to list or quantify all opportunities for avoiding costs in excess of the initial credits, there should be a willingness of the utilities and the Commission to explore reasonable options.  Before the utility is required to spend money, ESPs should be required to demonstrate the option is commercially viable.  To the extent that opportunities for avoiding costs and spurring efficient entry can be enhanced during the freeze period, greater efficiencies will be realized and consumer welfare will be enhanced.



Evaluation of Edison’s proposal and the proposals of other parties



Edison

Q.	Are Edison’s proposals for developing RCS credits consistent with your economic framework?

A.	Yes.  Edison’s testimony is consistent with my framework.  To develop credits for RCS services, Edison proposes to use a net avoided cost methodology.  Also, Edison proposed to have different credits based on differences in avoided cost for different geographic zones.

Q.	Given these criteria and your review of SCE testimony, do you believe the five zones identified by SCE are reasonable?

A.	Yes, I do.  They appear to represent a reasonable tradeoff between precision and simplicity in administration and application in the market.  The variation in the average meter reading access times ranges from 18 seconds for the first zone to 177 seconds for the fifth zone, a difference of over 883 percent.  Based on this variation, it is clear that several zones will be needed to keep credits in line with costs avoided.  Five zones appear to be a reasonable compromise between improvement in economic efficiency and administrative costs.



ORA

Q.	Are the ORA proposals consistent with your economic framework?  

A.	Yes.  For the most part, the ORA’s basic approach for developing RCS credits is consistent with my economic framework.  However, I can not attest to the correctness of their specific results.  The ORA suggests the use of net avoided costs for development of RCS credits during the rate freeze.  However, their suggestion to have two geographic zones for meter reading appears to be too coarse.  As discussed above, I believe that a larger number of zones is required.



CEC

Q.	Are the CEC’s proposals for estimating RCS credits consistent with your economic framework?

A.	Yes.  The CEC recommends the use of net avoided costs for estimating RCS credits and segmentation of like cost groups.



Enron

Q.	Are Enron’s proposals consistent with your economic framework?

A.	No.  The Enron proposals are inconsistent with my framework.  Some of the major inconsistencies are discussed below.



Long-Run Marginal Cost

Q.	Witness Weisenmiller suggests that the “Commission should consider basing the RCS credits on long-run marginal costs (LRMC)” (p. 6).  Do you believe that this is an appropriate measure for figuring credits?

A.	No, I do not.  While economists differ on what specific period of time defines the “long run,” the term implies a long enough time period for firms to change their technology and adjust all fixed costs.  Given the magnitude of the fixed costs of an electric utility, this time period clearly comprises at least several years.  Dr. Weisenmiller’s suggestion that credits reflect long-run marginal costs implies that utilities can make very fluid adjustments to substantial capital investments, which is not an accurate representation.  

Q.	Will RCS credits based only on short-run marginal costs provide disincentives for utilities to reduce their fixed costs, as Dr. Weisenmiller states (p. 10)?

A.	No.  During the price freeze, incumbents will have strong incentives to innovate and reduce their costs.  Under the PBR mechanism, the portion of the cost savings flowing through to ratepayers will accelerate CTC recovery.  In addition, lower fixed costs will allow the utility to be a stronger competitor in subsequent periods.

Q.	On page 11 of his testimony, Dr. Weisenmiller appears to justify his embedded cost methodology by asserting that the total costs of providing revenue cycle services tend not to vary with output so that marginal and average costs are equal.  Does he provide any support for this assertion?

A.	No.  

Q.	Do you believe that this assertion is correct?

A.	No.  Revenue cycle services, especially billing, are generally regarded as having substantial economies of scale.  Other services likely to have scale effects include meter reading, meter installation, and meter maintenance.   Because these costs  are not likely to be flat, embedded costs have little necessary relation to marginal costs.

Q.	Are there any other problems with the assumptions that marginal and embedded costs are interchangeable?

A.	Yes.  Embedded costs are at yesterday’s prices and historical depreciation and do not include technological change.  Marginal costs reflect the cost of providing new service with today’s most efficient technology at today’s prices.

Moreover, if marginal cost equals average cost, then pricing at marginal cost will collect the utility’s fixed costs.  Hence, Dr. Weisenmiller’s allocation of fixed costs to RCS would be inappropriate.  Consequently, either RCS services do not exhibit constant returns to scale (which invalidates his methodology) or his allocation of fixed costs to RCS services is incorrect.



Deaveraging

Q.	Dr. Weisenmiller argues that the Commission should not allow geographic deaveraging because similar principles were not applied in designing distribution rates.  Do you agree?

A.	No.  Geographic deaveraging is essential to eliminate the arbitrage possibilities that would otherwise exist as a result of historical average cost ratemaking practices.  Quite simply, without deaveraging, entrants will be able to cherry pick:  they would choose to serve the customers that have the lowest cost of service.  Because of the utility’s obligation as a supplier of last resort, the incumbent would inherently suffer the effects of “adverse selection.”  That is, new entrants would choose to serve only low-cost customers, leaving the incumbent with a pool of high-cost customers, and therefore no way to recover its costs.  The issue of avoided cost credits has nothing to do with how distribution rates were designed.  In fact, even if distribution rates had been designed to reflect geographical differences, the credits would be exactly the same as currently recommended by the utilities.



Level Playing Field among Competitors

Q.	Dr. Weisenmiller claims that a methodology based on embedded costs will generate “fair credits” that “level the ‘playing field’ among competitors…” (p. 4).  Do you agree?

A.	No.  Credits based on embedded cost principles will be too high and economically inefficient.  The appropriate short run measure of cost savings is avoidable or marginal costs, not fully allocated or embedded costs.  Far from “leveling” the playing field, the adoption of an embedded cost methodology would give entrants the opportunity to charge prices significantly above marginal cost and still acquire market share from the incumbent utility.  Clearly Enron’s proposal is intended to give entrants a significant competitive advantage over the incumbent in what is supposed to be a competitive RCS market.

Q.	Dr. Weisenmiller argues that RCS credits must be high to encourage investment in new infrastructure.  Do you agree?

A.	No.  One important goal of public policy should be to encourage economic efficiency.  Higher credits for RCS will not accomplish that objective.  First, incumbents, burdened by the obligation to pay high credits to entrants, would have less capital available to invest in new technologies and to develop new products and services.  Second, these high credits would subsidize the activity of entering firms in the RCS market.  There is every reason to expect that subsidies would result in the entry of firms who do not pass a market test.  The entry by inefficient firms will raise prices.  Inefficient investment is not a desirable goal of public policy. 

Q.	Is it important that there is a level playing field?  

A.	Yes.  But one must distinguish between legitimate competitive advantage and  illegitimate advantage.  A level playing field does not require that all players be the same size, play the same position, or have the same reputation or experience.  Destroying legitimate competitive advantage in order to favor any selected group of participants, whether it be incumbents or new entrants, subverts the competitive process, making superior firms less efficient and less able to compete on the merits of their abilities.  Legitimate competitive advantage entails investing to develop superiority in all phases of business, including production, distribution, management, service, marketing, and products.  Firms that grow and prosper in competitive markets make these investments and are successful in satisfying the preferences of their customers.  They develop reputations for excellence relative to rival firms.  Preventing them from capitalizing on their investments and superiority by imposing handicaps to favor less efficient firms only harms consumers.

Illegitimate advantages stem from anticompetitive actions, and these most certainly should be controlled by the appropriate authorities.  Examples of illegitimate advantages include pricing below marginal costs to drive rivals out of business or to inhibit entry, and cross-subsidization between competitive and regulated businesses to gain a cost advantage in the competitive sector.  Illegitimate advantages should be policed.

Q.	Will it be necessary, as Dr. Weisenmiller seems to suggest, to subsidize competitors to achieve a competitive RCS market?

A.	No.  Dr. Weisenmiller’s testimony suggests that entrants to the RCS market in California will be small firms with few advantages relative to incumbents and with little access to economies of scale, scope, or density.  This is simply not true. Enron, on whose behalf Dr. Weisenmiller is testifying, is a $23.4 billion (1997 total assets) company whereas Southern California Edison is a $18 billion company.  Furthermore, it would not be unreasonable to expect firms such as regional telephone companies, or credit card companies to enter the billing business.  With respect to meter reading, data collection, and other meter-related services, regional firms with extensive appliance repair businesses might consider entering the market.  With a large workforce of technicians and a truck fleet, these firms might be well-positioned to provide certain revenue cycle services in a competitive market.  

It is simply not reasonable to suggest that multi-billion dollar firms, such as the ones I mention here, need subsidies to enter new markets.  These firms will be able to draw upon their vast expertise in other markets and economies of scale and scope to compete in the RCS market.



Cellnet

Q.	Witness King of Cellnet Data Systems has suggested in his direct testimony that the Commission include a portion of the incumbent’s fixed costs when calculating RCS credits (p. 1).  Do you agree with this proposal?

A.	No, I do not.  As I discussed earlier in this rebuttal testimony, using fixed costs in addition to avoided costs when pricing RCS credits will allow for inefficient bypass and will under recover incumbent costs.  

Q.	What is your opinion of Mr. King’s suggestion that regulated rates of unbundled services serve as guides for calculating RCS credits (pp. 1, 8)?

A.	I do not agree with this policy recommendation.  First, regulated rates for services do not serve the same purpose as market-based prices.  Regulators do not necessarily design rates to act as price signals, but rather to cover the utility’s costs and to fulfill policy objectives, such as providing universal basic service.  Additionally, policy objectives often result in the subsidization of services across different customer groups, from low-cost to high-cost consumers.  Therefore, not only can regulated rates be inaccurate proxies for marginal costs of services (unlike prices in a competitive market), they may not necessarily reflect average costs of individual services.  Calculating credits by “backing out” regulated rates would be very likely to result in the inappropriate price signals with which Mr. King is concerned.

Second, these rates do not always exist for unbundled services.  Several services are just now being offered separately.  The Commission has not historically set rates for these.  Hence, we do not have rates to use as benchmarks for all newly unbundled services.

Q.	Mr. King provides an example (pp. 6-7) of how he believes utilities assign credits for RCS services that are too low.  In the example, he mentions a utility that normally received $4/month for a service was proposing a credit of only $2.94/month for customers choosing an ESP for this service.  He concludes this gap could keep out efficient competitors with lower costs than the utility’s.  How do you respond?

A.	I do not believe that Mr. King makes a valid argument in this example.  The $4/month the utility charges might include fixed costs or common costs across many services.  Regulators design rates to allow utilities to recover these common costs.  A regulated rate of $4 does not mean that the company saves $4 in avoided costs if a customer chooses an ESP to provide this service.  The incumbent still must cover the fixed and common costs associated with providing the service, irrespective of the number of customers it serves.

		Mr. King concludes that a competitor with marginal costs of $3.50 would be shut out of the market because this marginal cost exceeds the credit offered by the utility, even though its marginal cost is less than the utility’s cost.  But Mr. King is not making a valid cost comparison:  he is comparing the competitor’s marginal cost with the utility’s combined marginal and common costs.  If the competitor must spend $3.50 to serve the marginal customer, then an economist would conclude that the utility, with a marginal cost of $2.94, is the more efficient supplier.  The common costs that seemingly raise the utility’s costs in Mr. King’s example should be covered by all customers, regardless of whether or not they choose an ESP or the utility to provide the RCS.  A credit based on avoided marginal costs would accomplish this objective, and would be the proper way to avoid the “double-counting” that justifiably concerns Mr. King.

Q.	Mr. King argues further that since “the credits exclude fixed costs, overheads, and other cost elements used to establish rates…[they] understate the total cost to society of providing the service” (p. 10).  How do you respond?

A.	Mr. King’s point about the societal costs ironically shows exactly why fixed costs should not be included in credits.  He falls into what economists call the “sunk cost fallacy,” since sunk costs are already paid by the incumbent, irrespective of the number of customers they serve.  Providing a “total cost” credit to a competitor, who does not cover any of the incumbent’s fixed costs when it attracts a new customer from the incumbent, double-counts the societal costs Mr. King talks about.  That is, the incumbent pays for the fixed costs, and then on top of this has to subsidize the competitor (in the form of a credit) for a portion of the fixed costs that the competitor does not pay!  

Therefore, I agree with Mr. King’s assessment that total costs exceed marginal costs; however, unbundling and competition in no way changes the fact that the incumbent pays these fixed costs.  Other parties are not entitled to reimbursement for this portion of the total costs.  Alternatively, credits based only on the utility’s avoided costs properly account for societal costs by transferring the money saved by the utility to the competitor that acquires new variable costs from serving an additional customer.

Q.	Mr. King further states that deaveraging would send incorrect signals to ratepayers, in that de-averaged credits would differ from their previously billed rates (p. 10).  Do you agree?    

A.	No, I do not.  I draw the opposite conclusion to Mr. King’s:  deaveraging would correct the inaccurate price signal that regulated rates currently send to ratepayers.  I explained earlier in this testimony the problem averaging causes with respect to adverse selection and cherry picking.  I believe Mr. King is assuming that regulated rates are price signals.  This is not the case.

Q.	Witness King states that “it is appropriate and necessary for the Commission to consider the UDC’s revenue requirements as they relate to being provider of last resort”  (p. 11).  How do you respond?

A.	I agree with Mr. King that last-resort obligations may make it impossible for utilities to cover their revenue requirements.  However, inappropriately calculated credits will similarly affect the utility’s ability to cover costs.  Cost recovery is another factor the Commission should consider when deciding on RCS credits.



Conclusions

Q.	What are your conclusions?

A.	The objective of the Commission in this proceeding should be to establish 1999 bill credits for RCS services that reflect the true cost savings the incumbent realizes from not having to provide the service.  Such a mechanism will minimize transition costs and encourage efficient firms to enter the RCS market, thereby benefiting all California customers.  

I have concluded that the preferred method for calculating credits is based on the incumbent’s short-term avoided costs. Proposals to base credits on embedded costs would subsidize inefficient firms at the expense of the incumbent, its shareholders, and California consumers.  Furthermore, the Commission should adopt Edison’s geographic deaveraging proposal.  It is in the best interest of all market participants that prices, and consequently any transitional credit, be based on actual cost of service.  Any credit based broadly on average-cost-of-service principles would allow entering firms to target low-cost customers while obligating the incumbent to provide RCS to remaining customers below cost.

Q.	Does this conclude your testimony?

A.	Yes, it does.
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